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with significant new imitations on
recognition of Section 987 losses
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In brief

On December 7, 2016, the Treasury and IRS issued final and temporary regulations under Section 987.
The final regulations implement an accounting regime based largely on proposed regulations issued on
September 6, 2006, to account for income earned through a qualified business unit (QBU) that operates
with a functional currency different than that of its owner (Section 987 QBU). One significant feature of
the new rules is that unrealized Section 987 gains and losses existing as of the transition date for the new

regime will largely disappear under a mandatory ‘fresh start’ transition method. The new temporary
regulations also include significant new limitations on taxpayers’ ability to cause the recognition of
Section 987 losses through terminations of QBUs. These limitations can apply to terminations occurring
on or after December 7, 2016, and apply to all entities that determine Section 987 gain or loss under
Section 987(3), even those excluded from the scope of the final Section 987 regulations. Taken together,
these provisions make it likely that much of the existing unrealized Section 987 losses of US-based
multinationals will never be tax effected. Because the US dollar is near historic highs against many
currencies, these unrecognized Section 987 losses can be very large. To the extent that companies have
recorded a deferred tax asset on their financial statements with respect to such unrealized Section 987
losses, they may be required to reverse such amounts through continuing operations in the current

quarter.

In detail

Effective date and
transition rules

Taxpayers will generally be
required to adopt the
accounting regime of the final
Section 987 regulations for
the second taxable year
beginning after the
publication of the
regulations, which for
calendar year taxpayers will
be calendar year 2018.
Taxpayers may instead elect
to adopt the regulations for

.
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years beginning in 2017.
Under a mandatory ‘fresh
start’ transition method, all
Section 987 QBUs that have
not already implemented the
2006 proposed Section 987
regulations will be deemed to
terminate on the day before
the new regime’s adoption,
but no Section 987 gains or
losses will be recognized on
these terminations. Much of
the pre-existing Section 987
attributes will simply

disappear. For calendar year
taxpayers, unrecognized
Section 987 losses will
therefore be largely
eliminated as of December
31, 2017, without producing a
tax benefit.

New limitations on
recognition of Section 987
losses

The temporary regulations
contain new rules that can
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defer the recognition of Section 987
gains and losses, or disallow Section
987 losses, that would otherwise be
recognized in connection with certain
terminations of QBUs or certain
partnership transactions. Where a
QBU’s assets are transferred to a
successor QBU owned by the same
controlled group in defined ‘deferral
transactions,” both Section 987 gains
and losses of the transferor can be
deferred until such time as the
successor QBU makes remittances to
its owner. To the extent that the
deferred loss is not recognized prior to
the effective date of the final
regulations, the deferred loss will
typically be eliminated as part of the
mandatory fresh start transition to the
final regulations. As a result of these
new deferral transaction rules, the
recognition of Section 987 losses can
no longer be accelerated by, for
example, a contribution of the assets
of a Section 987 QBU by one member
of a US consolidated group to another
member of the group.

Similarly, Section 987 losses are
disallowed when a QBU’s assets are
transferred, or deemed transferred, by
a US owner to a foreign corporation
that is a member of the same
controlled group. The disallowed loss
can increase the basis of shares
received in exchange for the transfer.
To the extent that the outbound loss
transaction occurs prior to the
effective date of the final regulations,
this basis increase will typically be
eliminated as part of the mandatory
fresh start transition to the final
regulations. As a result of these new
‘outbound loss transfer’ rules, a US
owner can no longer trigger
recognition of Section 987 losses by
simply incorporating a foreign branch
that is a Section 987 QBU or by
electing to treat a foreign disregarded
entity as a foreign corporation.

Note that Section 987 gains are
recognized on such outbound
transfers of QBU assets even though

Section 987 losses are disallowed.
This asymmetric treatment of Section
987 gains and losses on outbound
transfers of QBUs is similar to the
asymmetric treatment of Section 988
foreign currency gains and losses
under Section 367(a).

The loss limitation rules of the
temporary regulations generally apply
to transactions occurring on or after
January 6, 2017, unless the
transaction was undertaken with a
principal purpose of recognizing a
Section 987 loss, in which case the
effective date is December 7, 2016.

Financial accounting impact

The combined effect of the mandatory
fresh start transition rule under the
final regulations and the new
limitations on recognition of Section
987 losses in the temporary
regulations is that a significant
portion of current unrealized Section
987 losses of US-based multinationals
will never provide a tax benefit. To
the extent that a corporation has
recorded a deferred tax asset on its
financial statements with respect to
such unrealized Section 987 losses, it
may need to reverse that balance
through continuing operations.
Because the limitations on the ability
to use these existing tax attributes
result from a December 2016 change
in law, any potential adjustments need
to be considered in the current
quarter. Taxpayers will therefore
need to evaluate the potential
financial reporting impact of the
issuance of the final and temporary
regulations on an urgent basis.

Election to use hybrid method

The temporary regulations allow
taxpayers to elect to use a hybrid
method in lieu of the foreign exchange
exposure pool (FEEP) method of the
final regulations (described below).
Under the hybrid method, a taxpayer
determines the income or loss of a
Section 987 QBU using the
methodology of the 1991 proposed

Section 987 regulations (i.e., by
translating the QBU’s net income or
loss determined in the QBU’s
functional currency at the average
exchange rate for the year) while
computing Section 987 gain or loss
under the final Section 987
regulations (which adopted the FEEP
method of the 2006 proposed Section
987 regulations). Use of the hybrid
method is only allowed in conjunction
with an election to deem a QBU
terminated at the end of every year
(annual deemed termination election).
The hybrid election is made on a
QBU-by-QBU basis.

Summary of final regulations

Scope of the regulations

The final Section 987 regulations
generally apply to Section 987 QBUs
of an individual or corporation. They
do not apply, however, to banks,
insurance companies, leasing
companies, certain finance
coordination centers, regulated
investment companies, real estate
trusts, trusts, estates, S corporations
and partnerships having partners that
are not related. Thus, the regulations
apply only to partnerships where all
partners are related under Sections
267(b) or 707(b). These partnerships
are referred to as ‘aggregate
partnerships’ because the regulations
treat them as an aggregate, not an
entity. The preamble to the final
regulations provides that excluded
entities must use a reasonable method
to comply with Section 987 and
cannot rely on the final regulations.

A Section 987 QBU is a qualified
business unit, as defined in Treas.
Reg. sec. 1.989(a)-1, that does not use
the DASTM method of accounting (for
businesses operating in a
hyperinflationary environment) and
has a functional currency different
from that of its owner. A Section 987
QBU does not include a corporation or
partnership, but such entities may
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own Section 987 QBUs. The final
regulations also incorporate the ‘flat
rule’ of the 2006 proposed regulations
where a Section 987 QBU cannot own
another Section 987 QBU.

Mathematical paradigm of the final
regulations

The paradigm of the final regulations
is based on the FEEP approach of the
2006 proposed Section 987
regulations. (Note that the temporary
Section 987 regulations provide an
election to use a ‘hybrid’ method
discussed above.) The FEEP
paradigm provides rules for
translating the income of a Section
987 QBU into the functional currency
of the owner and for determining
Section 987 translation gain or loss
upon a remittance by, or termination
of, the QBU.

Determination of income

For purposes of translating a Section
987 QBU’s income, each item of
income, gain, deduction or loss is
determined in the functional currency
of the Section 987 QBU and translated
into the functional currency of the
owner at exchange rates set forth in
Treas. Reg. sec. 1.987-3(c). The
default translation rate for an item of
income, gain, deduction or loss is the
average rate for the year or, if the
owner elects, the spot rate for each
day an item is properly taken into
account for tax purposes under the
owner’s method of tax accounting.
However, the basis of property and
depreciation deductions are translated
at an historic exchange rate (the
average rate for the year acquired).
The regulation provides special rules
for determining cost of goods sold.

Annual determination of Section 987
gain or loss

The final regulations determine
Section 987 gain or loss in a manner
similar to the FEEP paradigm set
forth in the 2006 proposed

regulations. Thus, Section 987 gain or
loss is determined under a balance
sheet approach. The owner of the
Section 987 QBU first determines the
net value of the QBU in the functional
currency of the owner by translating
marked items (cash,
payables/receivables, debt and FX
derivatives denominated in the QBU’s
functional currency) on the QBU’s tax
balance sheet at the year-end
exchange rate and historic items
(items that are not marked items) at
the historic exchange rate (generally,
the rate when the QBU acquired the
item). The owner then subtracts from
this amount the net value of the QBU
at the end of the prior year, giving rise
to an amount which reflects the
change in net value from the prior
year. The change in net value in a
taxable year is generally composed of
three classes of items: (1) a change in
net value due to a change in exchange
rates with respect to the marked items
for the year; (2) a change in net value
due to contributions and distributions
of assets and regarded liabilities to the
QBU during the year; and (3) a change
in net value due to profit or loss for
the year. The eight-step process
described in Treas. Reg. sec. 1.987-
4(d) essentially determines the
Section 987 gain or loss on the
marked items for a taxable year by
backing out from the total change in
net value, the change in net value due
to (2) and (3) above. The amount so
determined for a taxable year is added
to the pool of unrecognized Section
987 gain or loss and becomes a
component of the ‘net unrecognized
Section 987 gain or loss.” Net
unrecognized Section 987 gain or loss
is taken into the income of the QBU’s
owner as described in paragraph 3
below.

When Section 987 gain or loss is taken
into account

Section 987 gain or loss is taken into
account by the owner of a Section 987

QBU when the QBU makes a
remittance of cash or property to the
owner or the QBU terminates. A
remittance is determined in the
owner’s functional currency on the
last day of the taxable year (or when
the QBU terminates), with reference
to the basis of property and is the
excess of distributions from the QBU
to the owner for the taxable year over
the contributions from the owner to
the QBU for the taxable year. The
amount of accumulated Section 987
gain or loss taken into account is
determined by reference to the
percentage of the QBU’s gross assets
remitted. In the case of a termination
(not subject to the loss limitation rules
described above), all Section 987 gain
or loss is recognized.

Characterization and source of Section
987 gain or loss

Section 987 gain or loss is ordinary
gain or loss and is characterized and
sourced by reference to the asset
method set forth in Treas. Reg. sec.
1.861-9T(g). Section 987 gain or loss
that is characterized by reference to
assets that give rise to subpart F
income is treated as Section 988 gain
or loss that does not meet the business
needs test of Section 954(c)(1)(D)--
i.e., as foreign personal holding
company income. This rule presents
issues for companies making
permanent reinvestment designations.

Treatment of partnerships

As indicated previously, most
partnerships are not subject to the
final regulations and are required to
apply Section 987 under a reasonable
method (although the parameters of a
reasonable method are not defined).
With respect to aggregate
partnerships, the final regulations
apply Section 987 by attributing the
partnership’s balance sheet and P&L
to the partners under a liquidation
value approach as set forth in Temp
Treas. Reg. sec. 1.987-7T(b).
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Termination rules

The termination rules in the final
regulations are substantially the same
as in the 2006 proposed regulations.
However, as described above, the loss
deferral rules of the temporary
regulations have a large and
overriding effect on the recognition of
Section 987 gain or loss realized on a
termination.

Dollar QBUs and Section 988
transactions

In general, the temporary Section 987
regulations provide that Section 987
does not apply to an eligible QBU that
has the US dollar as its functional
currency (USD QBU). Instead, a CFC
owner of a USD QBU will determine
Section 988 gain or loss with respect
to any items on the books and records
of the USD QBU that would be a
Section 988 transaction as if such
items were reflected on the books and
records of the CFC owner. Such
Section 988 gain or loss is determined
by reference to the CFC owner’s
functional currency. Special rules

Let’s talk

apply to Section 988 gain or loss that
would be treated as effectively
connected income. A CFC owner may
elect to apply Section 987 to its USD
QBU in lieu of applying Section 988.

The temporary Section 987
regulations also provide special rules
for Section 988 transactions of a
Section 987 QBU. In general, Section
088 transactions of a Section 987
QBU are historic items and do not
give rise to Section 987 gain or loss.
Rather, Section 988 transactions that
are denominated in a currency other
than the Section 987 QBUs or the
owner’s functional currency give rise
to Section 988 gain or loss to the
Section 987 QBU that is determined
by reference to the owner’s functional
currency. Section 988 transactions
denominated in the owner’s
functional currency do not give rise to
either Section 987 or Section 988 gain
or loss.

Under the temporary Section 987
regulations, a taxpayer may elect to
mark-to-market the FX component of
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‘short-term Section 988 transactions,’
determined by reference to the
functional currency of the Section 987
QBU, and to treat such transactions as
marked items. A ‘short-term Section
988 transaction’ is defined as a
Section 988 transaction (including a
transaction denominated in the
owner’s functional currency) that (i)
occurs in the ordinary course of the
Section 987 QBU’s business and (ii)
has a term of one year or less. This
election is made on a QBU-by-QBU
basis and results in the short-term
Section 988 transactions giving rise to
both Section 988 and Section 987 gain
or loss.

The takeaway

The foregoing is a high-level summary
of 280 pages of treasury regulations
and preambles released December 7,
2016. PwC will provide more detailed
descriptions and commentary in the
coming days. Meanwhile, please
contact any of the following subject
matter experts with respect to these
issues.

David Shapiro
(202) 414-1636
david.h.shapiro@pwc.com
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