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Treasury and the IRS finalize and
withdraw parts of the temporary
Section 987 regulations

May 17, 2019

In brief

Treasury and the IRS released on May 10 a 44-page final requlations package (the ‘May 10 Final
Regulations’) under Section 987 finalizing certain anti-abuse provisions contained in previously issued
temporary regulations and withdrawing Temp. Treas. Reg. sec. 1.987-7T. The May 10 Final Regulations
are the latest regulations issued under Section 987, which generally provides guidance regarding the
determination of income or loss and Section 987 gain or loss with respect to a Section 987 qualified
business unit (QBU).

In December 2016, Treasury had issued a complex set of temporary Section 987 requlations (the
‘Temporary Regulations’), proposed regulations (the ‘2016 Proposed Regulations’), and final but not
effective requlations (the ‘2016 Final Regulations’). The provisions of the Temporary Regulations
finalized on May 10 were due to expire in December 2019. (For prior coverage of the Temporary
Regulations, refer to the ‘See also’ section at the end of this document.)

Generally, the May 10 Final Regulations finalize former Temp. Treas. Reg. sec. 1.987-12T relating to the
recognition and deferral of Section 987 gain or loss and former Temp. Treas. Reg. secs. 1.987-2T and -
4T regarding combinations and separations of Section 987 QBUs. The May 10 Final Regulations also
withdraw guidance under Temp. Treas. Reg. sec. 1.987-7T with respect to the liquidation value
percentage methodology for allocating assets and liabilities in the context of Section 987 aggregate
partnerships.

While the May 10 Final Regulations are effective as of May 13, 2019, these regulations generally retain
applicability dates as provided in the Temporary Regulations. Taxpayers subject to Section 987 should
immediately review the Final Regulations in order to determine the impact, if any, on their Section 987

calculations.

In detail

Background rules regarding foreign owner. In general, a QBU is
Section 987, enacted as part currency transactions of a a separate and clearly

of the Tax Reform Act of corporation’s QBUs when identified unit of a taxpayer’s
1986, generally provides a such QBUs have a different trade or business that
comprehensive set of tax functional currency than their

.
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maintains separate books and records
under Section 989(a). Treasury
initially issued proposed regulations
on September 25, 1991 (the ‘1991
Proposed Regulations’), followed by a
second release on September 7, 2006
of proposed requlations (the ‘2006
Proposed Regulations’). See our prior
PwC Insight for a detailed discussion
of Section 987 QBUs, in addition to
the different paradigms between the
1991 Proposed Regulations and the
2006 Proposed Regulations.

On December 7, 2016, Treasury
released the Temporary Regulations,
the 2016 Proposed Regulations, and
the 2016 Final Regulations. Important
for purposes of this PwC Insight, the
Temporary Regulations included
guidance with respect to the following:

e Rules under Temp. Treas. Reg.
sec. 1.987-12T deferring Section
987 gain or loss on certain
technical terminations of Section
987 QBUs and other transactions
involving partnerships (the ‘12T
Anti-Abuse Rules’ or when
referring to the May 10 Final
Regulations, the ‘=12 Anti-Abuse
Rules”);

e Rules under Temp. Treas. Reg.
secs. 1.987-2T and -4T addressing
the combination and separation of
Section 987 QBUs (the
‘Combination and Separation
Rules’); and

e Rules under Temp. Treas. Reg.
sec. 1.987-7T determining a
partner’s share of assets and
liabilities of a Section 987
aggregate partnership with respect
to the liquidation value percentage
methodology (the ‘Liquidation
Value Percentage Method).

While the Temporary Regulations and
the 2016 Final Regulations were
generally effective on December 7,
2016, the applicability dates differed

from the effective date. With respect
to the 2016 Final Regulations, the
Temporary Regulations regarding
Combination and Separation Rules,
and the Liquidation Value Percentage
Method, the applicability date was tax
years beginning on or after one year
after the first day of the first tax year
following December 7, 2016 (i.e., for a
calendar-year taxpayer, the
regulations would be applicable on
January 1, 2018). The Temporary
Regulations applied an earlier
applicability date with respect to the
12T Anti-Abuse Rules.

On October 16, 2017, the IRS issued
Notice 2017-57 announcing it would
extend for one year the applicability
date of the 2016 Final Regulations as
well as certain provisions of the
Temporary Regulations, including the
Combination and Separation Rules,
and the Liquidation Value Percentage
Method (i.e., for a calendar-year
taxpayer, the regulations would be
applicable on January 1, 2019).
Subsequently, the IRS issued Notice
2018-57, which delayed the original
applicability date for another year (i.e.,
for a calendar-year taxpayer, the
regulations would then be applicable
on January 1, 2020).

The IRS also issued additional
guidance in Notice 2017-7, which
modified the 12T Anti-Abuse Rules by
extending the Temporary Regulations
to check-the-box elections that were
undertaken with a principal purpose of
recognizing Section 987 gain or loss
and that occurred as a result of an
entity classification election filed on or
after December 22, 2016 with an
effective date before December 7,
2016.

On April 21, 2017, the Trump
Administration issued Executive Order
13789, which instructed Treasury to
review certain tax regulations that (i)
impose an undue financial burden, (ii)
add undue complexity, or (iii)
exceeded the statutory authority of the

IRS. Following the release of that
order, the IRS issued Notice 2017-38,
which identified the 2016 Final
Regulations as meeting at least one of
the criteria listed in Executive Order
13789 and announced an intention to
modify certain parts of those
regulations in order to reduce
taxpayer burdens and compliance
challenges.

Overview of Final Regulations

The May 10 Final Regulations retain
the overall structure and basic
approach to parts of the Temporary
Regulations with respect to the 12T
Anti-Abuse Rules and the
Combination and Separation Rules.
However, the Final Regulations
remove the Liquidation Value
Percentage Method for allocating
assets and liabilities of Section 987
aggregate partnerships to a partner
who is subject to Section 987. The
following is a summary of key
provisions of the May 10 Final
Regulations.

-12 Anti-Abuse Rules

The preamble to the May 10 Final
Regulations indicates that Treasury
considers it inappropriate to allow
selective recognition of Section 987
losses because of a technical
termination of a Section 987 QBU and
other related-party transactions that
do not meaningfully affect a
taxpayer’s business operations.
Accordingly, Treasury finalized the
12T Anti-Abuse Rules initially
introduced in the Temporary
Regulations with respect to certain
Section 987 termination events,
partnership transactions, and
transactions involving outbound
transfers.

Observation: Prior to the Temporary
Regulations, it was relatively easy to
trigger Section 987 losses through
technical QBU terminations; however,
this no longer is the case. The 12T
Anti-Abuse Rules now are final
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https://www.govinfo.gov/content/pkg/FR-2006-09-07/pdf/06-7250.pdf
https://www.pwc.com/us/en/tax-services/publications/insights/assets/pwc-sec-987-regulations-significantly-limit-sec-987-losses.pdf
https://www.irs.gov/pub/irs-drop/n-17-57.pdf
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https://www.irs.gov/pub/irs-drop/n-17-07.pdf
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following the release of the May 10
Final Regulations.

The final regulations under Treas.
Reg. sec. 1.987-12 generally apply to
any deferral event or outbound loss
event that occurs on or after January
6, 2017. The regulations also
generally apply to any deferral event
or outbound loss event that occurs as
a result of an entity classification
election made under Treas. Reg. sec.
301.7701-3 that is filed on or after
January 6, 2017, and that is effective
before January 6, 2017. Note: The -
12 Anti-Abuse Rules do not apply to a
Section 987 QBU in a tax year where
its net unrecognized Section 987 gain
or loss is $5 million or less or to a
Section 987 QBU for which a deemed
termination election described in
Temp. Reg. sec. 1.987-8T(d) is in
effect.

General termination rules

Generally, a Section 987 QBU
terminates when: (i) its trade or
business ceases; (ii) substantially all
its assets are transferred to its owner;
(iii) a CFC that owns a Section 987
QBU ceases to be a CFC; or (iv) the
owner of the QBU ceases to exist.
Section 381 transactions (i.e., certain
liquidations and reorganizations)
generally are not treated as QBU
terminations under the notion that
Section 987 gain or loss is analogous
to a tax attribute that is carried over.

However, when Section 381
transactions go cross-border, the
Treasury Department views such
transactions as materially changing
the circumstances in which Section
987 gain or loss is taken into account,
and the 2016 Final Regulations
provide that such transactions are
terminations.

Impact of the -12 Anti-Abuse Rules on
QBU terminations

The -12 Anti-Abuse Rules provide a
complex regime designed to prevent
the use of certain technical
terminations referred to as ‘deferral
events’ and ‘outbound loss events’ to
immediately recognize Section 987
losses (and gains in some cases).
Note: The -12 Anti-Abuse Rules
generally apply to Section 987 QBUs
that are subject to the 2016 Final
Regulations as well as to those that
are not.

As indicated previously, there are two
‘events’ targeted by the -12 Anti-
Abuse Rules: (i) a deferral event, and
(ii) an outbound loss event.

Deferral event

A deferral event refers to certain
terminations of a Section 987 QBU if
immediately after the transaction or
series of transactions, assets of the
Section 987 QBU are reflected on the
books of a ‘successor QBU.’

A successor QBU is a Section 987
QBU if immediately after the
termination transaction: (i) the QBU
reflects assets on its books and
records that were previously reflected
on the books of the terminated QBU
(‘prior QBU); (ii) the owners of the
prior QBU and the successor QBU are
members of the same controlled
group (i.e., persons with a relationship
to each other described in Sections
267(b) or 707(b)); and (3) in the case
where the owner of the prior Section
987 QBU was a US person, the
potential successor QBU is owned by
a US person. An example of a
deferral event is a Section 351
transfer by a US corporation of all the
assets of a Section 987 QBU to
another US corporation that is a
member of the consolidated group.

With respect to a deferral event, the
net unrecognized Section 987 gain or

loss attributable to the prior Section
987 QBU with respect to the period
preceding the termination date is
generally considered as belonging to
the owner of that prior QBU (the
‘deferral QBU owner’) and is
recognized when the successor QBU
makes remittances to its new owner.
That is, the recognition of the deferred
Section 987 gain or loss with respect
to the deferral QBU owner (i.e., the
prior owner) is controlled by
remittances from the successor QBU
to the new owner.

The amount of the deferred Section
987 gain or loss taken into account by
the deferral QBU owner is the
deferred amount multiplied by the
remittance proportion of the successor
QBU when it makes remittances to
the new owner for the tax year ending
with or within the tax year of the
deferral QBU owner. The source and
character of deferred gain or loss that
is recognized is determined as if the
Section 987 QBU made the
remittance on the day of the deferral
event.

Outbound loss event

Generally, an outbound loss event is a
termination of a Section 987 QBU in
connection with a transfer by a US
person of the assets of a Section 987
QBU to a foreign person that is a
member of the same controlled group
immediately before the transaction
that would result in the recognition of
Section 987 loss but for the outbound
loss event rules. An outbound loss
event also includes a transfer where
the transferee did not exist
immediately before the transaction but
does exist immediately after the
transaction. This can happen, for
example, when a Section 987 QBU
uses the check-the-box election to
‘check close' and become a CFC,
assuming the other criteria are met (a
Section 987 loss would result from the
transaction). Note that while the
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deferral event rules apply to Section
987 gains and losses, the outbound
loss event rules apply only to Section
987 losses.

When there is an outbound loss
event, the Section 987 loss that would
otherwise have been triggered as a
result of the transaction is not
recognized. Rather, if the outbound
loss event results from the transfer of
assets in a transaction described in
Section 351 or 361, the basis of the
stock that is received in the
transaction is increased by the
amount of the Section 987 loss that is
not recognized.

If loss is recognized on the sale or
exchange of such stock within two
years of the outbound loss event, the
source and character of the loss is
determined as if the loss were a
Section 987 loss recognized on the
date of the outbound loss event.
Otherwise, the loss is viewed as loss
from the sale or exchange of stock.
Note: The basis increase to the stock
of the foreign corporation is adjusted
to account for the effects of the fresh
start transition if the transferor still
holds such stock on the effective date
of the Final Regulations.

General anti-abuse rule applicable to
deferral and outbound loss events

An important general anti-abuse rule
applies to deferral and outbound loss
events. Under this rule, no Section
987 loss is recognized in connection
with a transaction (or series of
transactions) that are undertaken with
a principal purpose of avoiding the
purposes of the -12 Anti-Abuse Rules.

Combinations and separations of
Section 987 QBUs

Similar to the Temporary Regulations,
the May 10 Final Regulations provide
that the combination of two or more
separate Section 987 QBUs directly
owned by the same owner (or
indirectly owned by the same partner
through a Section 987 aggregate
partnership) into a single Section 987
QBU does not give rise to a transfer of
any combining assets or liabilities to
the owner. For example, if a US
corporation owns two Section 987
QBUs with a euro functional currency
(for which a grouping election has not
been made) and combines such
QBUs into a single QBU, neither QBU
is considered as terminated as there
is no transfer to the owner. However,
if a combined QBU has a different
functional currency than one (or more)
of the combining QBUs, the QBU with
a different functional currency than the
combined QBU is considered as
having changed its functional currency
and must make the adjustments set
forth in Treas. Reg. sec. 1.985-5.

Similarly, the May 10 Final
Regulations also provide that the
separation of a Section 987 QBU into
two or more Section 987 QBUs that,
after the separation, are directly
owned by the same owner (or
indirectly owned by the same partner
through a Section 987 aggregate
partnership) does not give rise to a
transfer of the separating QBU'’s
assets or liabilities to the owner.

Liquidation Value Percentage Method

Consistent with the guidance in Notice
2017-38 (discussed above), the
preamble to the May 10 Final
Regulations provides that the
Liquidation Value Percentage Method
is inconsistent with the subchapter K
partnership principles. As indicated in
the preamble, Treasury and the IRS
believe a more flexible approach is
warranted for determining a partner’s
share of the assets and liabilities of a
Section 987 aggregate partnership
because the Liquidation Value
Percentage Method ignored important
partnership concepts.

The takeaway

The preamble to the May 10 Final
Regulations indicates Treasury will
continue to study other parts of the
Temporary Regulations. At this time,
it is unclear whether future guidance
under Section 987 will be issued by
Treasury or the IRS. In the meantime,
taxpayers should immediately review
the May 10 Final Regulations in order
to determine whether their Section
987 tax liability may be affected.

See also:

e Section 987 branch currency
transaction requlations delayed

another year

e The final Section 987 regulations:
what you need to know

e Final Section 987 regulations
issued with significant new
limitations on recognition of
Section 987 losses
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