
536

26 CFR Ch. I (4–1–01 Edition)§ 1.985–1

(c) Functional currency of a QBU that is
not required to use the dollar.

(d) Single functional currency for a foreign
corporation.

(e) Translation of nonfunctional currency
transactions.

(f) Examples.

§ 1.985–2 Election to use the United States dollar
as the functional currency of a QBU.

(a) Background and scope.
(b) Eligible QBU.
(c) Time and manner for dollar election.
(d) Effect of dollar election.

§ 1.985–3 United States dollar approximate
separate transactions method.

(a) Scope and effective date.
(b) Statement of method.
(c) Translation into United States dollars.
(d) Computation of DASTM gain or loss.
(e) Effect of DASTM gain or loss on gross

income, taxable income, or earnings and
profits.

§ 1.985–4 Method of accounting.

(a) Adoption or election.
(b) Condition for changing functional cur-

rencies.
(c) Relationship to certain other sections

of the Code.

§ 1.985–5 Adjustments required upon change in
functional currency.

(a) In general.
(b) Step 1—Taking into account exchange

gain or loss on certain section 988 trans-
actions.

(c) Step 2—Determining the new functional
currency basis of property and the new func-
tional currency amount of liabilities and any
other relevant items.

(d) Step 3A—Additional adjustments that
are necessary when a branch changes func-
tional currency.

(e) Step 3B—Additional adjustments that
are necessary when a taxpayer changes func-
tional currency.

(f) Examples.

Section 1.985–6 Transition rules for a QBU
that uses the dollar approximate separate
transactions method for its first taxable year
beginning in 1987.

(a) In general.
(b) Certain controlled foreign corporations.
(c) All other foreign corporations.
(d) Pre-1987 section 902 amounts.
(e) Net worth branch.
(f) Profit and loss branch.

[T.D. 8263, 54 FR 38653, Sept. 20, 1989, as
amended by T.D. 8464, 58 FR 232, Jan. 5, 1993;
T.D. 8556, 59 FR 37672, July 25, 1994]

§ 1.985–1 Functional currency.
(a) Applicability and effective date—(1)

Purpose and scope. These regulations
provide guidance with respect to defin-
ing the functional currency of a tax-
payer and each qualified business unit
(QBU), as defined in section 989(a). Gen-
erally, a taxpayer and each QBU must
make all determinations under subtitle
A of the Code (relating to income
taxes) in its respective functional cur-
rency. This section sets forth rules for
determining when the functional cur-
rency is the United States dollar (dol-
lar) or a currency other than the dol-
lar. Section 1.985–2 provides an election
to use the dollar as the functional cur-
rency for certain QBUs that absent the
election would have a functional cur-
rency that is a hyperinflationary cur-
rency, and explains the effect of mak-
ing the election. Section 1.985–3 sets
forth the dollar approximate separate
transactions method that certain QBUs
must use to compute their income or
loss or earnings and profits. Section
1.985–4 provides that the adoption of a
functional currency is a method of ac-
counting and sets forth conditions for a
change in functional currency. Section
1.985–5 provides adjustments that are
required to be made upon a change in
functional currency. Finally, § 1.985–6
provides transition rules for a QBU
that uses the dollar approximate sepa-
rate transactions method for its first
taxable year beginning after December
31, 1986.

(2) Effective date. These regulations
apply to taxable years beginning after
December 31, 1986. However, any tax-
payer desiring to apply temporary In-
come Tax Regulations § 1.985–0T
through § 1.985–4T in lieu of these regu-
lations to all taxable years beginning
after December 31, 1986, and on or be-
fore October 20, 1989 may (on a con-
sistent basis) so choose. For the text of
the temporary regulations, see 53 FR
20308 (1988).

(b) Dollar functional currency—(1) In
general. The dollar shall be the func-
tional currency of a taxpayer or QBU
described in paragraph (b)(1)(i) through
(v) of this section regardless of the cur-
rency used in keeping its books and
records (as defined in § 1.989(a)–1(d)).
The dollar shall be the functional cur-
rency of—
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(i) A taxpayer that is not a QBU (e.g.,
an individual);

(ii) A QBU that conducts its activi-
ties primarily in dollars. A QBU con-
ducts its activities primarily in dollars
if the currency of the economic envi-
ronment in which the QBU conducts its
activities is primarily the dollar. The
facts and circumstances test set forth
in paragraph (c)(2) of this section shall
apply in making this determination;

(iii) Except as otherwise provided by
ruling or administrative pronounce-
ment, a QBU that has the United
States, or any possession or territory
of the United States where the dollar is
the standard currency, as its residence
(as defined in section 988(a)(3)(B));

(iv) A QBU that does not keep books
and records in the currency of any eco-
nomic environment in which a signifi-
cant part of its activities is conducted.
Whether a QBU keeps such books and
records is determined in accordance
with paragraph (c)(3) of this section; or

(v) A QBU that produces income or
loss that is, or is treated as, effectively
connected with the conduct of a trade
or business within the United States.

(2) QBUs operating in a
hyperinflationary environment—(i) Tax-
able years beginning on or before August
24, 1994. For taxable years beginning on
or before August 24, 1994, see § 1.985–2
with respect to a QBU that elects to
use, or is otherwise required to use, the
dollar as its functional currency.

(ii) Taxable years beginning after Au-
gust 24, 1994—(A) In general. For taxable
years beginning after August 24, 1994,
except as otherwise provided in para-
graph (b)(2)(ii)(B) of this section, any
QBU that otherwise would be required
to use a hyperinflationary currency as
its functional currency must use the
dollar as its functional currency and
compute income or loss or earnings and
profits under the rules of § 1.985–3.

(B) Exceptions—(1)—Certain QBU
branches. The functional currency of a
QBU that otherwise would be required
to use a hyperinflationary currency as
its functional currency and that is a
branch of a foreign corporation having
a non-dollar functional currency that
is not hyperinflationary shall be the
functional currency of the foreign cor-
poration. Such QBU’s income or loss or
earnings and profits shall be deter-

mined under § 1.985–3 by substituting
the functional currency of the foreign
corporation for the dollar.

(2) Corporation that is not a controlled
foreign corporation. A foreign corpora-
tion (or its QBU branch) operating in a
hyperinflationary environment is not
required to use the dollar as its func-
tional currency pursuant to paragraph
(b)(2)(ii)(A) of this section if that for-
eign corporation is not a controlled
foreign corporation as defined in sec-
tion 957 or 953(c)(1)(B). However, a non-
controlled section 902 corporation, as
defined in section 904(d)(2)(E), may
elect to use the dollar (or, if appro-
priate, the currency specified in para-
graph (b)(2)(ii)(B)(1) of this section) as
its (or its QBU branch’s) functional
currency under the procedures set
forth in § 1.985–2(c)(3).

(C) Change in functional currency. (1)
In general. If a QBU is required to
change its functional currency to the
dollar under paragraph (b)(2)(ii)(A) of
this section, or chooses or is required
to change its functional currency to
the dollar for any open taxable year
(and all subsequent taxable years)
under § 1.985–3(a)(2)(ii), the change is
considered to be made with the consent
of the Commissioner for purposes of
§ 1.985–4. A QBU changing functional
currency must make adjustments de-
scribed in § 1.985–7 if the year of change
(as defined in § 1.481–1(a)(1)) begins
after 1987, or the adjustments described
in § 1.985–6 if the year of change begins
in 1987. No adjustments under section
481 are required solely because of a
change in functional currency de-
scribed in this paragraph (b)(2)(ii)(C).

(2) Effective date. This paragraph
(b)(2)(ii)(C) applies to taxable years be-
ginning after April 6, 1998. However, a
taxpayer may choose to apply this
paragraph (b)(2)(ii)(C) to all open years
after December 31, 1986, provided each
person, and each QBU branch of a per-
son, that is related (within the mean-
ing of § 1.985–2(d)(3)) also applies to this
paragraph (b)(2)(ii)(C).

(D) Hyperinflationary currency. For
purposes of sections 985 through 989,
the term hyperinflationary currency
means the currency of a country in
which there is cumulative inflation
during the base period of at least 100
percent as determined by reference to
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the consumer price index of the coun-
try listed in the monthly issues of the
‘‘International Financial Statistics’’ or
a successor publication of the Inter-
national Monetary Fund. If a country’s
currency is not listed in the monthly
issues of ‘‘International Financial Sta-
tistics,’’ a QBU may use any other rea-
sonable method consistently applied
for determining the country’s con-
sumer price index. Base period means,
with respect to any taxable year, the
thirty-six calendar months imme-
diately preceding the first day of the
current calendar year. For this pur-
pose, the cumulative inflation rate for
the base period is based on compounded
inflation rates. Thus, if for 1991, 1992,
and 1993, a country’s annual inflation
rates are 29 percent, 25 percent, and 30
percent, respectively, the cumulative
inflation rate for the three-year base
period is 110 percent [((1.29 × 1.25 ×
1.3)¥1.0 × 1.10)x100=110%] and the cur-
rency of the country for the QBU’s 1994
year is considered hyperinflationary.
In making the determination whether
a currency is hyperinflationary, the de-
termination for purposes of United
States generally accepted accounting
principles may be used for income tax
purposes provided the determination is
based on criteria that is substantially
similar to the rules previously set
forth in this paragraph (b)(2)(ii)(D), the
method of determination is applied
consistently from year to year, and the
same method is applied to all related
persons as defined in § 1.985–3(e)(2)(vi).

(E) Change in functional currency
when currency ceases to be
hyperinflationary—(1) In general. A QBU
that has been required to use the dollar
as its functional currency under para-
graph (b)(2) of this section, or has
elected to use the dollar as its func-
tional currency under paragraph
(b)(2)(ii)(B)(2) of this section or § 1.985–
2, must change its functional currency
as of the first day of the first taxable
year that follows three consecutive
taxable years in which the currency of
its economic environment, determined
under paragraph (c)(2) of this section,
is not a hyperinflationary currency.
The functional currency of the QBU for
such year shall be determined in ac-
cordance with paragraph (c) of this sec-
tion. For purposes of § 1.985–4, the

change is considered to be made with
the consent of the Commissioner. See
§ 1.985–5 for adjustments that are re-
quired upon a change in functional cur-
rency.

(2) Effective Date. This paragraph
(b)(2)(ii)(E) of this section applies to
taxable years beginning after April 6,
1998.

(c) Functional currency of a QBU that
is not required to use the dollar—(1) Gen-
eral rule. The functional currency of a
QBU that is not required to use the dol-
lar under paragraph (b) of this section
shall be the currency of the economic
environment in which a significant
part of the QBU’s activities is con-
ducted, if the QBU keeps, or is pre-
sumed under paragraph (c)(3) of this
section to keep, its books and records
in such currency.

(2) Economic environment. For pur-
poses of section 985 and the regulations
thereunder, the economic environment
in which a significant part of a QBU’s
activities is conducted shall be deter-
mined by taking into account all the
facts and circumstances.

(i) Facts and circumstances. The facts
and circumstances that are considered
in determining the economic environ-
ment in which a significant part of a
QBU’s activities is conducted include,
but are not limited to, the following:

(A) The currency of the country in
which the QBU is a resident as deter-
mined under section 988(a)(3)(B);

(B) The currencies of the QBU’s cash
flows;

(C) The currencies in which the QBU
generates revenues and incurs ex-
penses;

(D) The currencies in which the QBU
borrows and lends;

(E) The currencies of the QBU’s sales
markets;

(F) The currencies in which pricing
and other financial decisions are made;

(G) The duration of the QBU’s busi-
ness operations; and

(H) The significance and/or volume of
the QBU’s independent activities.

(ii) Rate of inflation. The rate of infla-
tion (regardless of how it is deter-
mined) shall not be a factor used to de-
termine a QBU’s economic environ-
ment.

VerDate 11<MAY>2000 09:04 Apr 13, 2001 Jkt 194089 PO 00000 Frm 00538 Fmt 8010 Sfmt 8010 Y:\SGML\194089T.XXX pfrm09 PsN: 194089T



539

Internal Revenue Service, Treasury § 1.985–1

(iii) Consistency. A taxpayer must
consistently apply the facts and cir-
cumstances test set forth in this para-
graph (c)(2) in evaluating the economic
environment of its QBUs, e.g., its
branches, that engage in the same or
similar trades or businesses.

(3) Books and records presumption. A
QBU shall be presumed to keep books
and records in the currency of the eco-
nomic environment in which a signifi-
cant part of its activities are con-
ducted. The presumption may be over-
come only if the QBU can demonstrate
to the satisfaction of the district direc-
tor that a substantial nontax purpose
exists for not keeping any books and
records in such currency. A taxpayer
may not use this presumption affirma-
tively in determining a QBU’s func-
tional currency.

(4) Multiple currencies. If a QBU has
more than one currency that satisfies
the requirements of paragraph (c)(1) of
this section, the QBU may choose any
such currency as its functional cur-
rency.

(5) Relationship of United States ac-
counting principles. In making the func-
tional currency determination under
this paragraph (c), the currency of the
QBU for purposes of United States gen-
erally accepted accounting principles
(GAAP) will ordinarily be accepted as
the functional currency of the QBU for
income tax purposes, provided that the
GAAP determination is based on facts
and circumstances substantially simi-
lar to those set forth in paragraph
(c)(2) of this section.

(6) Effect of changed circumstances. Re-
gardless of any change in cir-
cumstances, a QBU may change its
functional currency determined under
this paragraph (c) only if the QBU com-
plies with § 1.985–4 or the Commis-
sioner’s consent is considered to have
been granted under § 1.985–2(d)(4) or
§ 1.985–3(a)(2)(ii). For special rules re-
lating to the conversion to the euro,
see § 1.985–8.

(d) Single functional currency for a for-
eign corporation—(1) General rule. This
paragraph (d) applies to a foreign cor-
poration that has two or more QBUs
that do not have the same functional
currency. The foreign corporation shall
be treated as having a single functional
currency for the corporation as a whole

that is different from the functional
currency of one or more of its QBUs.
The determination of a foreign cor-
poration’s functional currency shall be
made by first applying paragraph
(d)(1)(i) and then paragraph (d)(l)(ii) of
this section.

(i) Step 1. Each QBU of the foreign
corporation determines its functional
currency in accordance with the rules
set forth in paragraphs (b) and (c) of
this section and § 1.985–2.

(ii) Step 2. The foreign corporation
determines its functional currency ap-
plying the principles of paragraphs (b)
and (c) of this section to the corpora-
tion’s activities as a whole. Thus, if a
foreign corporation has two branches,
the corporation shall determine its
functional currency by applying the
principles of paragraphs (b) and (c) of
this section to the combined activities
of the corporation and the branches.
For purposes of this paragraph (d)(1), if
a QBU of a foreign corporation has the
dollar as its functional currency under
paragraph (b)(2) of this section, the
QBU’s activities shall be considered
dollar activities of the corporation.

(2) Translation of income or loss of
QBUs having different functional cur-
rencies than the foreign corporation as a
whole. Where the functional currency
of a foreign corporation as a whole dif-
fers from the functional currency of
one or more of its QBUs, each such
QBU shall determine the amount of its
income or loss or earnings and profits
(or deficit in earnings and profits) in
its functional currency under the prin-
ciples of section 987 (relating to branch
transactions). The amount of income
or loss or earnings and profits (or def-
icit in earnings and profits) of each
QBU in its functional currency shall
then be translated into the foreign cor-
poration’s functional currency using
the appropriate exchange rate as de-
fined in section 989(b)(4) for purposes of
determining the corporation’s income
or loss or earnings and profits (or def-
icit in earnings and profits).

(e) Translation of nonfunctional cur-
rency transactions. Except for a QBU
using the dollar approximate separate
transactions method described in
§ 1.985–3, see section 988 and the regula-
tions thereunder for the treatment of
nonfunctional currency transactions.
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(f) Examples. The provisions of this
section are illustrated by the following
examples:

Example 1. P, a domestic corporation, oper-
ates exclusively through foreign branch X in
Country A. X is a QBU within the meaning of
section 989(a) and its residence is Country A
as determined under section 988 (a)(3)(B).
The currency of Country A is the LC. All of
X’s purchases, sales, and expenses are in the
LC. The laws of A require X to keep books
and records in the LC. It is determined that
the LC is the currency of X under United
States generally accepted accounting prin-
ciples. This determination is based on facts
and circumstances substantially similar to
those set forth in paragraph (c)(2) of this sec-
tion. Under these facts, while the functional
currency of P is the dollar since its residence
is the United States, the functional currency
of X is the LC.

Example 2. P, a publicly-held domestic reg-
ulated investment company (as defined
under section 851), operates exclusively
through foreign branch B in Country R. B is
a QBU within the meaning of section 989(a)
and its residence is Country R as determined
under section 988(a)(3)(B). The currency of
Country R is the LC. B’s principal activities
consist of purchasing and selling stock and
securities of Country R companies and secu-
rities issued by Country R. It is determined
that the dollar is the currency of B under
United States generally accepted accounting
principles. This determination is not based
on facts and circumstances substantially
similar to those set forth in paragraph (c)(2)
of this section. Under these facts, while the
functional currency of P is the dollar since
its residence is the United States, B may
choose the LC as its functional currency be-
cause it has significant activities in the LC
provided it keeps books and records in the
LC. The fact that the dollar is the currency
of B under generally accepted accounting
principles is irrelevant for purposes of deter-
mining B’s functional currency because the
GAAP determination was not based on fac-
tors similar to those set forth in paragraph
(c)(2) of this section.

Example 3. P, a domestic bank, operates
through foreign branch X in Country R. X is
a QBU within the meaning of section 989(a)
and its residence is Country R as determined
under section 988(a)(3)(B). The currency of
Country R is the LC. The laws of R require
X to keep books and records in the LC. The
branch customarily loans dollars and LCs. In
the case of its LC loans, X ordinarily fixes
the terms of the loans by reference to a con-
temporary London Inter-Bank Offered Rate
(LIBOR) on dollar deposits. For instance, the
interest on the amount of the outstanding
LC loan principal might equal LIBOR plus 2
percent and the amount of the outstanding
LC loan principal would be adjusted to re-

flect changes in the dollar value of the LC. X
is primarily funded with dollar-denominated
funds borrowed from related and unrelated
parties. X’s only LC activities are paying
local taxes, employee wages, and local ex-
penses such as rent and electricity. Under
these facts, X’s activities are primarily con-
ducted in dollars. Thus, although X keeps its
books and records in LCs, X’s functional cur-
rency is the dollar.

Example 4. S, a foreign corporation orga-
nized in Country U, is wholly-owned by P, a
domestic corporation. The currency of Coun-
try U is the LC. S’s sole function is acting as
a financing vehicle for P and domestic cor-
porations that are affiliated with P. All bor-
rowing and lending transactions between S
and P and its domestic affiliates are in dol-
lars. Furthermore, primarily all of S’s other
borrowings are dollar-denominated or based
on a dollar index. S’s only LC activities are
paying local taxes, employee wages, and
local expenses such as rent and electricity. S
keeps its books and records in the LC. Under
these facts, S’s activities are primarily con-
ducted in dollars. Thus, although S keeps its
books and records in LCs, S’s functional cur-
rency is the dollar.

Example 5. D is a domestic corporation
whose primary activity is the extraction of
natural gas and oil through foreign branch X
in Country Y. X is a QBU within the meaning
of section 989(a) and its residence is Country
Y as determined under section 988(a)(3)(B).
The currency of Country Y is the LC. X bills
a significant amount of its natural gas and
oil sales in dollars and a significant amount
in LCs. X also incurs significant LC and dol-
lar expenses and liabilities. The laws of
Country Y require X to keep its books and
records in the LC. It is determined that the
LC is the currency of X under United States
generally accepted accounting principles.
This determination is based on facts and cir-
cumstances substantially similar to those
set forth in paragraph (c)(2) of this section.
Absent other factors indicating that X pri-
marily conducts its activities in the dollar,
D could choose either the dollar or the LC as
X’s functional currency because X has sig-
nificant activities in both the dollar and the
LC, provided the books and records require-
ment is satisfied. If, instead, X’s activities
were determined to be primarily in the dol-
lar, then X would have to use the dollar as
its functional currency.

Example 6. S, a foreign corporation orga-
nized in Country U, is wholly-owned by P, a
domestic corporation. The currency of U is
the LC. S purchases the products it sells
from related and unrelated parties, including
P. These purchases are made in the LC. In
addition, most of S’s gross receipts are gen-
erated by transactions denominated in the
LC. S attempts to determine its LC price for
goods sold in such a manner as to obtain an
LC equivalent of a certain dollar amount
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after reduction for all LC costs. However,
local market conditions sometimes result in
pricing adjustments. Thus, changes in the
LC-dollar exchange rate from period to pe-
riod generally result in corresponding
changes in the LC price of S’s products. S
pays local taxes, employee wages, and other
local expenses in the LC. It is determined
that the dollar is the currency of S under
United States generally accepted accounting
principles. This determination is not based
on facts and circumstances substantially
similar to those set forth in paragraph (c)(2)
of this section. Under these facts, S could
choose either the dollar or the LC as its
functional currency because S has signifi-
cant activities in both the dollar and the LC,
provided that the books and records require-
ment is satisfied.

Example 7. S, a foreign corporation orga-
nized in Country X, is wholly-owned by P, a
domestic corporation. S conducts all of its
operations through two branches. Branch A
is located in Country F and branch B is lo-
cated in Country G. S, A, and B are QBUs
within the meaning of section 989(a). Branch
A’s and branch B’s residences are Country F
and Country G respectively as determined
under section 988(a)(3)(B). The currency of
Country F is the FC and the currency of
Country G is the LC. The functional cur-
rencies of S, A, and B are determined in a
two step procedure.

Step 1: The functional currency of branches A
and B. Branch A and branch B both conduct
all activities in their respective local cur-
rencies. The FC is the currency of branch A
and the LC is the currency of branch B under
United States generally accepted accounting
principles. This determination is based on
facts and circumstances substantially simi-
lar to those set forth in paragraph (c)(2) of
this section. Under these facts, the func-
tional currency of branch A is the FC and
the functional currency of branch B is the
LC.

Step 2: The functional currency of S. S’s
functional currency is determined by dis-
regarding the fact that A and B are branches.
When A’s activities and B’s activities are
viewed as a whole, S determines that it only
conducts significant activities in the LC.
Therefore, S’s functional currency is the LC.
See Examples 9, 10, and 11 for how the earn-
ings and profits of a foreign corporation,
which has branches with different functional
currencies, are determined.

Example 8. Assume the same facts as in Ex-
ample 7, except that S does not exist and P
conducts all of its operations through branch
A and branch B. In this instance P’s func-
tional currency in Step 2 is the dollar, re-
gardless of the fact that its branches’ activi-
ties viewed as a whole are in the LC, because
P is a taxpayer whose residence is the United
States under section 988(a)(3)(B)(i). There-
fore, while the functional currency of branch

A is the FC and the functional currency of
branch B is the LC, the functional currency
of P is the dollar because its residence is the
United States.

Example 9. The facts are the same as in Ex-
ample 7. ln addition, assume that in 1987
branch A has earnings of 100 FC and branch
B has earnings of 100 LC as determined under
section 987. The weighted average exchange
rate for the year is 1 FC/2 LC. Branch A’s
earnings are translated into 200 LC for pur-
poses of computing S’s earnings and profits
in 1987. Thus, the total earnings and profits
of S from branch A and branch B for 1987 is
300 LC.

Example 10. (i) X, a foreign corporation or-
ganized in Country W, is wholly-owned by P,
a domestic corporation. Both X and P are
calendar year taxpayers that began business
during 1987. X operates exclusively through
two branches, A and B both of which are lo-
cated outside of Country W. The functional
currency of X and A is the LC, while the
functional currency of B is the DC as deter-
mined under section 985 and § 1.985–1. The
earnings of B must be computed under sec-
tion 987, relating to branch transactions. In
1987, A earns 900 LCs of nonsubpart F income
and B earns 200 DCs of nonsubpart F income.
Under section 904(d)(2), A’s income is finan-
cial service income and B’s income is general
limitation income. In order to determine X’s
earnings and profits, B’s income must be
translated into LCs (the functional currency
of X). The weighted average exchange rate
for 1987 is 1 LC/2 DC. Thus, in 1987 X’s cur-
rent earnings and profits (and its post-1986
undistributed earnings) are 1000 LCs con-
sisting of 900 LCs of financial services in-
come earned by A and 100 LCs (200 DC/2) of
general limitation income earned by B. Nei-
ther A nor B makes any remittances during
1987.

(ii) In 1988, neither A nor B earns any in-
come or generates any loss. On December 31,
1988, A remits 50 LCs directly to P. The re-
mittance to P is considered to be remitted
by A to X and then immediately distributed
by X as a dividend. The 50 LC remittance
does not result in an exchange gain or loss
under section 987 to X because the functional
currency of X and A is the LC. See section
987(3). Under section 904(d)(3)(D), the 50 LC
dividend is treated as income in a separate
category to the extent of the dividend’s pro
rata share of X’s earnings and profits in each
separate limitation category. Thus, 90 per-
cent, or 45 LCs, is treated as financial serv-
ices income, and 10 percent, or 5 LCs, is
treated as general limitation income. After
the dividend distribution, X has 950 LCs of
accumulated earnings and profits (and post-
1986 undistributed earnings) consisting of 855
LCs of financial service limitation income
and 95 LCs of general limitation income.
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Example 11. The facts are the same as in
Example 10, except that A makes no remit-
tance during 1988 but B remits 120 DCs to X
on December 31, 1988, which X immediately
converts into LCs, and X makes no dividend
distribution during 1988. Assume that the ap-
propriate exchange rate for the remittance is
1 LC/3 DCs. B’s remittance triggers exchange
loss to X. See section 987(3). Under section
987, the exchange loss on the remittance is 20
LCs calculated as follows: 40 LCs, which is
the LC value of the 120 DC remittance (120
DCs/3), less 60 LCs, their LC basis (120 DCs/2).
This loss is sourced and characterized under
section 987 and regulations thereunder.

Example 12. F, a foreign corporation, has
gain from the disposition of a United States
real property interest (as defined in section
897(c)). The gain is taken into account as if
F were engaged in a trade or business within
the United States during the taxable year
and as if such gain were effectively con-
nected with such trade or business. F’s dis-
position activity shall be treated as a sepa-
rate QBU with a dollar functional currency
because such activity produced income that
is treated as effectively connected with a
trade or business within the United States.
Therefore, F must compute its gain from the
disposition by giving the United States real
property interest an historic dollar basis.

[T.D. 8263, 54 FR 38653, Sept. 20, 1989, as
amended by T.D. 8556, 59 FR 37672, July 25,
1994; T.D. 8765, 63 FR 10774, Mar. 5, 1998; 63 FR
15760, Apr. 1, 1998; T.D. 8776, 63 FR 40368, July
29, 1998; T.D. 8927, 66 FR 2216, Jan. 11, 2001]

§ 1.985–2 Election to use the United
States dollar as the functional cur-
rency of a QBU.

(a) Background and scope—(1) In gen-
eral. This section permits an eligible
QBU to elect to use the dollar as its
functional currency for taxable years
beginning on or before August 24, 1994.
An election to use a dollar functional
currency is not permitted for a QBU
other than an eligible QBU. Paragraph
(b) of this section defines an eligible
QBU. Paragraph (c) of this section de-
scribes the time and manner for mak-
ing the dollar election and paragraph
(d) of this section describes the effect
of making the election. For the defini-
tion of a QBU, see section 989(a). See
§ 1.985–1(b)(2)(ii) for rules requiring a
QBU to use the dollar as its functional
currency in taxable years beginning
after August 24, 1994.

(2) Exception. Pursuant to § 1.985–
1(b)(2)(ii)(B)(2), the rules of paragraph
(c)(3) of this section shall apply with
respect to the procedure required to be

followed by a noncontrolled section 902
corporation as defined in section
904(d)(2)(E) to elect the dollar as its (or
its QBU branch’s) functional currency
and the application of § 1.985–3.

(b) Eligible QBU—(1) In general. The
term ‘‘eligible QBU’’ means a QBU that
could have used a hyperinflationary
currency as its functional currency ab-
sent the dollar election. See § 1.985–1 for
how a QBU determines its functional
currency absent the dollar election.

(2) Hyperinflationary currency. See
§ 1.985–1(b)(2)(ii)(D) for the definition of
hyperinflationary currency.

(c) Time and manner for dollar elec-
tion—(1) QBUs that are branches of
United States persons—(i) Rule. If an eli-
gible QBU is a branch of a United
States person, the dollar election shall
be made by attaching a completed
Form 8819 to the United States person’s
timely filed (taking extensions into ac-
count) tax return for the first taxable
year for which the election is to be ef-
fective.

(ii) Procedure prior to the issuance of
Form 8819. In the absence of Form 8819,
the election shall be made in accord-
ance with § 1.985–2T(c)(1). Failure to file
an amended return within the time pe-
riod prescribed in § 1.985–2T(c)(1) shall
not invalidate the dollar election if it
is established to the satisfaction of the
district director that reasonable cause
existed for such failure. A subsequent
election for 1988 will not prejudice the
taxpayer with respect to such reason-
able cause determination. Neverthe-
less, each United States person making
an election under the § 1.985–2T(c)(1)
must file a Form 8819 in the time and
manner provided in the Form’s instruc-
tions.

(2) Eligible QBUs that are controlled
foreign corporations or branches of con-
trolled foreign corporations—(i) Rule. If
an eligible QBU is a controlled foreign
corporation (as described in section
957), or a branch of a controlled foreign
corporation, the election may be made
either by the foreign corporation or by
the controlling United States share-
holders on behalf of the foreign cor-
poration by—

(A) Filing a completed Form 8819 in
the time and manner provided in the
Form’s instructions, and
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