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A Fresh Start for a Troubled QBU

I. Introduction and General
Comments

Code Sec. 987" provides that if a taxpayer has one
or more qualified business units (QBUs)> with a
functional currency (sometimes abbreviated as “FC”)
other than the dollar, the taxpayer must make proper
adjustments to take into account foreign currency
gain or loss on certain transfers of property between
such qualified business units. When a taxpayer uses
foreign currency, gain or loss (referred to as “ex-
change gain or loss” or “FX gain or loss”) may arise
from fluctuations in the value of the foreign currency
relative to the U.S. dollar. Gain or loss results because
foreign currency, unlike the U.S. dollar, is treated as
property for U.S. federal income tax purposes.

On September 7, 2006, the Treasury and the IRS
issued long-awaited revised proposed regulations for
computing Code Sec. 987 gain or loss (the “Proposed
Regulations”). Proposed regulations issued in 1991
were never finalized (the “1991 proposed regulations”)
and were withdrawn by the Proposed Regulations.*
Because the 1991 proposed regulations were never
finalized and were issued prior to the check-the-box
rules,® unanswered questions abounded® and com-
pliance with the rules was lax and varied from one
multinational corporation to another.” In addition, the
IRS and the Treasury were concerned with the trigger-
ing of noneconomic losses and gains.?

The Proposed Regulations adopt the “foreign
exchange exposure pool method.” In general, the
foreign exchange exposure pool method provides
that the income of a Code Sec. 987 QBU, defined
below, is determined by reference to the items of in-
come, gain, deduction and loss booked to the QBU
in its functional currency, adjusted to reflect U.S. tax
principles.’ With certain exceptions, items of income,
gain, deduction and loss of a Code Sec. 987 QBU are
translated into the functional currency of the QBU’s
owner at the average exchange rate for the year."
However, the basis of historic assets and deductions
for depreciation, depletion and amortization of such
assets are translated at the historic exchange rate."

The foreign exchange exposure pool method uses
a balance sheet approach to determine exchange
gain or loss, which is then recognized upon a re-
mittance. Use of a balance sheet approach allows
taxpayers and the IRS to distinguish between those
items whose value fluctuates with respect to changes
in the functional currency of the owner and those
which do not."”? Under this method, exchange gain or
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loss with respect to “marked items” (defined by refer-
ence to Code Sec. 988(c)) is identified annually but
is pooled and deferred until a remittance is made."
When a Code Sec. 987 QBU makes a remittance, a
portion of the pooled and deferred exchange gain
or loss is recognized.™ In general, an amount taken
into account is an amount equal to the product of
the owner’s portion of the Code Sec. 987 QBU'’s net
unrecognized exchange gain or loss, multiplied by
the owner’s remittance proportion.'

The Proposed Regulations have settled many of
the unanswered questions and set forth rules that
more precisely distinguish between items that give
rise to economic gain or loss and those that do
not for purposes of Code Sec. 987. However, the
Proposed Regulations unfortunately have increased
the complexity associated with computing transla-
tion gain or loss for purposes of Code Sec. 987. For
example, under the Proposed Regulations, the basis
of historic assets and deductions for depreciation,
depletion and amortization of such assets are trans-
lated at the historic exchange rate whereas the 1991
proposed regulations provided for the translation of
such items at the average exchange rate. Hence, the
amount of time and resources necessary to comply
with the new rules, in particular, tracking various
items by historic exchange rates, will significantly
increase. The Treasury and the IRS should consider
further the impact that such additional complexity
will have on bringing taxpayers in compliance with
the new rules. The additional complexity is no sur-
prise to practitioners familiar with the calculation of
Code Sec. 987 gain/loss translation, including the
maintenance of equity and basis pools for each of
a taxpayer’s QBU branches, and many of the limita-
tions of the 1991 proposed regulations. Code Sec.
987 is a simplified method of applying Code Sec.
988 transaction-by-transaction accounting to branch
operations.’ In order to achieve a more precise
economical answer for both the IRS and taxpayers,
additional complexity is a certainty. However, if the
Treasury and the IRS are hoping for increased com-
pliance with Code Sec. 987, they should consider
simplifying the Proposed Regulations even if such
changes would compromise some of the theoretical
exactness of the Proposed Regulations.'

A. The Statute—Code Sec. 987

The statute generally provides that a taxpayer will
compute income or loss separately for each QBU
in the business unit’s functional currency, convert-



ing this amount to U.S. dollars' using the weighted
average exchange rate for the taxable period over
which the income or loss was derived.” A taxpayer
will recognize exchange gain or loss on any remit-
tance of property (not just currency) to the extent the
value of the currency at the time of the remittance
(spot rate) differs from the value when earned.?* The
construct of the statute is notably straightforward. The
Proposed Regulations are notably very complex. As
discussed below, this difference between the statute
and the Proposed Regulations is no more apparent
than in the rules in Proposed Reg. §1.987-3 that set
forth a litany of varying exchange rates to be used
depending on the item involved.”!

B. Proposed Regulations

The scope of the Proposed Regulations is to provide
(1) rules for determining the taxable income or loss
of a taxpayer with respect to a Code Sec. 987 quali-
fied business unit (“Code Sec. 987 QBU”), and (2)
provide rules for determining the timing, amount,
character and source of Code Sec. 987 gain or loss
recognized with respect to a Code Sec. 987 QBU.
With the exception of a few corollary rules (e.g.,
the characterization of assets rule for expense ap-
portionment purposes and the change of functional

Diagram 1 Scope of Proposed Regulations
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currency rules under Code Sec. 985), the Proposed
Regulations’ focus is accounting for Code Sec. 987
taxable income and Code Sec. 987 translation gain/
loss. Diagram 1 generally depicts the scope of the
Proposed Regulations.

This article’s objectives are to (1) explain the
Proposed Regulations, and (2) suggest areas for sim-
plification and/or clarification. This article is not an
attempt to resolve the broader policy debate as to
whether the Treasury’s and the IRS’s objective of recog-
nizing Code Sec. 987 translation gain or loss on items
that would similarly yield Code Sec. 988 gain or loss
(outside of the Code Sec. 987 QBU context) warrants
the substantial increased complexity of the new regu-
lations.?> The authors’ preliminary views are that the
Proposed Regulations provide clarity to an area of tax
law that was filled with noncompliance and confusion;
however, the Proposed Regulations are overly complex
and require simplification so that they can be applied
by taxpayers and the IRS alike.?* The regulations gen-
erally provide accurate results and tie together quite
well. Nevertheless, because of the inordinate amount
of complexity, one is left deliberating (1) whether a
modified approach of the 1991 proposed regulations
(on “earnings” only and without the daily-netting)
would be a better approach,® or (2) whether the Pro-
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A Fresh Start for a Troubled QBU

posed Regulations could be simplified by eliminating
some of the historic exchange translations for certain
assets and/or by recognizing net Code Sec. 987 gain
or loss on an annual basis as opposed to at the time
of a remittance (eliminate Proposed Reg. §1.987-5).2
Because taxpayers will need to implement these rules,
their comments should be given great weight prior to
the resolution of the broader tax policy debate through
the issuance of final regulations.

Effective Date

The Proposed Regulations are set to be effective
for tax years beginning one year after the first day
of the first tax year following the date that the final
regulations are issued.” Hence, the new rules would
begin to apply in 2009 for calendar-year taxpayers,
assuming the regulations are issued as final regula-
tions in 2007. Pending finalization, the Treasury and
the IRS would consider positions consistent with the
Proposed Regulations to be reasonable constructions
of the statute. As discussed below, Proposed Reg.
§1.987-10 provides detailed transition rules.

I1. Scope, Definitions and
Special Rules of the Proposed
Regulations

A. Scope

Subject to two exceptions,?® an individual or corpora-

tion is subject to Code Sec. 987 under the proposed

regulations if such person is an owner of an eligible

QBU that is a Code Sec. 987 QBU.»

m  Owner—Only an individual or corporation may
be an owner of an eligible QBU.>° The term “own-
er” for Code Sec. 987 purposes does not include
an eligible QBU or a Code Sec. 987 QBU of an
owner. Hence, the proposed regulations do not
respect tiers of separate eligible QBUs. Rather,
tiers of eligible and/or Code Sec. 987 QBUs will
be treated as a “flat” structure, with each QBU
in the tier considered as owned directly by the
ultimate non-QBU owner.*'

m  FEligible QBU—The term eligible QBU means activi-
ties of an individual, corporation, partnership or an
entity disregarded as an entity separate from its owner
for U.S. federal income tax purposes (a “DE”), if:

m the activities constitute a trade or business as
defined in Reg. §1.989(a)-1(c)**;

m  a separate set of books and records is main-
tained as defined in Reg. §1.989(a)-1(d) with
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respect to the activities, and assets and li-
abilities used in conducting such activities are
reflected on such books and records under
Reg. §1.987-2(b)**; and
m The activities are not subject to the Dollar
Approximate Separate Transactions Method
(DASTM) rules of Reg. §1.985-3.3
A corporation, partnership, or a DE itself is not an
eligible QBU (even though it may have activities that
qualify as an eligible QBU).>
m  Code Sec. 987 QBU—A Code Sec. 987 QBU is
an eligible QBU that has a functional currency
different from its owner.*®
Hence, in determining whether Code Sec. 987
applies to a particular structure, the first step is to
determine whether an eligible QBU exists. The sec-
ond step is to determine whether the eligible QBU’s
functional currency is different than its owner.*” These
steps are familiar to taxpayers who made an effort to
comply with the 1991 proposed regulations.

B. Code Sec. 987 Group Election

Subject to certain limitations, an owner may elect to
treat all Code Sec. 987 QBUs with the same func-
tional currency as a single Code Sec. 987 QBU.*® An
owner can group within the same partnership but
not through different partnerships.> An owner cannot
group a QBU owned directly with a QBU through a
partnership.* Diagram 2 illustrates permissible and
impermissible groupings.*

C. Other Definitions

Finally, Proposed Reg. §1.987-1 contains a few ad-
ditional definitions that are important to navigate the
Proposed Regulations.

m Code Sec. 987 branch—A Code Sec. 987
branch is an eligible QBU of an individual,
partnership, DE or corporation, all or a portion
of which is a Code Sec. 987 QBU. Assets and
liabilities of an eligible QBU of a partnership
that are allocated to a partner under Proposed
Reg. §1.987-7 are considered to be a Code Sec.
987 QBU of such partner, provided such partner
has a functional currency different from that of
such eligible QBU.*

m  Code Sec. 987 partnership—A Code Sec. 987
partnership is a partnership that has one or more
Code Sec. 987 branches.®

m  Code Sec. 987 DE—A Code Sec. 987 DE is a DE
that has one or more Code Sec. 987 branches.*



Diagram 2 Code Sec. 987 Group Elections
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the same consolidated group.

and DE®6 as a single QBU.

USP may elect to treat DE3 and DE7 as a single Code Sec. 987 QBU. USP would not be permitted to
group DET and DE2, nor would it be permitted to group DET with DE3 and DE7. The Treasury and the
IRS have requested comments as to whether an election should be made available to “owners” within

Similarly, CFC would be permitted to treat DE3 and DE?7 as a single QBU but it would not be
permitted to group DE5 or DE6 with DE3 and DE7, although CFC would be permitted to treat DE5

Kong Dollar

In Example 1 of Proposed Reg. §1.987-1(b)(7), the
Treasury and the IRS make clear that the combined
activities of holding stock and servicing a liability
that was incurred to acquire such stock are not
sufficient activities to constitute a trade or busi-
ness within the meaning of Reg. §1.989(a)-1(c).*
Hence, the activities of a typical financing DE will
not be considered an eligible QBU for purposes of
Code Sec. 987.% Payments of principal and inter-
est by the DE on its note payable will be governed
by Code Sec. 988 (assuming, as in the example,
the note has a different functional currency from
the owner). This guidance is helpful in the general
determination of what constitutes a QBU because
it goes beyond the examples provided in the Code
Sec. 989 regulations.

Proposed Reg. §1.987-1(c) through -1(e) sets forth
the relevant rules to determine the appropriate ex-
change rates for various type of assets and liabilities
and create two broad categories of assets and li-
abilities of a Code Sec. 987 QBU. These provisions
represent important foundational provisions of the
new Code Sec. 987 rules, defining (1) a Code Sec.
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987 marked item as in general, an item that would
be a Code Sec. 988 transaction if held directly by the
owner),” and (2) a Code Sec. 987 historic item as any
asset or liability that is not a “Code Sec. 987 marked
item.”* In short, Code Sec. 987 marked items give
rise to Code Sec. 987 gain or loss, whereas Code Sec.
987 historic items do not. This approach was intended
to, and should, limit the recognition of noneconomic
Code Sec. 987 gain or loss. The new rules provide
for a new exchange rate convention for Code Sec.
987 historic items—such items, when transferred,
are subject to the historic exchange rate, as defined
in Proposed Reg. §1.987-1(c)(3). Thus, these assets
and liabilities, which should not give rise to foreign
exchange gain or loss, are translated and maintained
at the spot rate* on which the asset was transferred
to* (or acquired by)*' the Code Sec. 987 QBU, or on
the date in which the liability was entered into by
(or transferred to)>* the Code Sec. 987 QBU.>*

D. Elections

There are a number of elections to be made under
the Proposed Regulations. Proposed Reg. §1.987-1(f)

41



A Fresh Start for a Troubled QBU

provides that these elections are treated as methods
of accounting; as a result, a change in such elections
would require compliance with the advance consent
accounting method change procedures. Generally,
such elections are to be made by the owner of the
Code Sec. 987 QBU.* Where a Code Sec. 987 QBU
is held by a controlled foreign corporation (CFC),*®
elections shall be made in accordance with Reg.
§§1.952-2(c)(2)(iv) and 1.964-1(c) by its controlling
U.S. shareholders.”” The election must be made for
the first tax year that Code Sec. 987 is relevant.’®
Similar to errant filings in other areas (e.g., filings
required by the proposed DCL regulations and gain
recognition agreements required by the Code Sec.
367(a) regulations), the Treasury and the IRS pushed
the remedy for late elections to the field. In general,
the taxpayer must demonstrate to the district direc-
tor that such failure to file was due to reasonable
cause and not willful neglect.”> Because there is a
regulatory provision providing relief for late filing
of elections, Code Sec. 9100 relief would not be
appropriate. Finally, elections under the Proposed
Regulations cannot be revoked without the consent
of the Commissioner.®® The Proposed Regulations
reserved guidance on elections in the case of certain
acquisitions but presumably normal rules would ap-
ply. That is, in taxable acquisitions, the new owner
should be allowed to make new elections and in
Code Sec. 381 transactions, such as foreign-to-
foreign asset reorganizations, the historic elections
should carry over.

IT1. Attribution of Assets/
Liabilities and Income/Loss to a

Code Sec. 987 QBU

Proposed Reg. §1.987-2(b) provides that items
are attributable to an eligible QBU to the extent
they are reflected on the separate set of books
and records, as defined in Reg. §1.989(a)-1(d), of
the eligible QBU. The term “item” refers to assets
and liabilities, and items of income, gain, deduc-
tion and loss.®' Consistent with the no-tiering rule
described above, Proposed Reg. §1.987-2(b)(2)(i)
provides that (1) stock of a corporation (whether
domestic or foreign),® (2) an interest in a partner-
ship (whether domestic or foreign), or (3) a liability
that was incurred to acquire such stock or partner-
ship, shall not be considered to be on the books
and records of an eligible QBU.® Income, gain,
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deduction or loss arising from such items, e.g., a
Code Sec. 951(a) inclusion with respect to stock,
shall not be considered to be on the books and
records of the eligible QBU.%

The rules include the dawning of a new type of
anti-abuse rule. Specifically, the Commissioner may
allocate any item between or among the eligible
QBU, the owner of such eligible QBU, and any other
persons, entities (including disregarded entities), or
other QBUs within the meaning of Reg. §1.989(a)-
1(b) (including eligible QBUs) if a principal purpose
of recording (or failing to record) an item on the books
and records of an eligible QBU is the avoidance of
U.S. tax under Code Sec. 987.% Factors indicating
no tax avoidance include® (1) a significant and bona
fide business purpose, (2) economics that support
the underlying transaction, (3) consistency with
generally accepted accounting principles or internal
policies, and (4) consistency in treatment from year
to year. Factors indicating tax avoidance® include (1)
circular flows, (2) lack of economic substance, and
(3) offsetting positions of the Code Sec. 987 QBU'’s
functional currency.

As discussed above, neither a partnership nor a DE
is an eligible QBU and, thus, cannot be a Code Sec.
987 QBU.% As a result, a partnership or DE may own
assets and liabilities that are not attributed to an eli-
gible QBU (or a Code Sec. 987 QBU) and, therefore,
are not subject to Code Sec. 987. FX gain or loss on
these assets and liabilities will be accounted for by
the owner under Code Sec. 988.%

IV. Transfers to and from Code
Sec. 987 QBUs

Proposed Reg. §1.987-2(c) provides that an asset or
liability shall be treated as transferred to (or trans-
ferred from) a Code Sec. 987 QBU if, as a result of
a disregarded transaction,” such asset or liability is
reflected (or not reflected) on the books and records
of the Code Sec. 987 QBU within the meaning of
Proposed Reg. §1.987-2(b). Disregarded transactions
will not give rise to items of income, gain, deduction
or loss that must be taken into account in determin-
ing Code Sec. 987 taxable income or loss under
Proposed Reg. §1.987-3.7

Proposed Reg. §1.987-2(c)(3) provides a similar rule
for assets of a Code Sec. 987 partnership. Solely for
purposes of Code Sec. 987, an asset shall be treated
as transferred to an indirectly owned Code Sec. 987
QBU if, and to the extent, the asset is contributed




to the Code Sec. 987 partnership that carries on the

Code Sec. 987 QBU provided that immediately fol-

lowing such contribution, the asset is reflected on

the books and records of the Code Sec. 987 QBU
within the meaning of Proposed Reg. §1.987-2(b).

Conversely, an asset shall be treated as transferred

from an indirectly owned Code Sec. 987 QBU if,

and to the extent, the Code Sec. 987 partnership that
carries on the Code Sec. 987 QBU distributes the as-
set to a partner provided that, immediately prior to
such distribution, the asset was reflected on the books
and records of such Code Sec. 987 QBU. Deemed
contributions and deemed distributions under Code

Sec. 752 are disregarded.” Proposed Reg. §1.987-

2(c)(4) through (6) provides certain additional rules

that govern transfers. The main thrust of these rules

is that a transfer is triggered when an asset or liability
moves (e.g., is transferred, exchanged, etc.) for legal

(e.g., local law) purposes.

m  Assumption of Partner Liabilities—A liability shall
be treated as transferred to an indirectly owned
Code Sec. 987 QBU if, and to the extent, the
Code Sec. 987 partnership assumes such liability,
provided that immediately following such as-
sumption, the liability is reflected on the books
and records of the Code Sec. 987 QBU.”

B Assumption of Partnership Liabilities—A li-
ability shall be treated as transferred from an
indirectly owned Code Sec. 987 QBU if, and
to the extent, the owner assumes such liability
of the Code Sec. 987 partnership provided that
immediately prior to such assumption, the li-
ability is reflected on the books and records of
the Code Sec. 987 QBU.7*

m Acquisitions and Dispositions of Interests in DEs
and Partnerships—An asset or liability shall be
treated as transferred to a Code Sec. 987 QBU
if, as a result of an acquisition (including by con-
tribution) or disposition of an interest in a Code
Sec. 987 partnership or Code Sec. 987 DE, such
asset or liability is reflected on the books and
records of the Code Sec. 987 QBU. Similarly,
an asset or liability shall be treated as transferred
from a Code Sec. 987 QBU if, as a result of an
acquisition or disposition of an interest in a Code
Sec. 987 partnership or Code Sec. 987 DE, the
asset or liability is not reflected on the books and
records of the Code Sec. 987 QBU.”

Importantly, a mere change in form of ownership of
an eligible QBU shall not result in a transfer to or from

a Code Sec. 987 QBU.’® Instead, the determination
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of whether a transfer has occurred in such case shall
be made under Proposed Reg. §1.987-2(c)(5).”

Diagrams 3 through 7 illustrate some of the rules for
purposes of determining whether there is an transfer
of an asset or liability from the owner to a Code Sec.
987 QBU under Proposed Reg. §1.987-2(c).

V. Determination of the Taxable
Income/Loss of an Owner of a
Code Sec. 987 QBU

Proposed Reg. §1.987-3 provides the framework
for determining an owner’s “Code Sec. 987 taxable
income” with respect to a Code Sec. 987 QBU.”

As discussed above, Proposed Reg. §1.987-2 pro-
vides rules for determining each item of income, gain,
deduction or loss that is attributable to a Code Sec.
987 QBU. Generally, these items are determined in
the functional currency of the Code Sec. 987 QBU
and are translated into the functional currency of the
owner at exchange rates determined under Proposed
Reg. §1.987-3(b).”

A. Translation of Items to Owner’s
Functional Currency—Generally

Generally, an owner translates a Code Sec. 987
QBU'’s items of income, gain, deduction or loss into
its functional currency at the yearly average exchange
rate for the tax year.®*® However, an election is avail-
able pursuant to which an owner may translate the
Code Sec. 987 QBU'’s items at the spot rate for the
day each item is properly taken into account.?!

For example, US Corporation (“US Corp”) is a do-
mestic corporation with the dollar as its functional
currency. US Corp owns French DE, a Code Sec.
987 DE that has a Code Sec. 987 branch with the
euro as its functional currency. French DE’s activities
constitute an eligible QBU that is a Code Sec. 987
QBU because its functional currency of the euro is
different from the functional currency of US Corp.*
On September 15, 2009, French DE provides services
to an unrelated customer in exchange for €2,000. US
Corp would generally translate this item of income
into USD at the yearly average exchange rate of
EURT:USD 1.05, for income of USD 2,100.% US Corp
may instead elect to apply the spot rate to translate
French DE’s items of income, gain, deduction and
loss. In such case, US Corp would translate French
DE'’s income at the spot rate of EUR 1:USD 1.06, for
income of USD 2,120.84
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Diagram 3

Transfer to a Directly Owned Code Sec. 987 QBU and Transactions Between Indirectly Owned Section 987 QBUs
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® The loan between USP and DET1 is disregarded and hence the legal liability is not taken into account; however, the cash that was
loaned from USP to DE1’s QBU must be taken into account. See Proposed Reg. §1.987-(c)(9), Example 1.

¢ The sale of equipment between DE2 and DE3 is disregarded and as a result, such sale is not taken into account and does not
give rise to an item of income, gain, deduction or loss. However, the equipment ceases to be reflected on the books and records
of DE2’s business, and becomes reflected on the books and records of DE3’s business. The “transfer” of the portion of equipment
attributable to DE2’s Code Sec. 987 QBU of USP is to the Partnership, then to USP, then from USP to the Partnership, and finally
from the Partnership to DE3’s Code Sec. 987 QBU of USP. A similar construct occurs for the portion of equipment attributable to
DE2’s Code Sec. 987 QBU of CFC. The cash exchanged for the equipment has a similar construct (up-and-down) except that it
occurs in reverse order. See Proposed Reg. §1.987-2(c)(9), Example 3 and 4.

Kong Dollar

Wperations

B. Translation of Deductions
Allowable with Respect to Code
Sec. 987 Historic Assets and Gain/
Loss Recognized on Sale or Other
Dispositions of Code Sec. 987
Historic Assets

Special rules apply to the translation of deductions
allowable with respect to Code Sec. 987 historic as-
sets and gain or loss recognized on the sale or other
disposition of Code Sec. 987 historic assets.®> An
owner must use the historic exchange rate to translate
depreciation, depletion and amortization deductions
allowable with respect to Code Sec. 987 historic as-
sets.® For example, French DE owns a truck and in
2009 has depreciation expense of €100 with respect
to such truck. The truck was purchased on January 15,
2008. The historic exchange rate with respect to the
truck was EUR1:USD1.02.%” Consequently, US Corp
translates French DE’s 2009 depreciation expense
into USD at a rate of EUR1:USD1.02 for depreciation
expense of USD102.

An owner must use different exchange rates with
respect to the amount realized and adjusted basis for

44

purposes of determining the gain or loss recognized
on a sale or other disposition of property that is re-
flected on the books and records of a Code Sec. 987
QBU for a tax year.®

To translate the amount realized on such a sale
or disposition, the owner shall generally apply the
exchange rate used to translate the Code Sec. 987
QBU'’s items of income, gain, deduction or loss into
the owner’s functional currency for the tax year.” As
discussed above, this is either the yearly average ex-
change rate or, if elected, the spot rate for the day the
item is properly taken into account. To translate the
adjusted basis of property sold or otherwise disposed of
by the Code Sec. 987 QBU, the owner shall generally
apply the historic exchange rate for such asset.”

For example, French DE purchases raw land for
€8,000 on October 16, 2007, when the spot rate was
EUR1:USD1. French DE sold this land for€10,000 on
November 1, 2009. The yearly average exchange rate
for 2009 was EUR1:USD1.05. French DE determines
the adjusted basis in the land and the amount realized
on the sale of the land in euro.” US Corp, however,
makes these determinations in USD. The adjusted basis
of the land is translated at the historic exchange rate
of EURT:USD1, for an adjusted basis of USD 8,000.
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Diagram 4 Transactions Between Indirectly Owned Code Sec. 987 QBUs

_-=-" US. Parent

/, |
//
4 FC — UK
CFC
/ 50% GBP
,lLicense Country X
I of IP o
, For €30 5078 |
1
: Partrierskj
1 ith no
|| Operations
\ |
\ | |
DE1 DE2
FC - . . Li f 1P A ) FC - Hong
Euro Disreg. Em- _fl_ngie_O —————— +[ Disreg. Entity Kong Dollar
w/ Operatiy or €50 w/ OperW

The license payment from DE2 to DE1 is disregarded (does not give rise to taxable income/deduction). The €50,

however, is considered a transfer — specifically, a €25 transfer from each of DE2’s Code Sec. 987 QBU of USP and DE2’s
Code Sec. 987 QBU of CFC to DE1’s Code Sec. 987 QBU of USP and DE1’s Code Sec. 987 QBU of CFC, respectively
(transfer-up followed by a transfer-down). See Proposed Reg. §1.987-2(c)(9), Example 4.

The €30 royalty payment from USP to DE1 is regarded for U.S. federal income tax purposes. As a result, it gives rise to

an item of income that must be taken into account in computing taxable income or loss of the DE’s business pursuant to
Proposed Reg. §1.987-3. In addition, the payment does not give rise to a “transfer” (solely for purposes of Code Sec. 987
because the transaction is treated as occurring with a non-partner under Code Sec. 707(a)). See Proposed Req. §1.987-2(c)(9).

Diagram 5 Acquisition of an Interest in a Partnership

U.S. Parent
I |
FC — UK CFCT oy CFC2 g - UK
GBP Country X b\ ° Country X "
\
A 50% |
'
Contributes Cash
for a 20% interest  \ Parriershi
> ith no
Operations
E DE1
¢ " Disreg. Entity
Euro w/ Operations

As a result of CFC1's acquisition of an interest in Partnership, a Code Sec. 987 partnership, 10% of the assets and liabilities
of the business of DE1 ceased being reflected on the books and records of both USP's and CFC2’s Code Sec. 987 QBUs.

As a result, such amounts are treated as if they are transferred from such Code Sec. 987 QBUs to USP and CFC2. See
Proposed Reg. §1.987-2(c)(9), Example 5.
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Diagram 6 Conversion of a DE to a Partnership Through a Sale of an Interest

CFC1
Country X

——————— > U.S. Parent
Cash for a
50% interest
in DE1
FC - DE1
Euro Disreg. Entity

treated as occurring:

As a result of CFC1’s acquisition of 50 percent of USP’s interest in DE1, a Code Sec. 987 DE, the following is

w/ Operations

50% of assets and liabilities of
DE1’s business “transferred”

CFC1
! Country X U.S. Parent v\\
i \
1 1
1 1
o, 1
| 50% 50% .
! '
\ 1
\ 7/
AN /
N /
Y 4
\\ //
< E e

artnership
w/ Operations

50% of assets and liabilities of DE1’s
business “transferred ” from USP’s

from CFC1 to CFC1’s Code Sec. 987
QBU because 50% of the assets

and liabilities of the business of

DE1 are reflected on the books

and records of CFC1’s Code Sec. 987
QBU

FC - Euro

See Proposed Reg. §1.987-2(c)(9) Example 6; Rev. Rul. 99-5 (situation 1), 1999-1 CB 434.

Code Sec. 987 QBU to USP because
50% of the assets and liabilities of
the business of DET ceased being
reflected on the books and records
of USP ’s Code Sec. 987 QBU

The amount realized is translated at the yearly aver-
age exchange rate of EUR1:USD1.05, for an amount
realized of USD10,500.” Consequently, US Corp’s
gain recognized on French DE’s sale of the land is
the USD10,500 amount realized less the USD 8,000
adjusted basis in the land for a gain of USD 2,500.%

The use of the historic exchange rate to translate de-
ductions allowable with respect to historic Code Sec.
987 assets and the use of the yearly average exchange
rate to translate the amount realized on the sale or
other disposition of such assets is a departure from the
approach taken in the 1991 proposed regulations. As
set forth in the Preamble to the Proposed Regulations,
the use of the different exchange rates for the amount
realized and adjusted basis “is designed to more closely
reflect the economic gain or loss to the owner of the sec-
tion 987 QBU than the 1991 proposed regulations.”
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However, the same exchange rate is used to trans-
late both the amount realized and adjusted basis of
Code Sec. 987 marked assets (other than cash).”” For
Code Sec. 987 marked assets that were held on the
first day of the tax year, the appropriate exchange rate
is the rate used to determine the owner’s functional
currency net value of the Code Sec. 987 QBU in the
preceding tax year.” If, on the other hand, the Code
Sec. 987 marked asset was acquired by the Code
Sec. 987 QBU during the tax year (by transfer or
otherwise), the appropriate exchange rate is the spot
rate for the date the asset was acquired.” The purpose
of these rules is to ensure that foreign currency gain
or loss on Code Sec. 987 marked assets is reflected
through the balance sheet calculations of Proposed
Reg. §1.987-4, rather than the profit and loss calcula-
tions of Proposed Reg. §1.987-3.7
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Diagram 7 Conversion of a DE to a Partnership Through a Contribution

Property to be used in
DE1’s business in
exchange for a 50%
CFC1 _interest in Partnership
Country X % oy o]

i = Assets of business of DE1 before the contribution
= Assets contributed by CFC1 to DE1

U.S. Parent

Euro

As a result of CFC1’s acquisition of a 50% interest in DE1, a Code Sec. 987 DE, the following is treated as
occurring:
50% of assets

contributed by CFC1 to
DET1 are treated as if

they are transferred by
CFC1 USP to USP’s Code Sec.
A Country X 987 QBU because 50% -] U.S. Parent
! y of the assets e \‘
contributed by CFC1 are 7 \

reflected on the books 7
and records of USP’s ,’
Code Sec. 987 QBU. ¢

50%

-_————

50% of assets and liabilities of
DE1’s business (including

TT= - artnershi ----""
p 50% of assets and liabilities of DE1’s
w/ Operat[ons business (not including property

property contributed by CFCT to
DE1) “transferred ” from CFC1 to
CFC1’s Code Sec. 987 QBU because
50% of the assets and liabilities of
the business of DE1 are reflected

on the books and records of

CFC1’s Code Sec. 987 QBU.

See Proposed Reg. §1.987-2(c)(9), Example.

FC — Euro

contributed by CFC1 to DET)

“transferred ” from USP’s Code Sec. 987
QBU to USP because 50% of the

assets and liabilities of the business

of DE1 ceased being reflected on the
books and records of USP’s Code Sec.
987 QBU

C. Translation of Other Items

A Code Sec. 987 QBU'’s items of income, gain, deduc-
tion or loss that are denominated in, or determined
by reference to, the owner’s functional currency are
not translated.”" Rather, such items are taken into
account by the Code Sec. 987 QBU under U.S. tax
principles in the owner’s functional currency.

A Code Sec. 987 QBU’s items of income, gain,
deduction or loss that are denominated in, or
determined by reference to, a nonfunctional cur-
rency other than the owner’s functional currency are
translated into the Code Sec. 987 QBU'’s functional
currency at the spot rate on the day such item is
properly taken into account.'® For example, French

INTERNATIONAL TAX JOURNAL

DE performed services for a UK person on January 12,
2009, in exchange for £10,000 of compensation. The
spot rate on January 12, 2009, was £1:€1.25. Under
Proposed Reg. §1.987-3(d), French DE translates the
pounds into euro at this spot rate for compensation
income of €12,500.'%

D. Code Sec. 988 Transactions

Code Sec. 988 generally applies to Code Sec. 988
transactions attributable to a Code Sec. 987 QBU
and such transactions are treated as Code Sec. 987
historic items.'** For example, French DE disposes of
the £10,000 that it acquired on January 12, 2009, in
exchange for €10,000 on October 16, 2009. Under
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Code Sec. 988(c)(1)(C), French DE’s disposition of
nonfunctional currency is a Code Sec. 988 transac-
tion. Under Reg. §1.988-2(a)(2), French DE realizes a
loss of €2,500 (€10,000 amount realized less €12,500
basis) and under Proposed Reg. §1.987-3(b), US Corp
translates this into USD at the yearly average exchange
rate of EUR1:USD1.05 for a loss of USD 2,625.1%

Transactions that would otherwise be Code Sec. 988
transactions that are denominated in, or determined
by reference to, the owner’s functional currency
are not treated as Code Sec. 988 transactions to the
Code Sec. 987 QBU to which they are attributable.
As a result, no currency gain or loss is recognized
by a Code Sec. 987 QBU under Code Sec. 988 with
respect to such transaction. In the above example,
if French DE had disposed of USD, such disposal
would not have been a Code Sec. 988 transaction
because USD is the functional currency of US Corp.
Therefore, French DE would not have realized Code
Sec. 988 gain or loss on such disposition.

VI. Determination of Code Sec.
987 Net Unrecognized Gain/Loss

Proposed Reg. §1.987-4 sets forth the rules to
compute a Code Sec. 987 QBU’s Code Sec. 987
net unrecognized gain or loss. This amount rep-
resents the inherent gain or loss with respect to
marked assets resulting solely from movements
in the relevant currency exchange rates.'® As the

Preamble states, the combination of the mechan-

ics of Proposed Reg. §1.987-4 and Proposed Reg.

§1.987-5 (recognition of section 987 gain or loss)

form the mathematical core of the foreign exchange

exposure pool method.” In summary, Proposed

Reg. §1.987-4 uses a balance sheet to distinguish

the items of a Code Sec. 987 QBU that give rise

to a Code Sec. 987 gain or loss (Code Sec. 987

marked items) from those that do not (Code Sec.

987 historic items).

Net unrecognized Code Sec. 987 gain or loss of
a Code Sec. 987 QBU is determined on an annual
basis by the owner in the owner’s functional cur-
rency.'® Net unrecognized Code Sec. 987 gain or
loss of a Code Sec. 987 QBU for a tax year equals
the sum of:

m the Code Sec. 987 QBU's net accumulated
unrecognized Code Sec. 987 gain or loss for all
prior tax years''%; and

m the Code Sec. 987 QBU's unrecognized Code
Sec. 987 gain or loss for the current tax year.™"
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A Code Sec. 987 QBU'’s net accumulated unrec-
ognized Code Sec. 987 gain or loss for all prior tax
years is the aggregate of the Code Sec. 987 QBU's
unrecognized Code Sec. 987 gain or loss for all prior
years (determined under Proposed Reg. §1.987-4(d))
to which the Proposed Regulations apply, reduced
by the amounts taken into account under Proposed
Reg. §1.987-5 upon a remittance for all such prior tax
years."'? Diagram 8 explains the seven steps required
to compute the unrecognized Code Sec. 987 gain or
loss of a Code Sec. 987 QBU for a tax year.

Under Proposed Reg. §1.987-4, US Corp must
calculate the net unrecognized Code Sec. 987 gain
or loss of the Japan Branch using the seven-step ap-
proach set forth in Diagram 8.

In Step 1, US Corp must determine the owner
functional currency net value of the Japan Branch for
the current year. This is the aggregate of the basis of
each asset on the Japan Branch’s balance sheet less
the aggregate of each liability on the Japan Branch’s
balance sheet on the last day of the year, translated
into U.S. dollars. Marked items are translated into
U.S. dollars at the spot rate on the last day of the year,
while historic items are translated into U.S. dollars
at the historic exchange rate.

The Japan Branch’s assets and liabilities on Decem-
ber 31, 2009, are:

m  Cash=¥100,000 + ¥10,000 borrowing +¥12,000
earnings - ¥2,000 expenses = ¥120,000

m Land = Basis of $500 * 100 = ¥50,000

m Liability = ¥10,000

The cash and the liability are marked items (i.e., be-
cause they would be Code Sec. 988 items in the hands
of US Corp), while the land is an historic item. These
items are translated into U.S. dollars as follows:

m Cash=¥120,000 translated at the December 31,
2009, spot rate = $999.60

m Land = ¥50,000 translated at the July 1, 2009,
historic rate = $500

m Liability = ¥10,000 translated at the December
31, 2009, spot rate = $83.30

The owner functional currency net value of the
Japan Branch at December 31, 2009, is equal to
$1,000 cash + $500 land — $83 liability = $1,416.30.
In this case, the owner functional currency net value
at December 31, 2009, equals the change in owner
functional currency net value because the Japan
Branch was formed in 2009.

In Step 2, the amount determined in Step 1 is in-
creased by amounts transferred by the Japan Branch
to US Corp during the year. Since no amounts were



transferred by the Japan Branch to US Corp, there is
no change as a result of Step 2.

In Step 3, the amount determined in Step 1 is de-
creased by amounts transferred by US Corp to the
Japan Branch during the year. US Corp transferred
cash of $1,000 and raw land with a basis of $500
to the Japan Branch on July 1, 2009. Therefore, the
$1,416.30 determined in Step 1 is reduced by $1,500
for a total of ($83.70).

In Steps 4 and 5, the amount determined in Steps
1 — 3 is decreased/increased by the amount of li-
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abilities transferred from the Japan Branch to US
Corp/ from US Corp to the Japan Branch. Since
no liabilities were transferred to or from the Japan
Branch during the year, there is no change as a result
of Steps 4 and 5.

In Step 6, the amount determined in Steps 1 -5 is
increased by the amount of the Japan Branch’s taxable
loss. Since the Japan Branch did not have a taxable
loss, there is no change as a result of Step 6.

In Step 7, the amount determined in Steps 1 — 5
is decreased by the amount of the Japan Branch’s

Diagram 8

Calculation of Unrecognized Code Sec. 987 Gain / Loss

Step 1

Step 2

Step 3

Determine change in the owner
FC net value for the taxable
year. This change equals:

The owner FC net value of the Code
Sec. 987 QBU, determined in the FC
of the owner, on the last day of the
current tax year (or day QBU is
terminated); less

The owner FC net value of the Code
Sec. 987 QBU, determined in the FC of
the owner on the last day of the
preceding taxable year. This

amount shall be zero in the case of

the QBU's first tax year.

Rationale: This is a balance sheet
calculation under which the basis of each
Colde Sec. 987 marked item is translated
into the owner's FC at the spot rate on the
last day of the tax year. Code Sec. 987
historic items are translated into the owner's
functional currency at the historic exchange
rate and, therefore, do not give rise to
exchange gain or loss.

Increase the aggregate amount
determined in step 1 by the

assets transferred from the Code Sec.
987 QBU to its owner. This increase
equals the aggregate of:

The amount of the Code Sec. 987 QBU's FC

and the adj. basis of any Code Sec. 987

marked asset transferred from the Code Sec.

987 QBU to the owner during the tax year
determined in the FC of the Code Sec. 987

QBU and translated into the owner's FC spot

exchange rate, on the day of transfer; and

The adj. basis of any Code Sec. 987 historic
asset transferred to the owner during the tax
year determined in the FC of the Code Sec. 987
QBU and translated into the owner's FC at the
historic exchange rate, adjusted to take into
account the proper translation of depreciation,

depletion and amortization.

Rationale: If assets were transferred by the
QBU to its owner, then the QBU’s equity needs

to be increased (at the appropriate exchange rate)

to account for these earnings.

Decrease the aggregate amount

determined in steps 1 and 2 by the

owner's transfers to the Code Sec. 987 QBU.
The decrease equals the aggregate of:

The total amount of FC of the owner
transferred to the Code Sec. 987 QBU during the
tax year; and

The adjusted basis, determined in the FC of the
owner, of any asset transferred to the Code Sec.
987 QBU during the taxable year (after taking into
account Reg. Code Sec. 1.988-1(a)(10) — e.g., if
the character or source relating to a Code Sec. 988
item were lost.

Rationale: Inverse of Step 2. If assets are
contributed by the owner to the QBU during the tax
year, the QBU’s equity needs to be decreased.

Step 4

Step 5

Step 6

Decrease the aggregate

amount determined in steps 1
through 3 by the amount of
liabilities transferred from the
Code Sec. 987 QBU to the owner.

The amount of such liabilities shall be
translated into the FC of the owner at
the spot exchange rate on the day of
transfer.

Rationale: If the Code Sec. 987 QBU
transfers a liability to its owner, the
transfer has the effect as if the owner
transferred cash to the Code Sec. 987
QBU (cf., Code Sec. 752 in the
partnership context).

Increase the aggregate amount
determined in steps 1 through 4
by amount of liabilities
transferred from the owner to the
Code Sec. 987 QBU.

The amount of such liabilities shall be
translated into the FC of the owner, if

required, at the spot exchange rate on
the day of transfer.

Rationale: A transfer of liabilities by

the owner to the Code Sec. 987 QBU is
akin to a transfer of cash by the

Code Sec. 987 QBU to the owner;
hence, the Code Sec. 987 QBU'’s the
unrecognized Code Sec. 987 G/L should
be increased before accounting for
remittances.

Increase the aggregate amount determined

in steps 1 through 5 by the Code Sec. 987

taxable loss of the Code Sec. 987 QBU for

the tax year.
The increase equals the Code Sec. 987 taxable loss of
the Code Sec. 987 QBU computed under Prop. Reg.
§1.987-3 for the tax year.

Step 7

Decrease the aggregate amount determined
in steps 1 through 5 by the Code Sec. 987
taxable income of the Code Sec. 987 QBU for
the tax year.

The decrease equals the Code Sec. 987 taxable
income of the Code Sec. 987 QBU computed under
Proposed Reg. § 1.987-3 for the taxable year

Rationale: Income has already been accounted for

under -3; hence, in order to compute the unrecognized

G/L on FX, the amount of income earned by the Code Sec.
987 QBU should be backed out. The inverse reasoning
would apply for a current year loss in Step 6.
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The application of the seven steps described above is illustrated in the following example:

b U.S. Corp.

7/1/09 ]

$1=¥100
*$1,000

o ———

e Land: Basis =

$500 v 7/1/09
¥ Japan < Bank
Branch ¥10,000 Loan

Formed - 7/1/09

Converts $1,000
into ¥100,000 on
7/1/09

Facts
adopted by U.S. Corp.

adopted by U.S. Corp.

* At 12/31/09, $1=¥120

* Japan Branch earns  ¥12,000 of income from 7/1/09 — 12/31/09 that translates into $109.08 using the spot rate convention
e Japan Branch incurs ¥2000 of expenses from 7/1/09 — 12/31/09 that translates into $18.18 using the spot rate convention

* Japan Branch’s net income from 7/1/09 - 12/31/09, translated into USD = $90.90

taxable income, which was $90.90. Therefore, the
unrecognized Code Sec. 987 loss of the Japan Branch
for 2009 is ($83.70) minus $90.90 = ($174.60).

VII. Recognition of Code Sec.
987 Gain or Loss

Proposed Reg. §1.987-5 contains the operative pro-
visions that set forth the mechanics for determining
the amount of Code Sec. 987 gain or loss a taxpayer
must recognize in a tax year."” An owner’s Code Sec.
987 gain or loss recognized with respect to a Code
Sec. 987 QBU shall be equal to:

m the owner's net unrecognized Code Sec. 987 gain
or loss of the Code Sec. 987 QBU determined
under Proposed Reg. §1.987-4 on the last day of
such tax year (or, if earlier, on the day the Code
Sec. 987 QBU is terminated under Proposed Reg.
§1.987-8); multiplied by

m the owner's remittance proportion for the tax year,
as determined under Proposed Reg. §1.987-5(b)
(discussed below).

In other words, the amount determined from Pro-
posed Reg. §1.987-4 (discussed in Section VI above)
is multiplied by the owner’s remittance proportion (set
forth in Diagram 9)''* to arrive at taxable Code Sec.
987 gain or loss for the current tax year.
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A few observations are noteworthy:

m The quotient, in simple terms, aims to trigger Code
Sec. 987 gain or loss on any net positive remittance
that is drawn from the Code Sec. 987 QBU'’s gross
assets (grossed-up to include the net remittance)
for a given tax year (both the remittance and the
Code Sec. 987 QBU's gross assets are determined
in the owner’s FC).""> Thus, if a portion of the Code
Sec. 987 QBU’s assets are remitted to its owner in a
given tax year, then a portion of any unrecognized
Code Sec. 987 gain or loss with respect to the
relevant Code Sec. 987 QBU will be recognized
by the owner for that tax year.

m A taxpayer will have Code Sec. 987 gain or loss
in a given year (with respect to a Code Sec. 987
QBU) only if the taxpayer (the owner) has re-
ceived net positive remittances. As shown above,
the numerator in the quotient, is the “excess, if
any” of the transfers from the Code Sec. 987 QBU
to the owner over the transfers from the owner
to the Code Sec. 987 QBU.""* Hence, if there is
no positive net remittance amount for a given
tax year, then none of the Code Sec. 987 QBU’s
unrecognized Code Sec. 987 gain or loss will be
recognized by the owner for such tax year.

m Because an owner's net positive remittance, if
any, from a Code Sec. 987 QBU is determined



on the last day of the owner's tax year, the “daily
netting” rule of the 1991 proposed regulations
has been discarded. Although the Proposed
Regulations are generally more complex than
the 1991 proposed regulations, the change from
a daily netting rule to an annual netting rule is a
welcome simplification."”

m The full amount of a Code Sec. 987 QBU’s unrec-
ognized Code Sec. 987 gain or loss (determined
under Proposed Reg. §1.987-4) will be recognized
upon a termination of the Code Sec. 987 QBU.

The owner’s adjusted basis in an asset received in

a transfer from the Code Sec. 987 QBU (whether or

not such transfer is made in connection with a remit-

tance) is determined as follows:

m  Code Sec. 987 Marked Asset—The tax basis of a
Code Sec. 987 marked asset shall be determined
in the owner’s functional currency and shall be
the same amount of the Code Sec. 987 QBU’s
tax basis translated at the spot exchange rate (as
defined in Proposed Reg. §1.987-1(c)(1)) on the
day of the transfer.!

m  Code Sec. 987 Historic Asset—The tax basis of
a Code Sec. 987 historic asset shall be its his-
toric basis translated at the historic exchange
rate for such asset (as defined in Proposed Reg.

Diagram 9
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§1.987-1(c)(3), less any proper translation of de-
preciation, amortization or depletion.'”

The regulations contain two examples that are help-
ful in understanding the mechanics of the Code Sec.
987 quotient discussed above.'” The first example is
illustrated in Diagram 10: Assume (1) USP operates in
the U.K. through U.K. DE; (2) the following transfers
took place between USP and U.K. DE during Year
2; and (3) U.K. DE holds the assets and liabilities.
Finally, assume that the net unrecognized Code Sec.
987 gain for U.K. DE under Proposed Reg. §1.987-
4 is $80 as of the last day of Year 2. Based on the
foregoing facts, USP’s Code Sec. 987 gain from the
remittances received from UK DE in Year 2 is $6.80
as computed in Diagram 10.

VIII. Character and Source of

Code Sec. 987 Gain or Loss

Proposed Reg. §1.987-6(a) provides that Code Sec.
987 gain or loss is ordinary income or loss. Further,
Proposed Reg. §1.987-6(b) provides that the source
and character?' of Code Sec. 987 gain or loss must
be determined in the year of a remittance by apply-
ing the asset method set forth in Reg. §1.861-9T(g)."2
The Proposed Regulations contain an example that

Owner’s Remittance Proportion

Remittance = Excess, if any, of:
(determined in the owner's FC)

divided by

Owner’s Remittance Proportion (Quotient) equals:

(i) the total of all amounts transferred

from the Code Sec. 987 QBU to the owner
during the tax year, as determined in
Proposed Reg. §1.987-5(d);' over

(i) The total of all amounts

transferred from the owner to the

Code Sec. 987 QBU during the taxable
year, as determined in Proposed Reg. §
1.987-5(e).2

increased by the amount of the remittance.

The total adjusted basis of the gross assets of the Code Sec. 987 QBU as of the end of the tax
year (or, if terminated prior to the end of such tax year under § 1.987-8, the day of termination)
that are reflected on its year-end balance sheet (or, if terminated prior to the end of such tax
year under Proposed Reg. § 1.987-8, the balance sheet on the day terminated), translated
into the owner's functional currency as provided in Proposed Reg. § 1.987-4(e)(2) and

Importantly: An owner's remittance from a Code Sec. 987 QBU shall be determined on the last day of the owner's tax year (or, if earlier, on
the day the Code Sec. 987 QBU is terminated under Prop. Reg. § 1.987-8).

Termination: A termination of a Code Sec. 987 QBU is treated as a remittance of all the gross assets of the Code Sec. 987 QBU to the
owner on the date of such termination. Accordingly, the remittance proportion in the case of a termination is 1.

1 Determined in the owner's FC under Proposed Reg. § 1.987-4(d)(2) with reference to the adjusted basis of the assets transferred. Liabilities transferred from the owner to
the Code Sec. 987 QBU shall be treated as a transfer of assets from the Code Sec. 987 QBU to the owner.

2 Determined in the owner's FC under Proposed Reg. § 1.987-4(d)(3) with reference to the adjusted basis of the assets transferred. Liabilities transferred from the Code Sec.
987 QBU to the owner shall be treated as a transfer of assets from the owner to the Code Sec. 987 QBU.
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Diagram 10

v U.S. Parent

~

\
\

Year 2 Transfers from UK DE to USP: 1

\
1

" Year 2 Transfers from USP to UK DE:

$2,300 — GBP, -4(d)(2)(ii)(A) and -5(d) I\

$500 — machine, -4(d)(2)(ii)(B) and -5(d) \\\ ﬂKm ’

Disreg. Entity
N/ Operations /]

$300 — Branch used to purchase services
$2,000 — Truck (adjusted tax basis)

/

[N

FC -
. . GBP
Net Remittance (Proposed Reg. § 1.987-5(c)(1) and (2):

$500 — ($2,800 less $2,300 — from above)

Branch Year 2 Ending Assets (trans. into Owner’s FC -4(e)(2):
$500 — Computer

$2,000 — Truck (adjusted tax basis)

$2,850 — GBPs

$200 — Note Payable to Unrelated British Bank
LIABILITIES ARE NOT INCLUDED [“GROSS ASSETS”]

$5,350 — Total Assets (before adding back remittance)

$500 — Remittance

$5,850 — Total Gross Assets for purposes of Proposed Reg. § 1.987-5(b)

$80 — Unrecognized. § 987 Gain
Proposed Reg. § 1. 987-4

% 0.085 - Remittance Proportion (Quotient)

$6.80 - U.S. Corp’s Code Sec. 987 Gain for Year 2

illustrates that Code Sec. 987 gain or loss will be
considered allocable to subpart F income in propor-
tion to the Code Sec. 987 QBU’s assets that generate
subpart F income for the year. In the example, a CFC
with the Swiss franc (“CHF”) as its functional currency
owns all of the shares of a German DE with significant
operations that has the euro as its functional currency.
The German DE has CHF750,000 of assets that gener-
ate foreign source general limitation income under
Code Sec. 904(d)(1)(l), none of which is subpart F
income under Code Sec. 952, and CHF250,000 of
assets that generate foreign source passive income
under Code Sec. 904(d)(1)(B), all of which is subpart F
income. Hence, 25 percent of the realized Code Sec.
987 gain computed under Proposed Reg. §§1.987-4
and 1.987-5 will be considered subpart F income of
the CFC.">* All of the Code Sec. 987 gain is treated
as ordinary income.

Prior to the issuance of the Proposed Regulations
there was much debate as to whether Code Sec. 987
gain recognized by a CFC should be considered sub-
part F income. Given that the fundamental approach
of the Proposed Regulations is to recognize Code Sec.
987 gain (or loss) with respect to marked assets only,
the Treasury and the IRS’s approach is reasonable and
no further debate is warranted; however, the Treasury
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and the IRS should consider whether an extension of
the business needs exception rule is appropriate for
Code Sec. 987 gains.'*

IX. Partnerships

A. Allocation of Assets and Liabilities
Proposed Reg. §1.987-7 provides rules for deter-
mining an owner’s share of assets and liabilities of
a Code Sec. 987 QBU owned indirectly through a
partnership in which such owner is a partner. This
determination is necessary for purposes of applying
the foreign exchange exposure pool method at the
partner level.

The Proposed Regulations generally provide that a
partner’s share of the assets and liabilities reflected
on the books and records of an eligible QBU or Code
Sec. 987 QBU indirectly owned through a partner-
ship will be determined in a way that is consistent
with the way that the partners have agreed to share
the economic benefits and burdens corresponding to
the assets and liabilities.’> Code Secs. 701 through
761, including Code Sec. 704(b) and Reg. §1.701-2,
apply in making this determination.

The application of this rule and its relationship to the
calculation of a partner’s net unrecognized Code Sec.



987 gain or loss is illustrated in the following examples.
In the first example, the partnership has functional
currency of GBP 100 at the end of the year and does
not have any liabilities (see Diagram 11).12¢

This next example is the same as the first, except
that the Code Sec. 987 partnership in this example
has GBP 150 of assets and has a GBP 50 recourse
liability at the end of the year (see Diagram 12).'

The general rule set out above was selected because
it will allocate assets and liabilities consistent with the
economic arrangement agreed to by the partners.'?
A method consistent with the partners” economic ar-
rangement should avoid a distortion of the partner’s
Code Sec. 987 gain or loss. The Treasury and the IRS
are concerned that taxpayers may attempt to distort
a partner’s Code Sec. 987 gain or loss by inappropri-
ately shifting such partner’s share of the underlying
assets and liabilities of a Code Sec. 987 QBU owned
indirectly by a Code Sec. 987 partnership.'> There-
fore, the allocation of the assets and liabilities is
subject to the review of the Commissioner to ensure
that it is consistent with the economic arrangement
of the partners and the rules of subchapter K.

The Treasury and the IRS are considering the
inclusion of a safe harbor in the final regulations
that would provide that an allocation would be
considered to be consistent with the economic ar-
rangement of the partners if certain conditions are
satisfied.””’ Comments have been requested as to
whether a safe harbor should be included and, if
so, what form it should take. The Preamble to the
Proposed Regulations proposes a safe harbor that
would apply if (1) assets, to the extent of a partner’s
share of partnership capital, are allocated in accor-
dance with such capital, and (2) assets in excess of
partnership capital are allocated consistent with the
manner in which the partners have agreed to share
the economic burden of the liabilities incurred to
acquire such assets.

B. Coordination with Subchapter K

Proposed Reg. §1.987-7 also provides rules for de-
termining the impact of the Proposed Regulations on
the partner’s adjusted tax basis in its Code Sec. 987
partnership interest. A partner’s adjusted basis in its
Code Sec. 987 partnership interest is maintained in
that partner’s functional currency.”? This adjusted
basis is not adjusted for fluctuations in the value of
the partner’s functional currency and the functional
currency of the section 987 QBU indirectly owned
by the Code Sec. 987 partnership.’ Rather, such
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fluctuations are addressed by the application of the
foreign exchange exposure pool method.

A partner’s adjusted tax basis in a Code Sec. 987
partnership must be adjusted to take into account
(1) such partner’s share of the items of income, gain,
deduction or loss of a Code Sec. 987 QBU indirectly
owned through a Code Sec. 987 partnership, which
is translated into the partner’s functional currency as
provided in Proposed Reg. §1.987-3, and (2) such
partner’s share of the Code Sec. 987 gain or loss of
the Code Sec. 987 QBU, which is determined in the
partner’s functional currency by applying the foreign
exchange exposure pool method."* These adjustments
are necessary to prevent the duplication of income or
loss attributable to the Code Sec. 987 QBU.'

The Proposed Regulations provide that a partner’s
share of the items of income, gain, deduction or
loss of a Code Sec. 987 QBU indirectly owned
through a Code Sec. 987 partnership are treated as
income or loss of the Code Sec. 987 partnership.'*®
Consequently, the partner’s share of such items is
taken into account, after translation into the partner’s
functional currency, in determining the adjustments
to the partner’s adjusted tax basis in its partnership
interest under Code Sec. 705." Similarly, Code Sec.
987 gain or loss of a Code Sec. 987 QBU indirectly
owned by an individual or corporation through a
Code Sec. 987 partnership is treated as income or
loss of the Code Sec. 987 partnership with the result
that such income or loss is taken into account as an
adjustment to the partner’s adjusted tax basis in its
partnership interest under Code Sec. 705.'3®

A partner’s tax basis in its interest in a Code Sec.
987 partnership must also be adjusted to take into
account both actual and deemed contributions and
distributions between an owner of a Code Sec. 987
QBU that is owned indirectly through a Code Sec.
987 partnership and such Code Sec. 987 partner-
ship.™ For purposes of making such adjustments,
the amounts are taken into account in the partner’s
functional currency.'®

The Proposed Regulations provide rules for translat-
ing liabilities giving rise to deemed contributions and
distributions to a Code Sec. 987 partnership under
Code Sec. 752 (i.e., those resulting from an increase/
decrease in the partner’s share of the liabilities of the
partnership or an increase in the partner’s individual
liabilities by reason of the assumption by such partner
of partnership liabilities, where such liabilities are re-
flected on the books and records of a Code Sec. 987
QBU indirectly owned by the Code Sec. 987 partner-
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Diagram 11
u.S. j| U.S. Partner A and B have an
Partner A M 1/1/2007, each partner / Partner B equal interest in all
\\ contributes ,’ items of partnership
50% \‘ $50 cash ', 50% mcome/]oss under
" ! Partnership Agreement
| 1
\ 1
\ ]
\ -5 ’
AN Partnershi "
With
Operations
FC — UK GBP

1/1/2007 - Partnership converts $100
to GBP 100, which is reflected on the
books and records of Partnership ’s
QBU

12/31/2007 spot rate = $1.50 :  GBP 1

e Under Proposed Reg. §1.987-7(b), 50% of Partnership’s assets (i.e., GBP 50) are allocated to Partner A and 50%
(i.e., GBP 50) are allocated to Partner B. This amount is reflected on the books and records of the Code Sec. 987
QBU of Partner A and Partner B for purposes of determining the unrecognized Code Sec. 987 gain or loss under
Proposed Reg. §1.987-4. The net unrecognized Code Sec. 987 gain of Partner A’s Code Sec. 987 QBU and Partner B’s
Code Sec. 987 QBU is $25 each ((GBP 100 * $1.50) = $150 — $100 = $50 * 50% = $25).

Diagram 12
Partner A and B have an
U.s. u.s. equal interest in all items of
Partner A . 1/1/2007, each partner ’ Partner B partnership income / loss
v\ contributes I' under Partnership Agreement
o V' ¢50 cash I o and bear economic risk of
0% OO loss with respect to
| ,' Partnership ’s liability equally
\ 1
\ 1
\\A Parfnersht (' 1/1/2007, Partnership
With incurred GBP 50
Operations recourse liability from
FC — UK GBP third party

1/1/2007 - Partnership converts $100 to
GBP 100, which is reflected on the
books and records of Partnership ’s
QBU; GBP 50 liability is also reflected
on the Partnership’s books and records.

12/31/2007 spot rate = $1.50 :  GBP 1

* Under Proposed Reg. §1.987-7(b), 50% of Partnership’s assets and liabilities (i.e., GBP 75 in assets and GBP 25
in liability) are allocated to Partner A and 50% are allocated to Partner B. This amount is reflected on the
books and records of the Code Sec. 987 QBU of Partner A and Partner B for purposes of determining the
unrecognized Code Sec. 987 gain or loss under Proposed Reg. §1.987-4. The net unrecognized Code Sec. 987
gain of Partner A’s Code Sec. 987 QBU and Partner B’s Code Sec. 987 QBU is $25 each ((GBP 100 * $1.50)
=$150-$100 = $50 * 50% = $25).

ship).™! For purposes of determining the amountof a  in a functional currency different from the partner’s,
deemed contribution (i.e., resulting from an increasein  are translated into the partner’s functional currency
the partner’s liabilities), such liabilities, if denominated  using the spot rate on the date of the increase.™
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On the other hand, for purposes of determining the
amount of a deemed distribution (i.e., resulting from
a decrease in the partner’s liabilities), such liabilities,
if denominated in a functional currency different from
the partner’s, are translated into the partner’s functional
currency using the historic rate for the date on which
the liabilities increased the partner’s adjusted basis in
its partnership interest.'*

These rules are illustrated in Diagram 13, in which
there is a deemed contribution from the partners
to the Code Sec. 987 partnership resulting from an
increase in the partnership’s liabilities.

Finally, the Proposed Regulations include a spe-
cial rule for the determination of gain or loss on a
partner’s sale, exchange, or other disposition of an
interest in a Code Sec. 987 partnership.™ Upon such
a disposition, the partner’s share of the liabilities of
the Code Sec. 987 partnership would generally be
treated as additional purchase price under Code Sec.
752(c) (i.e., because the partner is relieved of such
liabilities as a result of the disposition). The Proposed
Regulations provide that liabilities of the Code Sec.
987 partnership that are reflected on the books and
records of the Code Sec. 987 QBU are translated
into the partner’s functional currency at the historic
rate for the date on which the liabilities increased the
partner’s adjusted basis in its partnership interest.'*

X. Termination of a QBU

Proposed Reg. §1.987-8 provides the rules that
govern a termination of a Code Sec. 987 QBU. A
termination of a Code Sec. 987 QBU will be treated
as a remittance of all the gross assets of the Code Sec.
987 QBU to its owner, triggering the recognition of
any net unrecognized Code Sec. 987 gain or loss of
the Code Sec. 987 QBU.™®
A Code Sec. 987 QBU terminates when:

B its activities cease';

m substantially all (within the meaning of Code Sec.
368(a)(1)(C)) of the Code Sec. 987 QBU's assets are
transferred from such Code Sec. 987 QBU to its
owner, as provided under Proposed Reg. §1.987-
2(c)."® For purposes of this “substantially all” test,
the amount of assets transferred from the Code Sec.
987 QBU to its owner as a result of a transaction
(for example, a contribution of property to a DE
or a partnership) as provided under Proposed Reg.
§1.987-2(c) shall be reduced by assets that are
transferred from the owner to such Code Sec. 987
QBU, pursuant to the same transaction;
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m a CFCthatis the owner of a Code Sec. 987 QBU
ceases to be a CFC'; or

m the owner of a Code Sec. 987 QBU ceases to
exist (including in connection with a transaction
described in Code Sec. 381(a)).">°

With respect to the termination of a Code Sec. 987
QBU by reason of the owner of such Code Sec. 987
QBU ceasing to exist, Proposed Reg. §1.987-8(c)(1)
and -8(c)(2) provide exceptions for Code Sec. 332
liquidations and reorganizations described in section
381(a)(2), respectively. However, an exception will
not be available if:

m the distributor (transferor) is a domestic corpora-
tion and the distributee (acquiring corporation)
is a foreign corporation®’;

m the distributor (transferor) is a foreign corporation
and the distributee (acquiring corporation) is a
domestic corporation'?; or

m thedistributor (transferor) and the distributee (ac-
quiring corporation) are both foreign corporations
and the functional currency of the distributee
(acquiring corporation) is the same as the func-
tional currency of the distributor's (transferor’s)
Code Sec. 987 QBU.™>?

Proposed Reg. §1.987-8(c)(2)(iii) includes an ad-
ditional situation where an exception to a triggering
event will not be available in a reorganization where
the transferor is a CFC immediately before the transfer
and the acquiring corporation is a foreign corpora-
tion that is not a CFC immediately after the transfer.

In addition to the above triggering events, the
Preamble and Example 2 of Proposed Reg. §1.987-
8(e) provide for a fifth triggering event involving a
transfer of a Code Sec. 987 QBU to a corporation
in exchange for stock in a Code Sec. 351 transfer;
however, the operative rule appears to have been
mistakenly omitted from the regulations.’>* When the
proposed regulations are finalized, an exception for
Code Sec. 351 transfers within a consolidated group
should be included.™

Diagram 14 illustrates the rule in the “substantially all”
test that requires netting of the assets transferred from the
owner to such Code Sec. 987 QBU against the assets
transferred from the Code Sec. 987 QBU to its owner.

XI. Recordkeeping
Requirements

Proposed Reg. §1.987-9 requires taxpayers to maintain
sufficient records to allow the IRS to audit a taxpayer’s
Code Sec. 987 gain or loss computations.
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Diagram 13
Partner A and B have an
uU.S. u.S. equal interest in all items of
Partner A \\\ 1/1/2007, each partner /7] Partner B partnership income / loss
v contributes p under Partnership Agreement
50% $50 cash 50% and bear economic risk of
loss with respect to

I
\ <IN /
a Pattnershi v
With
Operations

FC — UK GBP

books and records.

1/1/2007 - Partnership converts $100
to GBP 100, which is reflected on
the books and records of
partnership ’'s QBU; GBP 50 is also
reflected on the Partnership’s

12/31/2007 spot rate = $1.50 : GBP 1

* Under Proposed Reg. §1.987-7(c)(1)(i), Partner A and Partner B must compute the adjusted basis of their
partnership interests in U.S. dollars. Under Code Sec. 752(a), Partner A and Partner B are each deemed to
contribute GBP 25 to Partnership as a result of Partnership’s GBP 50 recourse liability. This amount is
determined by translating the GBP 50 into the functional currency of Partner A and Partner B at the spot rate
on the date of the deemed contribution (i.e., 1/1/2007). Therefore, Partner A and Partner B will each increase
the adjusted basis in their Partnership interest by $25 (GBP 50 * $1 = $50 * 50% = $25).

Partnership s liability equally

1/1/2007, Partnership
incurred GBP 50
recourse liability from
third party

XTII. Transition Rules

A taxpayer that is the owner of a Code Sec. 987 QBU
on the first day of the first tax year to which the final
Code Sec. 987 regulations apply to such taxpayer (the
“transition date” as defined in Proposed Reg. §1.987-
10(b)) must transition from the method previously used
by such taxpayer to comply with Code Sec. 987 (the
“prior Code Sec. 987 method”) to the foreign exchange
exposure pool method prescribed by the regulations.'*®
This transition is required whether or not such taxpayer
applied Code Sec. 987 in prior years.'’

Proposed Reg. §1.987-10 provides rules for making
this transition. However, Proposed Reg. §1.987-10
does not address how to apply these transition rules to
partnerships that were treated as QBUs for Code Sec.
987 purposes under the 1991 proposed regulations.
The IRS and the Treasury are requesting comments
on the application of these transition rules to such
partnerships and to QBUs of such partnerships.'

A. Transition Methods

There are two transition methods provided by the pro-
posed regulations—the “deferral transition method”
and the “fresh start transition method.”"** Subject to

56

a conformity rule described below, a taxpayer can
generally elect to apply either transition method.
However, a taxpayer must apply the fresh start if such
taxpayer failed to make required determinations un-
der Code Sec. 987 in prior years or if its prior Code
Sec. 987 method was unreasonable.'®

The Proposed Regulations themselves do not pro-
vide any guidance regarding what prior methods of
calculating Code Sec. 987 gain or loss are considered
to be reasonable. However, the Preamble provides
that the use of the 1991 proposed regulations is con-
sidered to be reasonable.’®! In addition, the Preamble
provides that the use of an “earnings only” method
is also considered to be reasonable. The Preamble’s
endorsement of the earnings only method as reason-
able may present an opportunity to taxpayers who
have been applying the method provided in the 1991
proposed regulations. It may be possible for taxpayers
to change to the earnings only method for the period
before the effective date of these proposed regula-
tions." However, such a change may be viewed by
the IRS as a change in accounting method requiring
the advance consent of the Commissioner.'®

On the other hand, any method resulting in the
recognition of Code Sec. 987 gain or loss with respect
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from Such QBU to its Owner

Property to be used in
DE1’s business in

Termination of a Code Sec. 987 QBU when “Substantially All” of the Code Sec. 987 QBU’s Assets Transferred

= Assets of business of DE1 before the contribution

"t = Assets contributed by CFCT1 to DE1

exchange for a 95%
CFC1 | _interest in Partnership U.S. Parent
Country X
- ~
~
N
\
FC — DET \
Euro Disreg. Entity
/ OperW

occurring:

5% of assets

contributed by CFC1 to
DE1 are treated as if
they are transferred by
USP to USP’s Code Sec.
987 QBU because 5% of
the assets contributed

CFC1
’ Country X

on the books and ’
records of USP’s //
Code Sec. 987 QBU./s

I

95%

1 by CFC1 are reflected

As a result of CFC1's acquisition of a 95% interest in DE1, a Code Sec. 987 DE, the following is treated as

7’

P U.S. Parent

s \

5%

\ DEN
- X
95% of assets and liabilities of artnershi
DE1’s business (including

property contributed by CFC1 to

w/ Operations

95% of assets and liabilities of DE1’s
business (not including property

DE1) “transferred” from CFC1 to
CFC1’s Code Sec. 987 QBU because
95% of the assets and liabilities of
the business of DET are reflected

on the books and records of

CFC1’s Code Sec. 987 QBU

FC — Euro

§1.987-8(e), Example 5.

For purposes of determining whether substantially all of USP’s Code Sec. 987 QBU were transferred, the assets
transferred from USP’s Code Sec. 987 QBU to USP under Proposed Reg. §1.987-2(c) are reduced by the amount
of assets transferred from USP to such Code Sec. 987 QBU pursuant to the contribution. See Proposed Reg.

contributed by CFC1 to DE1)
“transferred” from USP ’s Code Sec. 987
QBU to USP because 95% of the

assets and liabilities of the business

of DET ceased being reflected on the
books and records of USP’s Code Sec.
987 QBU

to stock, where such gain or loss does not reflect
economic gain or loss derived from the movements
in exchange rates, will be scrutinized and may be
considered unreasonable based on the facts and
circumstances of the particular case.'®

A taxpayer is required by a conformity rule to
consistently apply the same transition method with
respect to all of its QBUs subject to Code Sec. 987
that are owned on the transition date.’® In addi-
tion, the same transition method must be applied
by all members of the consolidated group that in-
cludes the taxpayer and by any controlled foreign
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corporation that is more than 50-percent owned,
by vote or value, by the taxpayer, as determined
under Code Sec. 957(a)." This conformity rule is
provided to prevent taxpayers and related entities
from taking inconsistent positions with respect
to QBUs that have unrecognized Code Sec. 987
gains or losses.

Itis important to properly apply the transition rules
set forth in Proposed Reg. §1.987-10. If a taxpayer
fails to properly transition to these regulations, the
IRS has the authority to determine the appropriate
transition method for such taxpayer.'
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A Fresh Start for a Troubled QBU

1. Deferral Transition Method. Under the deferral
transition method, the taxpayer must determine the
Code Sec. 987 gain or loss under its prior Code Sec.
987 method as if all of its QBUs subject to Code Sec.
987 terminated on the last day of the tax year preced-
ing the transition date. The Code Sec. 987 gain or loss
determined on the deemed termination of a Code Sec.
987 QBU is not immediately recognized; rather, such
Code Sec. 987 gain or loss is treated as net unrecog-
nized Code Sec. 987 gain or loss of such QBU for the
first tax year for which the regulations are effective. The
recognition of this net unrecognized Code Sec. 987 gain
or loss is governed by the remittance rules of Proposed
Reg. §1.987-5 for periods after the transition date. '

The owner of a QBU that is deemed to terminate under
the deferral transition method is treated as having trans-
ferred all of the assets and liabilities attributable to such
QBU to a new Code Sec. 987 QBU on the transition
date.'® In order to avoid double counting, the amount
of assets and liabilities treated as transferred from the
owner to the Code Sec. 987 QBU on the transition date
is determined by reference to the historic exchange rates
on the day the assets were acquired or the liabilities
entered into by the QBU deemed terminated, adjusted
to take into account gain or loss determined on the
deemed termination. If the historic exchange rate for a
particular asset or liability cannot be traced, the taxpayer
must determine an exchange rate under a reasonable
allocation method that takes into account an allocation
of the aggregate basis and an allocation of the deferred
Code Sec. 987 gain or loss.'”

2. Fresh Start Transition Method. The fresh start
method is similar to the deferral transition method
in that all of a taxpayer’s QBUs subject to Code Sec.
987 are deemed to terminate on the last day of the
tax year preceding the transition date. However,
unlike the deferral transition method, no Code
Sec. 987 gain or loss is determined as a result of
the deemed termination.””' Therefore, under the
fresh start method there is no amount treated as
net unrecognized Code Sec. 987 gain or loss as a
result of the deemed terminations.

As with the deferral transition method, the owner
of a QBU that is deemed to terminate under the fresh
start method is treated as having transferred all of the
assets and liabilities attributable to such QBU to a
new Code Sec. 987 QBU on the transition date.'”> Un-
like the deferral transition method, the total amount of
assets and liabilities deemed transferred by the owner
to the Code Sec. 987 QBU is determined solely by
reference to historic exchange rates.'”
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The fresh start method is meant to prevent the rec-
ognition of noneconomic currency gain or loss with
respect to unremitted assets attributable to a QBU.""*

B. Reporting Requirements

A taxpayer is required to attach a statement to its U.S.
federal income tax return for the first tax year beginning
on the transition date. This statement should include a
description of each QBU to which the transition rules
apply, including the QBU’s owner, its principal place
of business, and the prior Code Sec. 987 method used
by the taxpayer to determine the Code Sec. 987 gain or
loss with respect to such QBU."” The statement should
also state which transition method the taxpayer applied
with respect to each QBU.'” If the taxpayer applies
the deferral transition method, the statement should
also explain the method used to determine the Code
Sec. 987 gain or loss upon the deemed termination
of its QBUs and provide the amount of the net unrec-
ognized Code Sec. 987 gain or loss for each QBU.'”
Finally, the statement should describe the method
used by the taxpayer to determine the exchange rates
used to translate the basis of assets and the amount of
liabilities deemed to be transferred by the taxpayer to
each Code Sec. 987 QBU into the functional currency
of the owner of Code Sec. 987 QBU.'”

XIII. Coordination with Provisions
Qutside of Code Sec. 987

The regulations contain two additional provisions
that coordinate the new rules with the expense ap-
portionment and the method change rules.

A. Coordination with the Expense
Apportionment Rules

The Proposed Regulations contain a specific rule
for determining the amount of assets for purposes of
apportioning interest expense to the various statutory
groupings based on the average total value of assets
within each such grouping for the tax year.” In short,
the rule requires that the amount of assets be deter-
mined in accordance with the rules for determining

“unrecognized Code Sec. 987 gain or loss of a Code
Sec. 987 QBU."1

B. Change in Functional Currency—
Required Adjustments
The Proposed Regulations contain a set of rules in

Proposed Reg. §1.985-5 that, in general, (1) require
the affect of a change in functional currency to be
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Diagram 15 Deferral Transition Method

U.S. Parent

Disreg. Em

w/ Operations
U.K/

FC = GB pound

e UK DE uses the method prescribed in the 1991 proposed regulations to determine the Code Sec. 987 gain
or loss of UK DE.

e On January 1, 2010, UK DE chooses to use the deferral transition method to transition to the method
provided in the Proposed Regulations.

® USP must determine UK DE’s Code Sec. 987 gain or loss on January 1, 2010 using its prior Code Sec. 987
method (the method prescribed under the 1991 proposed regulations), as if UK DE terminated on
December 31, 2009. Assuming the Code Sec. 987 gain is $6,750, that amount will be treated as net
unrecognized Code Sec. 987 gain of UK DE for 2010 and subsequent years (in addition to any net
unrecognized Code Sec. 987 gain or loss otherwise determined at the close of 2010 and subsequent years).

® When computing the exchange rates used to determine the amount of assets and liabilities transferred from
USP to UK DE on the transition date, USP must adjust the historic exchanges rates attributable to such

See Proposed Reg. §1.987-10(d), Example 1.

assets to take into account UK DE’s Code Sec. 987 gain.

taken into account in one tax year'®'; (2) require
Code Sec. 988 items that will lose their character
to be taken into account'®?; and (3) provide that the
basis of assets and liabilities are translated into the
new currency at the spot rate.'® The rules then split
depending on whether the QBU™* or the taxpayer/
owner is changing its functional currency.!®s

When the QBU undergoes a change in its func-
tional currency, where prior to the change the Code
Sec. 987 QBU and owner had different functional
currencies, historic items are translated from the old
currency and into the new currency at the spot rate, '*
and marked items are translated from QBU’s old
functional currency into the QBU’s new functional
currency at the spot rate.'”

If prior to a change in currency, the owner and the
QBU had identical functional currency, and either
the owner or the QBU changes to a different FC, the
owner and the QBU begin to account for Code Sec.
987 gain/loss translation for the year of change and
subsequent years.'®

If a Code Sec. 987 QBU changes its functional
currency to its owner’s functional currency, the Code
Sec. 987 QBU shall be treated as if it terminated on
the last day of the tax year ending before the year of
change.’® A similar rule applies where the owner
changes its FC to the FC of the QBU.™
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When the taxpayer/owner changes its functional
currency, the amount of a corporation’s new func-
tional currency earnings and profits and the amount
of its new functional currency paid-in capital (for
Code Sec. 987 purposes) shall equal the product of
the old functional currency amounts of such items
multiplied by the spot rate.”' No translation is nec-
essary for a corporation’s post-1986 pool of foreign
taxes because such pool is kept in U.S. dollars.™?

When the owner changes to a functional currency
different than the QBU, historic items are translated
first from the owner’s old FC at the historic exchange
rate as defined in Proposed Reg. §1.987-1(c)(3). The
owner then translates the historic items into its new
functional currency using the new functional cur-
rency/old functional currency spot rate on the last
day of the tax year ending before the change. Marked
items and “unrecognized Code Sec. 987 gain or loss”
are translated at the spot rate on the last day of the
tax year ending before the year of change.'”

XIV. Conclusion

The rules are welcome relief in terms of providing
clarity to an area of tax law that has been unsettled for
the past 15 years and for which the prior rules were
willfully inadequate. This area of law was significantly
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Diagram 16 Fresh Start Transition Method

U.S. Parent

Disreg. Entity

w/ Operations
U.K/

FC = GB pound

o UK DE uses the method prescribed in the 1991 proposed regulations to determine the Code Sec. 987 gain or

loss of UK DE.

provided in the Proposed Regulations.

* OnJanuary 1, 2010, UK DE chooses to use the fresh start transition method to transition to the method

* Pursuant to Proposed Reg. § 1.987-10(c)(4)(i), UK DE is deemed to terminate on December 31, 2009.
However, no Code Sec. 987 gain or loss will be determined or recognized.

* OnJanuary 1, 2010, when translating the assets deemed contributed to UK DE, USP will use the historic
exchange rates existing on the date the assets were acquired by UK DE.

exacerbated with the issuance of the check-the-box
regime in 1997. While complexity is never welcome,
alternative approaches to the complex Proposed Regu-
lations are few. There are, however, options for the
Treasury and the IRS to simplify the Proposed Regula-
tions to decrease the tremendous burden on taxpayers
to maintain two separate books and records that would
otherwise result from these Proposed Regulations.
Perhaps certain changes can be made without signifi-
cantly compromising the more correct economic result
embodied in the Proposed Regulations. For instance,
consideration should be given to (1) whether a modi-
fied approach of the 1991 proposed regulations (on
“earnings” only and without the daily-netting) would
be a better approach, or (2) whether the Proposed
Regulations could be simplified by eliminating some
of the historic exchange translations for certain assets
and/or by recognizing net Code Sec. 987 gain or loss

on an annual basis as opposed to at the time of a re-
mittance (eliminate Proposed Reg. §1.987-5).

Congress could lighten the compliance burden of
accounting for Code Sec. 987 gain/loss translation if it
made Code Sec. 954(c)(6), the CFC Look-Through Rule,
permanent. Making Code Sec. 954(c)(6) permanent
would afford U.S.-based multinational corporations
the ability, without the need to check-the-box, to re-
deploy their offshore active earnings as dictated by their
business needs—a concern that their non-U.S.-based
counterparts do not need to consider when pricing the
cost of various business opportunities.'

The somewhat lengthy transition period should pro-
vide multinational corporations the time necessary
to recalibrate their accounting software to properly
reflect the new rules and to send helpful practical
comments to the government in the hope of simpli-
fying the rules.

ENDNOTES

Unless otherwise specified, all “Code Sec.”
references are to the Internal Revenue
Code of 1986, as amended (the “Code”),
all “Reg. §” references are to the Treasury
Regulations promulgated thereunder, and
all “Proposed Reg. §” references are to the
Proposed Regulations, defined below.

Generally, a QBU is a separate and clearly
identified unit of a trade or business of a
taxpayer which maintains separate books
and records. Code Sec. 989(a) and Reg.

60

§1.989(a)-1(b)(1). The new proposed regu-
lations do not change what constitutes a
QBU but rather add two new QBU defini-
tions—"“Code Sec. 987 QBU” and “eligible
QBU,” each a key operative term in the Pro-
posed Regulations. Thus, the term “QBU”
remains but it has been relegated to a less
prominent role in the overall makeup of the
Code Sec. 987 rules and regulations.

See GENERAL EXPLANATION OF THE TAX REFORM
Act oF 1986, 99th Cong., 2d Sess., 1068

(1987). Subpart J of the Code, which in-
cludes Code Sec. 985 through Code Sec.
989, was added to the Code as part of the
Tax Reform Act of 1986 (P.L. 99-514 (Oct.
22, 1986)) to provide a coherent set of
rules to address gain or loss from foreign
currency transactions. “Prior law did not
prescribe criteria for use in determining
when it is appropriate to record the results
of a foreign operation in a foreign currency.
Further, for the most part, the method used
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to translate foreign currency results into
U.S. dollars was left to the taxpayer’s dis-
cretion. The available translation methods
could produce substantially different U.S.
tax consequences.” GENERAL EXPLANATION OF
THE TAX ReForm AcT oF 1986, 99th Cong.,
2d Sess., 1081 (1987). In the Preamble, the
Treasury and the IRS explain their reasoning
for the paradigm changes in the Proposed
Regulations by contrasting such changes
to the 1991 proposed regulations and the
“net worth” and “profit and loss” method
used by taxpayers prior to the enactment
of Code Sec. 987. See Rev. Rul. 75-107,
1975-1 CB 32; Rev. Rul. 75-106, 1975-1
CB 31; Rev. Rul. 75-134, 1975-1 CB 33.
See Preamble to the Proposed Regulations,
REG-208270-86, 71 FR at 52,876-52,880
(Sept. 7, 2006).

56 FR 48,457 (Sept. 25, 1991).

Reg. §§301-7701-1 through -3.T.D. 8697
(Dec. 17, 1996).

For example, whether the legal owner-
ship of tiered disregarded entities was
respected, or whether such entities were
viewed as brother-sister entities for pur-
poses of computing Code Sec. 987 gain
or loss. See note 31.

Another reason for pervasive lack of compli-
ance with the 1991 proposed regulations
was their inconsistency with the statutory
language of Code Sec. 987. While the statu-
tory language of Code Sec. 987 focuses on
the recognition of Code Sec. 987 gain or
loss on a QBU'’s earnings (see Code Sec.
987(3)(A) and (B) (referring to “post-1986
accumulated earnings”)), the 1991 pro-
posed regulations required the recognition
of 987 gain or loss on the earnings and
all of the equity of a QBU, regardless of
whether such gain or loss was economic.
The Treasury and the IRS even seemed
uncertain as to whether it was appropriate
to require Code Sec. 987 gain or loss to be
recognized with respect to all of a QBU’s
equity. Notice 2000-20, 2000-1 CB 851,
provides that “Treasury and the IRS are
reevaluating the treatment under section
987 of contributions of capital to, and dis-
tributions of capital from, a QBU branch .
... An approach different from the proposed
regulations might compute currency gain
and loss only on remittance of earnings,
rather than taking remittances of capital into
account. In most cases, this approach would
align section 987 principles more closely
with the principles of section 986(c)).”
See Preamble to the Proposed Regula-
tions, REG-208270-86, 71 FR at 52,879
(Sept. 7, 2006).

Id. at 52,880.

Id.

Id.

Id.
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See GENERAL EXPLANATION OF THE Tax Re-
FORM AcT OF 1986, 99th Cong., 2d Sess.,
1091-92 (1987) (describing the basic
framework of subpart J).

In addition to taxpayers’ compliance
with the Proposed Regulations, consid-
eration should be given to the capacity of
the IRS’s ability to audit taxpayers under
the new Proposed Regulations. Addi-
tionally, publicly traded multinational
corporations will be concerned with
the review from their outside financial
statement auditors.

Code Sec. 987(1).

See Code Sec. 987(2); Code Sec.
989(b)(4) (average exchange rate as the
“appropriate exchange rate”).

Code Sec. 987(3)(B). See GENERAL ExpLA-
NATION OF THE TAX REFORM AcT OF 1986,
99th Cong., 2d Sess., 1107 (1987).

See also Letter from John Ryan, Mc-
Dermott Will & Emery LLP, to IRS
dated Dec. 7, 2006, at 2-3, reprinted
by Tax Analysts, 2006 TNT 246-24. It
appears that the Treasury and the IRS
have a fair amount of authority on the
exchange rate to be used. See Code Sec.
989(b) (“[e]xcept as provided in regula-
tions ...”); Code Sec. 985(a) (“[u]lnless
otherwise provided in regulations, all
determinations under this subtitle. ...”).
Proposed Reg. §1.987-1(a). Proposed
Reg. §1.987-1 addresses the scope of
the regulations and provides for certain
definitions.

The Treasury and the IRS outlined their
policy reasons for the more complicated
approach of the Proposed Regulations in
the Preamble. See Preamble to the Pro-
posed Regulations, REG-208270-86, 71
FR at 52,876-52,880 (Sept. 7, 2006).
Part of understanding the balance be-
tween the competing objectives will
involve assessing the capabilities of the
anticipated computer software programs
that taxpayers will undoubtedly use in
complying with the new regulations.
If taxpayers can rely on computer pro-
gramming to do much of the work, then
perhaps the additional complexity and
workloads can be minimized. Obviously,
taxpayers must still undertake a technical
analysis of the output from such com-
puter programming. From the authors'
experience, tax software generally is a
source of complaints for in-house tax
professionals, and developing software
that works well for the proposed regula-
tions may prove chall