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In brief

What happened?

On December 10, 2024, Treasury and the IRS released final requlations under Section 987 on the taxation of
foreign currency translation gains or losses arising from qualified business units (QBUs) that operate in a different
currency from their owner. The final regulations generally retain the rules contained in the proposed regulations
published in November 2023 (2023 proposed regulations). The final regulations generally reserve on the treatment
of partnerships and S corporations (other than a few specific provisions), add a new mark-to-market election for
Section 988 transactions of a QBU, and provide a simplified computation for taxpayers that use the transition
method and/or elect to treat all items of a QBU as marked items under the current rate election. The final
regulations are effective December 10, 2024, and generally apply to tax years beginning after December 31, 2024.

Treasury and the IRS also released proposed regulations (2024 proposed regulations) relating to the determination
of taxable income or loss and foreign currency gain or loss with respect to a QBU. The proposed regulations
include an election that is intended to reduce the compliance burden of accounting for certain frequently recurring
disregarded transactions between a QBU and its owner. The proposed regulations request comments relating to
the treatment of partnerships and controlled foreign corporations (CFCs).

Why is it relevant?
Impacted companies, including banks, insurance companies, leasing companies, finance coordination centers,

regulated investment companies, and real estate investment trusts (specified entities), must assess the impact of
the finalized regulations on existing QBUs, including the adoptions of methods and elections under the finalized
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regulations, and consider the potential financial reporting impact of the final regulations, as under ASC 740 the tax
effect resulting from the change in tax law must be accounted for in the period the regulations were released.

Actions to consider

Companies should review their existing Section 987 calculations and consider modeling the overall impact of the
final regulations on their QBUs with and without the elections (including the new election for frequently recurring
disregarded transactions), as the elections would affect both the quantitative results of the regulations, and the data
required to be tracked. Companies should consider providing comments on the proposed regulations and the
application of Section 987 to partnerships and CFCs, which are due by March 11, 2025.

Join our panel of specialists on a webcast exploring these regulations on January 8, 2025, from 2-3pm Eastern.
Register

The final regulations retain the basic approach and structure of the 2023 proposed regulations, with revisions. For a
detailed discussion of the 2023 proposed regulations, see our prior

Below is a summary of the key highlights of the final regulations.
Final regulations
Applicability dates

The final regulations generally apply to tax years beginning after December 31, 2024, consistent with the 2023
proposed regulations. The final regulations retain the applicability date under which the final regulations apply to a
terminating Section 987 QBU if both (1) the Section 987 QBU terminates on or after November 9, 2023, or as a
result of an entity classification election filed on or after November 9, 2023 and effective before November 9, 2023,
and (2) neither the new final regulations nor the 2016 and 2019 final regulations would apply to the Section 987
QBU when it terminates but for this accelerated applicability date.

Transition rules

Like the 2023 proposed regulations, transition to the final regulations involves two steps: (1) determining the
amount of unrealized Section 987 gain or loss (pretransition gain or loss) for each QBU as of the transition date;
and (2) adopting a method (including relevant elections) for applying Section 987 immediately after the transition.

If a taxpayer has adopted an eligible method (as defined in the final regulations) for calculating Section 987 gain or
loss for tax years before the transition date (an eligible pretransition method), the pretransition gain or loss
generally is the amount of unrealized Section 987 gain or loss determined under that method as of the transition
date, with adjustments for taxpayers calculating Section 987 gain or loss based solely on the earnings of the
Section 987 QBU. The final regulations provided additional guidance on the definition of an eligible method.
Treasury and the IRS also clarified that a taxpayer may be considered, with some limitations, as using an eligible
pretransition method even if there were errors in its application or if the method was not applied consistently in all
tax years during which the taxpayer owned the Section 987 QBU.

For taxpayers that did not apply an eligible pretransition method, the pretransition gain or loss is computed using a
simplified calculation only for tax years beginning on or after September 7, 2006 (and no longer as of the inception
of the QBU as required under the 2023 proposed regulations). Further, taxpayers may compute pretransition gain

or loss either using the tax basis balance sheet approach retained from the 2023 proposed regulations or using the
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QBU net value approach, which is modeled after the formula for computing the equity pool under the 1991
proposed regulations with modifications.

Under the final regulations, if a current rate election is in effect in the tax year beginning on the transition date (and
an annual recognition election is not in effect), pretransition gain or loss is treated as net unrecognized Section 987
gain or loss. However, if a current rate election is not in effect (or an annual recognition election is in effect) in the
tax year beginning on the transition date, pretransition loss is treated as suspended Section 987 loss upon
transition.

Observation: The clarification and expansion of the definition of an eligible pretransition method is helpful for
taxpayers in assessing whether an existing Section 987 method is an eligible pretransition method. Further, limiting
the pretransition gain or loss computation to tax years beginning after September 7, 2006, rather than from the
inception of the QBU, is expected to be more manageable in terms of compliance and data accessibility.

Treatment of Section 988 transactions within a Section 987 QBU

Under the final regulations, whether a Section 987 QBU’s asset or liability is a Section 988 transaction and the
amount of Section 988 gain or loss is determined by reference to the QBU’s functional currency instead of the
owner’s functional currency, including transactions denominated in the owner’s functional currency. Further, the
final regulations treat Section 988 transactions of a Section 987 QBU as marked items. These rules also contain an
anti-abuse rule applicable if a principal purpose of entering into or reflecting a transaction on the Section 987 QBU’s
books and records was generating fully or partially offsetting amounts of Section 988 gain or loss and Section 987
gain or loss (or if the taxpayer chose to denominate a transaction in a non-functional currency with such a principal
purpose).

The final regulations also contain a new election to permit taxpayers to elect to mark-to-market a Section 987
QBU'’s Section 988 transactions such that built-in Section 988 gain or loss on such transactions is realized
annually. The election generally does not apply to any built-in Section 988 loss existing prior to the Section 988
transaction’s contribution to the Section 987 QBU unless the transaction was subject to mark-to-market in the
hands of the transferor. This election is subject to the same timing and consistency requirements as the current rate
and annual recognition elections (i.e., 60-month requirement and all Section 987 QBUs of the controlled group must
make the election).

Observation: These welcomed changes are generally more consistent with the way companies view these
transitions from an economic and financial accounting standpoint.

Prospective elections and methods

The final regulations retain the foreign exchange exposure pool (FEEP) method as the default Section 987 method
along with the current rate election, annual recognition election, and 10-year amortization election for pre-transition
gain or loss provided for in the 2023 proposed regulations. For a discussion of the elections provided in the 2023
proposed regulations, see our prior

QBU net value calculation

The final regulations contain an optional rule meant to ease compliance for taxpayers making a current rate election
by allowing a computation similar to the ‘earnings and capital’ method in the 1991 proposed regulations referred to
as the QBU net value calculation in lieu of a computation using tax basis balance sheets. Under this alternative, the
taxpayer computes the QBU net value as of the last day of the tax year by adjusting the QBU net value at the end
of the preceding tax year by (1) transfers of assets and liabilities between the Section 987 QBU and its owner and
(2) by income or loss of the Section 987 QBU (each determined in the Section 987 QBU’s functional currency).
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Observation: This alternative method can reduce a taxpayer’s compliance burden but it still requires (1) an annual
examination of the transferred assets or liabilities of the Section 987 QBU and (2) the tax basis in every asset or
liability transferred.

Remittance and remittance proportion calculation

The final regulations provide two modifications for computing Section 987 gain or loss. First, the final regulations
provide an alternative formula for computing the annual remittance under which the remittance amount is equal to
the negative change in net value of the Section 987 QBU (determined in the QBU’s functional currency), adjusted
for income or loss of the Section 987 QBU. Second, the final regulations provide that the numerator and
denominator of the remittance proportion (i.e., the amount of the remittance and the Section 987 QBU’s gross
assets) are determined in the Section 987 QBU’s functional currency, rather than the owner’s functional currency.

Observation: As a result of these modifications, an owner no longer has to separately translate each transfer for
purposes of determining its annual remittance.

Suspended loss rules

The final regulations generally retain the suspended loss rules, including the elimination of loss if the suspended
QBU owner leaves the controlled group or ceases to exist as a result of an inbound reorganization/liquidation or
Section 331 transactions, but provide for a new look-back rule, a de minimis exception, and provide that the
separate return limitation year (SRLY) limitation principles of Reg. 1.1502-21(c) apply to suspended Section 987
losses that arose in separate return years.

De minimis exception for suspended Section 987 loss. If a current rate election is in effect, Section 987 loss is not
suspended unless the amount of Section 987 loss subject to suspension in the tax year exceeds the lesser of $3
million or 2% of the controlled group’s gross income. This threshold is applied collectively to the Section 987 loss of
the owner and all members of the owner’s controlled group.

Observation: This de minimis exception is expected to reduce the compliance burden of tracking suspended
Section 987 losses, particularly for taxpayers with small Section 987 QBUs.

Look-back rule for recognition of suspended Section 987 loss. Under the final regulations, suspended Section 987
loss is recognized to the extent of the tax owner’s net Section 987 gain recognized in the current year and the three
preceding post-transition tax years, subject to an anti-abuse rule regarding the recognition of certain gains. For
taxpayers that make both an annual recognition election and a current rate election, the lookback period includes
all tax years in which both elections are continuously in effect. Section 987 gain recognized by the transferor
corporation in the three years preceding the transaction is generally taken into account following a transaction
described in Section 381(a), except for inbound reorganizations or liquidations.

Observation: The addition of the look-back rule is a welcomed change in response to taxpayer comments and
highlights the importance of retaining detailed Section 987 workpapers to support application of the look-back rule.

Character and source of Section 987 gain or loss

The final regulations largely retain the rules in the 2023 proposed regulations for determining the character and
source of Section 987 gain or loss. However, the final regulations assign Section 987 gain or loss to the same
subpart F income group as the income generated by the Section 987 QBU’s assets (e.g., foreign base company
sales or services income or foreign personal holding company income (FPHCI)).

The final regulations also provide taxpayers with an election to treat Section 987 gain or loss that otherwise would
be characterized as passive FPHCI as foreign currency gain or loss attributable to Section 988 transactions not
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directly related to the business needs of the CFC. The election permits the netting of Section 987 gain or loss with
Section 988 gain or loss of the CFC that does not qualify for the business needs exception.

Observation: These changes are helpful to avoid mismatches between the characterization of the Section 987
gain or loss and the income that created the allocation of its source. This change to assign Section 987 gain or loss
is expected to more appropriately match Section 987 gain and loss to the income generated by the Section 987
QBU.

The final regulations also retain the rule contained in the 2023 proposed regulations that provided that all Section
987 gain or loss in a tentative tested income group is treated as a single tentative tested income item that is
recognized by a tested unit separate from the CFC’s other tested units (rather than as attributed to the Section 987
QBU or CFC tested units).

Observation: Comments had requested this rule be altered because, under it, Section 987 gain of a CFC with
respect to a Section 987 QBU operating in a high-tax jurisdiction can still fail to qualify for the global intangible low-
taxed income high-tax exception.

Special rules
Partnerships

The final regulations did not finalize the 2023 proposed regulations on partnerships, and reserve on the application
of detailed rules for applying Section 987 to partnerships. The final regulations also reserve on the treatment of a
partnership as a QBU under Section 989(a). The proposed regulations, discussed below, solicit comments on the
application of Section 987 to partnerships.

The final regulations instead provided targeted rules applicable to partnerships. Specifically, the final regulations
provide guidance on determining the character and source of Section 987 gain or loss, the recognition or deferral of
Section 987 gain or loss upon terminations, an annual recognition election, a Section 988 mark-to-market election
with respect to a partnership, and that the applicability dates of the final regulations apply to partnerships.

The transition rules do not apply to partnerships; rather, the applicable rules of the Section 987 regulations take
effect on the transition date with respect to Section 987 gain or loss determined and recognized under the
taxpayer’s existing method. In addition, taxpayers may not apply the fresh start transition method with respect to a
partnership.

The final regulations also clarify that the rule in Reg. 1.988(a)(10)(i), which provides that transactions between a
taxpayer and its QBU generally are not Section 988 transactions, applies only to disregarded transactions.

Observation: Taxpayers must apply Sections 987 and 989(a) to partnerships and eligible QBUs of partnerships
using a reasonable method consistent with the statute. A reasonable method means applying the same method
consistently from year to year with respect to a particular partnership or eligible QBU. Members of a controlled
group that are partners in the same partnership must apply the same method with respect to a particular
partnership or eligible QBU, but unrelated partners are not subject to a consistency requirement.

Net investment hedges of Section 987 QBUs

The final regulations provide specific guidance where an owner of a Section 987 QBU enters into a hedging
transaction that is a net investment hedge of the Section 987 QBU. The final regulations adjust their built-in Section
987 gain or loss by the amount of hedging gain or loss (rather than recognize the Section 988 gain or loss), subject
to certain requirements.
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Observation: The final regulations provide helpful guidance for taxpayers that satisfy the requirements for this
hedge identification. The requirement that the hedge must be subject to a mark-to-market method of accounting
(like foreign currency forwards over major currencies subject to mark-to-market under Section 1256) may limit the
application for taxpayers using other kinds of foreign currency derivatives (like currency swaps) who have not made
the Section 988 mark-to-market election provided in the final regulations.

Insurance companies

The final regulations provide specific guidance for insurance companies, recognizing their operational complexities.
They focus on four main areas:

(1) Insurance reserves -- The final regulations treat insurance reserves as marked items, aligning their treatment
with liabilities outside the insurance context.

(2) Assets supporting variable contracts -- The final regulations also treat separate account assets that support
specifically defined variable contracts as marked items. Some or all of the assets supporting the insurance reserves
of a variable contract are required to be held in a separate account under local insurance regulatory rules. The final
regulations ensure that both the separate account assets and associated reserves are treated consistently,
reflecting the economic reality of the contracts and aligning them with their treatment for statutory and financial
accounting purposes. Another rule in the final regulations states that separate account assets and liabilities
reflected on the books and records of an eligible QBU generally will be attributable to that QBU.

(3) Assets producing financial services income -- The final regulations do not treat all assets producing financial
services income as marked items. Instead, these assets are classified as either marked or historic under the
general rules. This approach ensures that only those assets directly exposed to exchange rate fluctuations are
treated as marked items, aligning with the principle that Section 987 gain or loss should represent bona fide
economic changes. Therefore, assets that do not directly expose the QBU to currency risks, such as publicly traded
stock, are categorized as historic items -- even though they generate financial services income -- unless a current
rate election is in effect.

(4) Deferred acquisition costs -- The final regulations address the unamortized portions of specified policy
acquisition expenses, which generally are amortized over 15 years. Such expenses, which are similar to prepaid
expenses, are not treated as marked items because the rule treating certain prepaid expenses as marked items
applies only to those expenses with an original term of one year or less.

Observation: The guidance in the final regulations addresses comments submitted by the insurance industry,
incorporating some, but not all, of them. In doing so, the guidance clarifies the treatment of important issues,
outlines certain exceptions, and references specific definitions, all of which taxpayers will need to understand for
compliance purposes.

Tax accounting considerations
Accounting for changes in tax law

ASC 740 requires the tax effects of a change in tax law to be recognized in the period in which the law is enacted
(i.e., the period in which the final regulations were issued). The impacts of the change in tax law must be reported
as a component of the income tax provision related to continuing operations, even if the underlying assets and
liabilities relate to other components of the financial statements, such as other comprehensive income.

Observation: Companies will need to take immediate action to evaluate the potential impacts the final regulations
may have on their financial statements, particularly with respect to the transitional guidance. Areas that may be
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impacted include the recognition of deferred tax assets or liabilities and valuation allowance assessments;
however, other aspects of the income tax provision, such as uncertain tax positions, will need to be evaluated as
well. Given the complexities of the regulations, companies must thoroughly evaluate their individual facts and
circumstances to determine all potential financial reporting impacts.

Recognition of deferred taxes

As the final regulations modify the transition rules from the 2016 final regulations by replacing the “fresh start”
method with a “pretransition unrealized gain or loss,” companies must assess how this modification may impact any
existing deferred tax balances previously recognized, and/or may require the recognition of new deferred taxes.
Whether an adjustment to deferred taxes is necessary will depend on the specific requirements of the final
regulations, which include certain elective measures, including but not limited to an available election to recognize
any pre-transition gain or loss over a ten-year period.

Observation: In circumstances when a company’s facts and circumstances allow for deferral of the US taxation of
the Section 987 gain or loss until a remittance occurs, two views may be applied when accounting for the
unrealized foreign currency translation gains or losses:

View 1 — An indefinite reinvestment assertion is not available for a branch due to the fact that the income of
the branch is directly taxable to the owner of the QBU. As such, there is no outside basis for a branch and
therefore, the owner would record deferred taxes related to the unremitted foreign exchange gain or loss.

View 2 — An indefinite reinvestment assertion potentially may be applied to the currency translation
adjustments of a foreign branch in limited circumstances depending on the facts and circumstances. If
taxation of the foreign exchange gain or loss occurs only upon remittance, the owner of the QBU may
control the timing of taxation. As such, to the extent the owner has the ability and intent to assert indefinite
reinvestment (i.e., assert that future remittances that trigger taxation will not be made), deferred taxes on
the outside basis difference of the QBU would not be recorded under this view. Under this view, it is
important for companies to analyze what is considered a “remittance” under the relevant Section 987
guidance, and whether or not the company can control the timing of those remittances.

Valuation allowances

Companies must evaluate whether the change in tax law impacts the realizability of deferred tax assets. This
assessment may be challenging as the final regulations may impact the four sources of taxable income (as outlined
within ASC 740-10-30-18) that may be available to support realization. Importantly, when performing this
assessment, companies must consider how any election(s) available may impact valuation allowance
assessments. Consideration of the impacts of the loss suspension rules (as detailed in the final regulations) also is
required. Additionally, the source and character of the Section 987 gains and losses must be considered when
determining how the regulations may interact with other tax positions (e.g., foreign tax credit limitations), as such
interactions may further impact valuation allowance assessments.

Other considerations

When determining the tax accounting implications of the final regulations, companies must evaluate their tax
positions under the recognition and measurement framework prescribed within ASC 740. As the regulations may
interact with other provisions, such as foreign inclusions and foreign tax credits, all direct and indirect effects
resulting from the change in tax law must be considered as part of this assessment.

A company should consider whether the change in tax law merits financial statement disclosures within the
Management Discussion and Analysis (MD&A), income tax footnote, or any other relevant section of the SEC
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filings. When evaluating the need for disclosures, companies should consider both the significance of the change in
tax law as well as the transparency of the potential impacts for the users of the financial statements.

Proposed regulations

The 2024 proposed regulations provide an election under which, in certain cases, taxpayers can translate a group

of frequently recurring transfers between a Section 987 QBU and its owner using the yearly average exchange rate
(rather than the spot rate applicable on the date of each transfer). The proposed regulations also would modify the

computation of unrecognized Section 987 gain or loss for taxpayers that make this election.

Recurring transfer group election

The 2024 proposed regulations provide that a taxpayer that has made a current rate election may elect to use the
yearly average exchange rate to translate assets that are transferred between a Section 987 QBU and its owner as
part of a recurring transfer group (a 'recurring transfer group election’). The recurring transfer group election would
be subject to the general timing and consistency requirements provided in final regulations.

Under the 2024 proposed regulations, if a recurring transfer group election is in effect, assets transferred between a
Section 987 QBU and its owner as part of a recurring transfer group (‘grouped assets') are translated using the
yearly average exchange rate in lieu of the applicable spot rate. Additionally, transfers made as part of a recurring
transfer group would be disregarded for purposes of certain steps in computing unrecognized Section 987 gain or
loss for the current tax year.

The special rule for computing unrecognized Section 987 gain or loss under the proposed regulations would not
apply if the owner of a Section 987 QBU determines QBU net value using the alternative calculation of QBU net
value formula for a current rate election provided in Reg. 1.987-4(e)(2)(iii).

The proposed regulations also would modify the recordkeeping requirements to provide that taxpayers are not
required to maintain records concerning amounts transferred between an owner and a Section 987 QBU unless the
transferred amounts are taken into account in determining the net unrecognized Section 987 gain or loss of a
Section 987 QBU (Reg. 1.987-4) or recognition of Section 987 gain or loss (Reg. 1.987-5).

Under the proposed regulations, a recurring transfer group is defined as a group of frequently recurring transfers
between a Section 987 QBU and its owner (or another eligible QBU of the owner) that are made in the ordinary
course of a trade or business. Only transfers made in connection with sales of inventory, payments for services, or
rent or royalty transactions in which arm’s length compensation has been paid would be included in a recurring
transfer group. A recurring transfer group would not include a transfer between the Section 987 QBU and its owner
if the transfer (or a portion of the transfer) would be treated as a distribution with respect to stock, or an exchange
for stock (or a contribution to capital), for US tax purposes if the QBU were treated as a separate corporation.

The effect of a recurring transfer group election and related accounting for a disregarded transfer group in
determining unrecognized Section 987 gain or loss for the tax year would not apply in a tax year if either (1) more
than 50% of the total amount transferred during the tax year is transferred during one quarter of the tax year or (2)
more than 80% of the total amount transferred during the tax year is transferred during two quarters of the tax
year.

Applicability dates

The proposed regulations would apply to tax years beginning after the date the regulations are finalized. A taxpayer
may rely on the proposed regulations provided the taxpayer and each member of its consolidated group and
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Section 987 electing group consistently follow the proposed regulations in their entirety and in a consistent
manner.

A taxpayer may continue to rely on the parts of the 2016 proposed regulations that have not been finalized or
withdrawn, provided that the taxpayer and each member of its consolidated group and Section 987 electing group,
as applicable, consistently follow these parts in their entirety and in a consistent manner.

Provision

Applicability Date

Reliance on 2024 proposed regulations

Reliance on 2016 proposed regulations, not finalized or
withdrawn, with consistent application

Unfinalized parts of 2016 proposed regulations (e.g.,
QBUs with US dollar functional currency, deferral of
certain Section 988 losses)

Tax years beginning after December 31, 2024
(tax years in which the final regulations apply)

Tax accounting considerations — Proposed regulations

Companies will need to consider the proposed regulations to determine whether or not the guidance impacts the
income tax provision. While the proposed regulations do not carry the same weight as the final regulations, they do
represent new information that must be considered to the extent a company intends to rely on the regulations.
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Let’s talk

For a deeper discussion of how these regulations might affect your business, please contact:

International Tax Services

Rebecca Lee Laura Valestin
(202) 280-5721 (262) 893-5146
rebecca.e.lee@pwc.com laura.valestin@pwc.com

Mergers & Acquisitions — Sub K

Robert Honigman Mike Hauswirth
(301) 351-2867 (202) 213-2729
robert.honigman@pwc.com michael.j.hauswirth@pwc.com

Mergers & Acquisitions — Sub C

Brett York Olivia Orobona
(571) 237-6426 (202) 549-5127
brett.york@pwc.com olivia.ley.orobona@pwc.com

Tax Accounting Services

Damien Boudreau Jennifer Spang Jennifer Schiellack
(646) 709-5662 (973) 202-6401 (262) 370-0684
damien.e.boudreau@pwc.com jennifer.a.spang@pwc.com jennifer.l.schiellack@pwc.com

Insurance Tax Services

Matt Lodes Surjya Mitra
(314) 724-7117 (703) 855-9357
matthew.j.lodes@pwc.com surjya.mitra@pwc.com
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