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! SUMMARY: This document conteins Eh?l

{ lncome Tax Reguletions relating to

* computation and cherecterization of ,

! income umhgsmdproﬁ‘utmder
the dollar spproximate separat

" transactions method ofcccmung

(DASTM]. These regulaticas are mrued
under section 985 of the Intermal
Revenus Code of 1986 (Code). which
was added to the Code by the Tax
Reform At of 1988, These regulations
provide guidaoce for Laxpayars with a
qunhﬁed basiness unit {QBU) operating
in a byperinflstivoary suvironment. ie.
s QPU that urust use the dollar as its
functional curency end determine
income or eamnings and praofits under

. DASTM because fs functienal currency

% otherwise would be a hyperinflationary

cuTency.

DATES: These regulations are eflective
July 25,1994

T " For dates of spplicebility, see the

" . Effective Dotes portion of the preamble
undor SUPPLEMENT ARY INPORMATION.

* FOR FURTHER SFORMATION CONTACTY
Jacob Feidman or Toresa B. Hughes of
ths Office of Associats Chief Counsel,
Internal Revenoe Service, 1111
Constitntion Avenns, NW., Washington,
DC 20224, Attention: CC:CORPT:R
{INTL~25-91) (202-622-3870, not & 1oll-

" free tall).

PR i

- ———

SUPPLEMENTARY INFORMATION:
Paperwork Reduction Act

The collection of information
contained in these final regulation has
been reviewed and spproved by the
Office of Manageraent and Budget in
accordance with the requirements of the
Paperwork Reduction A (¢4 U.SC.
3504{h)} under control pumber 1545~
1051. The estimated anoual burden per

" respondent varies Irom 45 minutes to

1% bowrs, depending on individual
circumsiances, with an estimated
average o 1Vi howrs.

Commen!s copoerning the accuracy of
this burden sstimate and ions for

. reducing this burden should be sent ta

the Internal Revenue Service, Ann: IRS
Reports Clearsnce Dfficer PC:FP,

" Wasbington, DC 20224, and 1o the

Office of Management and Budget, .
Attention: Desk Dficer for the
Departmen) of the Treasury, Dffics of
Informaelion and Regulatory A.Ihn'x
Washingion, DC 20503,

Brckground

On July 17, 1892, proposed
amendmenis to § 1.H985-3 were
published in the Federal Register at 56 N
FR 32525. In addition, conforming ~ -
changes were proposed (o §§1 904-4.

1.954—2T, 1.985-0, 1.985-1, and 1985~ -

2. A public hearing was heid on
September 13, 1991. A number of
comments, which are discussed below,
were received on issues raised by the
proposed regulations. After
consideration of these comments, the
regulations are sdopted as o Treasury,
decision with the modificetions
described below.

Explanation of Provisions-

DUnder § 1.985-1(b}2)[ii){A}, a QBU
that would otherwise have s
hyperinflationary currency as its
functional currency must uss the dollar
as its functional currency and must-
compute income or earnings &nd profits
using DASTM for taxsble years

afier August 24, 1994. Apy-
change in a QBU's method of
sccounting which results from the
QBU's adoption of DASTM under these
final reguiations shall be deemed to
have been mede with the consent of the

Some conunentators abjecied to the
requirement that use of the dollar and

. DASTM be mads mandatory Tor a QBU

operating in a hyperinatioaary
snvironmant. The suggestian that use of
the dollar and DASTM sheuld continue
to be elective was not sdopted bacause
the use of a hyparinflationary functional

. currency and the probit and loss method
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-of eccounting (P&L method) does not
clearly reflect income.

Under the P&L method, income or
loss is computed in the
byperinflationary currency and
translated into dollars at the appropriaty
exchange rate for the sccounting period.
The P&L method distorts income and
loss of a QBU with substantial
depreciable assets. As the |
byperinflationary currency depreciates
with respect to the dollar, sales . )
revenues [as measured in the
hyperinflationary currency) increase:
but depreciation and amortization
deductions, which are based on
hyperinflationary currency cost bases,
remein constant. This results in an
overstatement of income’ Another
distortion occurs with respect to incoma
and expense derived from :
hvperinflationary financial assets and
liabilities. For example, a QBU that
borrows in hyperinflationary currency
will incur and deduct a very high level
of nominal interest expense, rellecting
the Jender's expectation that payment of
interest and repayment of principal will
be in devalued currency. However,
under the PXL method, the offsetting
exchange gain (relative to the dollar) on
a-(JBU’s hyperinfiationary currency
liabilities is deferred, causing the
income of net borrowers to be
understated. - :

In light of these distortions, use of a-
byperinflationary functional currency
and the P&L method by QBUs operating
in & hyperinflationary environment is
not appropriate. The regulations,
therefore, generally require that QBUs
operating in a hyperinfiationary’ '
ecvironment use tbe dollar and DASTM
for future taxable years. Under §1.985=
1(bH2Hii }B)(2). bowever, a taxpayer is
not required to use DASTM to compute
the income or loss or earnings and
profits of a foreign corporation that is
not a controlied foreign corperation.
This exception is provided because
minority shareholders of a foreignr.~,
corporation may be unabie to obtaif’

However, where the n

information can be oblained, §1.9
Hb)(2){ii}{(B){2] provides that DA
may be elected by a noncontrolled:s

procedural ruies of § 1.985-2{(¢c){3).
Section 1.985-1(b){2)ii)(B){1) clarifies

the rule for deiermining the functional -~

currency of a QBU branch of a foreign
corporation when the joreign
corporation bas & non-dollar functional

_ currency that is not byperinflationary. If
the QBU branch otherwise would have
2 byperinflationary cwrrency as its
functional currency, the branch’s

functional currency is the functional
currency of the foreign corporation.

The definition of hyperinflationary
currency, now feund in §1.985-
1{b){2)(i1){D), bas been revised to clarify
that the cumulative inflation rate during
the thirty-six month base period is
based on compounded inflation rates for
the base period, and not on the sum of
annual inflation rates. This change
conforms the definition of
hyperinflationary currency more closely
10 that applicable under United States
generally accepted accounting :
principles {GAAP].

Section 1.985-3(a} provides thay, for
all purposes of subtitle A, DASTM must
be used to compute gross income, ’
income or loss, or earnings and profits
-{or deficits in earnings and profits}. This
provision is intended 1o clarify that
DASTM gain or loss is part of gross
income for purposes of the de minimis
and full inclusion rules of section
954{b}{3} (A} and (B}, and that DASTM
gain or loss must be taken into account
in applying the related parry interest
rules of section 854(b)(5), among other
computztions. .

Section 1.985-3(a} further provides
that, for open taxable years beginning
after December 31, 1986, but before the
effective date of these regulations, the
taxpayer has the option to elect DASTM
for any open taxsble year (and all
subsequent taxable years). Taxpayers
previously using the P&L methed that
wish to elect DASTM for prior open -
years may do so by amending their tax .
returns jor the applicable years and
complying with the applicable election
procedures of § 1.985-2, including the
conformity reguirements of § 1.985—
2{d)}(3), if applicable. Taxpayers that '
have elected DASTM and applied the
rules under prior § 1.985-3 may elect to
apply the rules under this revised
§ 1.985-1 by amending their tax retums
for the applicable years. In either case,

the Commissioner is deemed to consent.’

Il & txpayer elects for prior years to
the functional currency of a

s BU operating in & hvperinflationar
information required to apply D :"S'M'__:: QBU ope 2 vpe ary
75 U7 ET the adjustments described in §1.985-5

snvironment to the doliar, it must make

tor §1.985-5T, if applicable) if the vear
of change begins after 1987, or the

[ 22% sdfustments described in § 1.985-6 {or
section 902 corporation under the: - -7~

§ 1.985-6T, if soplicable} if the vear of
change begins in 1987. The adjusiments
described in § 1.985-5 (or § 1.885-5T, if
applicable) must be included in income
in the taxable vear prior to the vear of
change unless that prior taxable vear is
closed. In that case, the adjustments
must be included in income in the year
of change. .
Certain couniries with hyperinflation
require taxpavers to make adjusiments

to the balance sheet under a system of
monetary correction with respect 1o
fixed assets and capital. with
corresponding adjustoents to the profil
and loss statement. Under U.S. GAAP.
these adjustments are reversed. Section
1.985-3(b)(2) and § 1.885-3(d}2)lii)
have been clarified to require reversal of -
monetary correction sdjustments
required by Jocal accounting principles.

Taxpayers suggested that they should
be permitted to translate certain
financial assets and lishilities at the
period-end exchange rate, rather than at
the average exchange rate for the last
translation period in order 1o conform
the rules under § 1.985-3 10 GAAP. To
make it clear that the period-end
exchange rate may be used, §1.985-
3{c}(5) has been amended to indicate
that a spot exchange rate on the last day
of the taxable period is & Teasonable
method, provided that it is consistently
and used and conforms to the taxpaver's
method of financial sccounting.

Taxpayers requested guidance with
respect to transactions described in
section 988{c}(1) (B) and (C}
denominated in a currency other than a
QBU's hyperinflationary curr o - or the
dollar (third currency transaction). 1=
order to parallel the financial
accounting rules for the administrative
ease of taxpayers and the Service,

. § 1.985-3(c)(9) provides thal taxpayers

may use any reasonable method of
accounting for third currency
transactions so long as such method is
consistent with their metbod of
financial aceounting.

Several commentatars reguested that
the regulations provide a simpier
method of allocating and apportioning
DASTM gain or loss for small taxpayvers.
This suggestion has been adepted.
Section 1.985-3(e}{2} provides that a
taxpayer with 8 QBU keving an adjusted
basis in assets of $10 million ot Jess
[taking into account assets of related
QBUs resident in the same country} may
elect 10 allocate DASTM gain or loss
ratably 1o all items of the QBU's gross
income (determined prior to adjustment
for DASTM gain or loss). Thus, for
purposes of Lhe [oreign tax credit,
DASTM gain or loss is allocated on the
basis of the relative amounts of gross
income in each separate catepory
described in section 904(d). Similarly.
for purposes of section 952, DASTM
gain or loss is allocated to subpant F
income in a separate caiegory Dised on
the ratio of gross subpant F income in
the separate category to 1o1al gross
income in that category. Commentators
also requested & simples method for
taxpavers with one or two section -
804(d) separate categories (o~ a de
minimis amoun! in a second calegary).
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" “This sugpestion was not adopled

because the aliocation rules in § 1.985—
3[e}(3) more accurately reflect the
iocome of large taxpavers.

The prior final regulations under
§ 1.985-3 provided for the allocation of
DASTM gains and lasses to section
904(d} separate categories based on =~ .
foreign source gross income in each
category. There was no attempt to
identify DASTM gain or loss with ,
specific assets or lisbilities. However, in
the proposed regulations under §1.685—

. 3, DASTM gain or loss was identified

" with specific assets and was directly

allocated 1o specific section 904{d)
separate categories based on the income
those assets would generate. With
respect to liabilities, the proposed
regulations provided that DASTM gain
or loss shiould be allocated to the section

. 904{d) separate categories in the same

manner as the allocation and
apportionrnent of interest expense. The
proposed regulations applied this
method of allocation to all Liabilities.
Some comments suggested thal
DASTM gain or loss on certain non-
interest-bearing liabilities, particular]y
short-term non-inierest-bearing trade
pevables, should be directly allocated to
the same section 504(d) separate .
category as the income produced by the

" purchased good or service to which the

pavable retates. The suggested rationale
for this approach is thet in a ’
hyperinflationary environment the
purchese price for deferred payment of
goods or services reflects a premium for
inflation expecied to occur prior to
pavment. This overstated purchase price
1s reflected in cost of goods sold,
dislorting the taxpayer's income in the
pertinent section 904(d) separate
category. Therefore, in order to
compensaie {or this distartion,
commentators recommended adjusting
cost of goods sold by the DASTM gain
on the irade payable. '

In response to this suggestion,
£ 1.985—3(e) now provides different
ruies for allocating and apportioning
DASTM gain or Joss with respect to
interest-bearing liabilities (under . "~
§ 1.985-3(e)(3)(vii)) and non-interess-
bearing liabilities funder § 1985~ ..
3(e){3){viii}). Section 1.985w- -V k7
3{e)(3}{viiiA) now provides that the:- ¢
amount of DASTM gain on interest=-., .-
bearing liabilities reduces interest ~~ -
expense generated by such liabilities:
any DASTM pain in excess of interest
expense is sourced or otherwise
ciassified in the same manner that
interest expense is allocated and
apportioned. Any DASTM loss on
interest-bearing liabilities is allocated
and spportioned in the same manner
that interest expense is altocated and

S

-« short-lerm, non-interest-

apportioned under §1.861-8T [without
regard to the exceptions lo fungibility in
§1.861-10T).

Section 1.985-3(e}{3)(vii){B) provides
rules with respect to the allocation of
DASTM gein or loss on debt tha! gives
rise to related person interest expense
under section 954(b)(5}. Section
954(b})(5) requires that related person
interest expense must first be allocated
to foreign personal holding company
income that is passive income to the
extent thereof and therefore to the
section 904{d}1){A) separaie category
for passive income [or purposes of the
foreign tax credit limitation. To prevent
distertion, any DASTM gain or loss
arising from such related person debt

" must also be alloceted for purposes of

sections 904 and 952 in the same
manner that the related person interest
expense of that debt is required to be
gllocated under the rules of sectio
954{bi{5). :

COne commentator suggested that, in
applying the modified gross income
method under § 1.8631-9T(j) to allocate
and apportion the interest expense of a
controlled foreign corporation, the gross
income in aach section 904(d) separate
category should first be adjusted by the
amount of DASTM gain or loss allocated
to assets under § 1.885-3(e{3)(v).
Section 1.985-3(¢)(3)(vii}(C} ol the final
regulations adop!s this suggestion and

requires that, before appiying the

modified gross income method under
§1.861-9T(j). an adjustment to gross
income must be made for DASTM gain
or loss attributed to assets under
§1.985-3{e)(3)(v) and DASTM gain or
loss on shori-term, non-interesi-bearing
trade paysbles under §1.985-
3(e)(3)(viii)(A) .

In accordance with comments
describad above, § 1.585-3{e)(3){viHi{{A)
provides that DASTM gain or loss on
short-term, non-interest-bearing \rade
peyables is allocated to the same
category or type of gross income as the
cost or expense to which the trade
payable relates. For this purpose. a
ing trade-

° peyable is a non-interest-bearing .

lisbility with a term of 183 days or iess
that is incurred ta purchase property or

" services to be used by the obligor in an

active rade or business. Under § 1.985~
Me)(N(viii}(B). a similar rule has been
provided for excise 1ax payabies.

Unde: § 1.985-3[e){3)(v1ii)(C)(2}.
DASTM gain or loss on ather non-
interesi-bearing liabilities is allocated
under § 1.985-3(e)(3)(ix] {i.e., on a gross
income bacig). Howevar, undar § 1.985%=
3(e)(3)(viii)(C)(2), the taxpayer may
demonstrate 1o the satisfaction of the
district director, or the district director
may determine, that application of the

gross income allocation method would
result in a substantial distoruon of
income. [n that case, DASTM gain or
loss on such liabilities may be attributed
1o the same section 904(d) separate
categary or subpart F category as the
transaction to which the liability relates.

The temporary regulations under
§1.954-2T have been amended in this
Treasury Decision and will be finalized
as part of & separate regulation.

An accompanying proposed
regulation provides rujes that would
require r laxpayar to change from
DASTM to the P&L method when the
currency which otherwise would be its
functional currency ceases \o be
hyperinflationary.

Effective Date

These regulations are effective for
taxable years beginning sfier August 24,
1994. However, a taxpayer may elecl 10
apply §1.985-3 to any open 1axable vear
beginning after December 31, 1986
{whether or not DASTM has been
previously elected for some or all of
those years). In order to make this
election, the taxpaver must apply
§1.985-3 10 that year and all subsequent
years. In additinn, each person thal is
related fwithun the meaning of §1.985—
3{e){2){vi)) to the taxpa,er on the last
day of any taxable year for which the
eiection is effective and that would bave
been eligible to elect DASTM must also
apply §1.985-3 to that yeer and all
subsequent years.

Special Analyses

it has been determined that this
Treasury decision is not & significant
regulaiary action as defined in EO
12866. Therefore, » regulatory
assessment is nol required. It also has
been delermined that section 553(b} of
the Administralive Procedure Act {5
U.5.C. chapter 5) and the Regulatory
Flexdibility Act [5 U.5.C. chapter 6) do
not appiy to these regulstions, and.
therefore, a Regulatory Flexibility
Analysis is pot required. Pursuant to
section 7803(f) ol the Internal Reverue
Code. the notice of proposed rulemaking
preceding these regulations was
submitied to the Small Business
Administration for comment on its
impact on small business. .

Drafting Information

The principal authors of these
regulations are Jacob Feldman and
Teresa B. Hugbes of the Office of
Associate Chief Counsel [Iniernational}
within the Office of Chief Counsel, IRS.
However, other personnel from the IRS
and Treasury Department participsted
in their development.



for part 1 continves to read in part as
follows:

Auvthority- 26 US.C. 7805~ = *

Par. 2. In §1.904—4, paragrapb (i) is
revisod io reed as follows:

§1.904—4 Separate application of sscbon
904 with rapecnu urtain categones of
income.

(i} Special rule for DASTM gain or
loss. Aoy DASTM gein or loss computed
under § 1.985-3{d] mrust be allacated
zmoag the categaries of income under
the rules of §1.985-3 (e}{2}iv) or (e){3).
The rules of § 1.925—3(e) apply befare
the rules of section S04{d}(2 N A {IINIT
{the exception from passive income for
high-taxed income}.

Par. 3. In §1.954-2T, paragraph
" {g)(2)[i} is revised 10 read as follows:

§1.854-2T Foreign personal holding
company lncomes taxabiie years beginhing
atiar December 31, 1955 {lamporary}.

- -

i2y* * * (i} Qualified business units
using the dallor approximote separate
transoctians methoad. Any DASTM gain
or loss computed under § 1.985-3(d)
must be aliocated under the rules of
§ 1.985-3 (e}2}(iv] or (e}3).

Par. 4. Section 1.985-0 is amendedbp
revising the table of contents entry for.»
£1.985-3 to rend as followss™ | S Lo

§1.9850 Ouﬂuolrowm

= "'-r e

* -

§1.985-3 Unphed States dollar approximate
separsie transacions methad.

{a} Scope and efiaciive date

() Staternent of method.

(¢) Trenslation inlo United States dollarg

(d) Cormnputation of DASTM gain at loss.

ie} Effiect of DASTM gain ot lo1s oo gross
ineomme, @aable income, or errnings snd

probts.

L] - r - -

cenain QBUs mus nse 1o camputs their
incoms or ioss or eurnings and profite

* * ¢ Section 1.885-5 provides
adjusiments that are required to be
mads upon & change i funciional
currency. Finally, §1.985-6 provides
transition rules for « QBU thal uses the
doliar approximate separate transactions
method for its Grst waxable year
begin.n.ing aher December 31, 1986,

(b} Dnﬂarﬁmcbondcumqﬂ—h] in
generol. The doliar shall be the
functional cwrency of & taxpayer o
QBLU described in paragraph [bH1) h}
through (v) of this section regardiess

the used in keeping its books
and records {as defined in § 1.989()-
1{d}}. The dollar shall be the functiopa)
cwrrency of—

{ilA !axpaverthansnanBU fe.g..
an individual};

(ii) A QBU that conducts ns sctivities
primarily io dollers. A QBU conducts its
aclivities primarily in doflars if the
. cusrency of the economic environment
in which the QBU conducts its activities
is primarily the doller. The facis and
circumstances test set forth in paragraph
(c){2} of this section <hall apply in
making this determination;

(iii) Except s otherwise provided by
ruling or sdministrative
. pronouncement. a QBL thai hes the
- United Stales, or eny possession or
fersitory of the United States where the
7 dollar is the standard currency, as it
" regidence (e defined in section -

E .,;, 983(a)(3HB));

. {iv} A QBU that does not keep books
and records io the currency of any
economic environment in which a
significant part of its activities is
conducted. Whether 2 QBU keeps such
books and records is determined in
accordance with pacsgrapb (¢K3) of this
section; of

{v] A QBU that produces incame
loss that is, or is treated as, effectively-
coonected with the conduct of & trade
or business within the United States.
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List of Subjects Par. 5. Section 1.885-1 15 amended as (2) QBUs operoting in o
26 CFR Part 1 l'oUows:_ . _ hypennflotionary emvaronmeni—{i}
) 1. Revise the fifth, seventh. und exghth  Taxoble peart begianing on or befare
Ipcome taxes, Re}.}amng end scrtences of paragraph (a}{1). Avgust 24, 1994, For 1axsble yeers
recordkeeping requircments. 2. Revise paragraph (b). beginning on of belore Augusl 24, 1994,
26 CFR Part 602 3. Revise paragrapb (c}6). see §1.985-2 with respect to s QBU that
. Reporting and recordkeeping paragraph {d}{3}lii} and remove the use, the dollar as its funclional
requirements. concluding text at the end of pa.ragraph curency. L
Adoptioa of Amendmens to the (dX1}). - . (i) Taxable years beginning after
Regulations 5. The revisions and additions read as August 24, 1994.—{A} ip generul Fos
- follows: . taxable years beginning alier August 24,
Accordingly, 26 CFRpa.rlslandBOZ 1994, excapt as otherwise n
are amended as follows: ) §1.985-1 Functional cumency. pmgaaghthfb}lzlbl}(ﬁl of this mun.
{ay* * *{1}* * * Section1.985-3  any at otherwise wou
PART 1+—INCOME TAXES sels forth the dollaz approximate required 1o use a hyperindationary
Paragraph 1. The authority citation se rransactiorrs rvethod that cuwrrency as its functional curency must

use the dollar as its funczione) currency
and compute income o boasy or earnings
and profits under the rules of § 1.985-
3.

(B) Exceptions—{1} Certain Q8U
branches. The functional currency ol a
QB that otherwise would be required
to use & byperin{latiasary qurency as

its lunctianal currency and that isa
branch of & foreign corpasation having
a non-dollar functional currency that s
not byperin{lai. onary shall be the
functianal curteacy of the Soreign
cu.porition. Such (QBU's income oF loss-
or eamings and prafita shall be
determinad under §1.925-3 by
substituting tha functional currency of
tbe fareign tien for the dollar,

(2) Corperation that is not a
controlled foreign carparation. A
corparation {or its QBU bmoch)
operating in a hyperic{latiosary
environment is not required 1o use the
dollar as its functional currency
pursuant to peragraph (b} 2MiilA) of
this section if that lareign mrpun.mn s
not a controlled fareign co ioD as
defined in section 957 ar 953(c){1){B}
However, & noncantrolled section 902
corparation, as defined in section
904(d)(2](E}, may e.!ecl 10 use the dallas
{or, if appropriate, the currency
spec:ﬁ in pa:agraph 2K HBY 3] of
this section) as izs {ar its QBU beanch's)
functional curren

rocedures set fo c.i n§1 Qa.s—zic}i:i).

(C) Change in funtiosal currency. H
a QBU is requireq to change its
functional currency to the dollar undar
paragraph fb][z](u}.:\} of this seciion, or
chooses ar is required to its
functional curency to the dollaz far any
open taxahle vear (and all subsequent
laxable years) under § 1.885-3laliZRii)
the change is considered 10 be made
with the consent of the Commissioner
for purposes of § 1.985—. A BY
changing functional musl
make the adjustovenis described in
§ 1.985-5 il Lha year of chenge {a
defined in §1.481-3(a}{1}] begins after
19872, or the adjpstrvents described in
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§ 1.885-6 if the year of change begins in
1987, The adjustments described in
§1.985-5 must be included i income
in the taxable year prior (o the year of
change unless that prior taxable year is
closed. In that case, the sdjustments
must be included in income in the yeas
of change. No adjustments under section
481 are required solely because of a
change in functional currency described
in this parsgraph {b)(2)(ii}){C).

{D) Hyperinfiationary currency. For
purposes of sections 985 through 588,
the term bypesinflationary currency
means the currency of & country in
which there is cumulative inflation
during the base period of at least 100
percent as determined by reference 1o
the consumer price index of the country
listed in the monthly issues of the -
“Iriternational Financial Statistics” ot a
successor publication of the
International Monetary Fund. If a
country's currency is not listed in the
monthly issues of “Internationat
Financial Statistics,” s QBU may use
any other ressonable method
consistently epplied for determining the
country's consumer price index. Base
period means, with respect toeny
toable year, the thirty-six calendar
months immediately preceding the first
day of the current calendar year, For
this purpose, 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 infistion rates are 25 percent, 25
percent, and 3¢ percent, respectively,
the cumuiative inflation rate for the
three-year base period is 110 percent
[[{1.20x1.25 x1.3})-1.0 X
1.10)x100=110%) and the currency of
the country for the QBU's 1994 year is
considered hyperinflationary.

{C} e ®

(6) Effect of changed circumstonces.
Regardiess of eny change in
circumslances, 3 QBU may change its
functional currency determined under
this paragraph (¢} only if the QBU |
complies with §1.685~4 arthe...-. - ~_.
Commissioner’s consent is considered; +
to have been granied under §1.985~-. °
2(d)(s) or § 1.985-3(a)(2}id)2 - - -

(z]-l- <. oﬂ‘____:;'

[ﬁ} * » *For P of thig.- =+
paragraph (d){1), if s QBU of a foreign
corposation bas the dollar as its
functional currency undet paregraph
{b)(2) of this section. the QBU's
activities shall bs considered dollar
activities of the corporation.

Par. 6. Section 1.985-2 is amended by
Tevising paragraphs {a) and (b}(2} 1o read
as foliows:

Wy

§1.5985-2 Election io use the Unliad States
dollar as the functional currency of a QL.

{8) Bockground and scope—{1} In
generel. This seclion 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 s dollar functionai
currency is oot permitted for a QBU
other than an elipibie QBU. Paragraph
(L) of this section defines an eligible
QBU. Paragmaph (c} of this section
describes the time and manner for
making the dollar election and
paragraph {d) of this section describes
1he effect of making the election. For the
deBnition of & QBU, see section 989(a).
See § 1.905-1{b)(2)(ii) for rules requiring
a QBU to use the dollar as its functional
cwrrency in taxable years beginning after
August 24, 1994.

{2) Exception. Pursuant to § 1.985—
1{b){2)(11)(B)(2}, the rules of paregraph
(2}(3) of this section shall spply with
respect to the procedure required to be
followed by & nencontrolled saction 902
corporation a5 defined in section
g04(d){2}{E) to elect the dollar as its {or

- its QBU branch's} functional currency

and the application of § 1.985-3.

) - r »

{2) Hyperinflationory currency See
§1.985-1(b)(2}(ii}{D) for the definition
of byperinflationary currency.
| 4 - ¥ » L 3

Par. 7. Section 1.985-3 is revisad to
read as follows:

§ 1.985-3 Unlied States dollar approximate
separate transactions method.

_{a} Scope and effective date—{1)
Seope. This seclion describes the United
States dollar {dollar) approsdmate
separate transections method of
accounting {DASTM). For all purposes
of subtitle A, this method of accounting
must be used to compute the gross
income, taxsble income ar loss, or
earnings and profits (or deficit in
eernings and profits} of a QBU {as
defined in saction 959(a)) that has the

_dollar as its functional currency ‘

‘pursuantto §1.985-1(b)(2). =

< (2) Effective date—{i} In general. This

section is eflsctive for taxable vears
nning afier August 24, 1994.

% i) DASTM prior-year election. A
. T taxpayel may elect o apply this section

to any open taxable year beginning after
December 31, 1986 [whether or not
DASTM has been previously elected for
some or ell of those years). In order to
make this election, the taxpayer must
apply §1.955—3 to that year and all
subsequent years. In addition, sach
person that is related {within the-
meaning of § 1.985-3(e}(2)(vi)) to the
taxpaver on the last day of any taxable
year for which the elect’7n is effective

and that would have been eligible to
elect DASTM must also apply these
rules to that year and all subsequent
years. A taxpayer that bas not
previously elected to spply DASTM o
its prior taxabie years may make the
DASTM election for the pertinen! years
by filing amended returns and
complying with the applicatie election
procedures of § 1.985-2. Form 8619
shall be attached to the return for the
first year for which the election is to be
effective. A taxpayer that has elected
DASTM for prior taxable years and
applied the rules under § 1.985-3 [(as
contained in the April 1. 1894 edition
of 26 CFR part 1 {1.908 (0 1.1000)) may
amend its returns to apply the rules of
this §1.985-3, In either case, the
DASTM election for prior taxable years
shall be deemed to be made with the
consent af the Commissioner.

{b} Statament of method. Under
DASTM, incame or loss or sarnings and
profits (or a deficit in earnings and
profits) of e QBU for its taxable year
shall be determined in dollars by—

{1) Preparing an incoms or loss
statement from the QBU's books and
records (within the meaning of
§1.989(a)-1(d}) as recorded in the.
QBU's hyperin{lationary currency [as
defined in § 1.985-1(b){2}i{)(D)):

(2} Making the adjustrnents necessary
to conform such statement to Uniled
States generally accepted accounting
principles and tax accounting principies
{including reversing monetary
correction adjustments required by Jocal
accounting g’i"ci les);

(3} Translating the armounts of
hyperinfationary currency as shown on
such adjusted statement into dollars in
accordance with paragraph (c] of this
section: and

(4) Adjusting the resulung doliar
income or loss or earnings and profits
{or deficit in earnings and profiis) and,
where necessary, particular items of
gross income, daductible expense or

‘other arpounts, in accordance with

paragraph () of this section to refisct
the amount of PASTM gein or loss as
determined under paragraph (d) of this
~sction, :
{c} Translation into United States
dollare—{1) In general. Except as
olherwise providad in this paragraph
{c), tha amounts shown on the income
or loss statement, as adjusted under
paragraph {b){2) of this section, shall be
transisted into dollars &t the exchange
rate {as defined in paragraph (c}{6) of
this section] for the translation period
{as defined in paragraph [c)(7) of this
section) to which they relate. However,
if the QBU previously chenged its
functional currency to the dollar, and
the rules of § 1.985-5 [or. if applicabls,
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§ 1.985~5T, as cootained tn the April 1.
-1993 edition of 25 CFR part 1{1.908 to
1.1000)} apph'ad in translating its
balance sheet ameunts into dollars, then
-the spot exchange rate applied under
those rulu shall be
amount that would otharwise be
translated et & rute determined by
reference to & translation period priur o
the change in furxtiona) carrency. For
example, depreciation with respect to
on asset acquirad while the QBU bod a
nondollar functional currency shall be -
translated into dellars a1 the spot rate oo
the last day of the taxable vear before
tha year of change to a dollar functional
currency, rather than at the rate for the
penod in which the assat was

(2) Cost of goods sold. The dollar
value of cost of geods sald shall equal
the sum of the dollar vabues of

g inventary and purchases less
the dollzr value of closing inventary es
these amounts are determined under
paragraph (c){3} of this section.

(3) Beginning inventory, purchases,
and closing inventory—(i} Beginning
mventazy Amon.nu represanting

ventary shall be translated
so astoo the same amount of
dollars which m-p:mmled such items in
the closing inveniary balancs jor the

inciuded in inventary
year shall be translatad at the exchangw
rate for the traoslation period in which
the cost of such items was incurred.
. (ili} Closing inventory—{A) in general.
Amounts representing items included in
the closing inventory balance shall be
tanslated at the exchange rate for the
transistion period in which the cost of
such items was incurred. However, if
amounts representing jtems included in
the dosing invemory balancs are eithes
valued at market or written down 10
market value, they shaill be transtated at
the tate existing on the lest
day of the taxable year. For purpo-uaf”

to translate m-yx

the granslation period of amounts
representing items of closing inverttory
for purpases of paregraph (cA3NIINA) .
of this section may be besed upan
reasanable approximstions and
averages, including rates of turnover,
provided lhn;rolhe metbod is used
consisten m 10

(4) Deprl?cmaranyﬁzplemf and
amortization. Amounts representing
allowances for depreciation. depletion,
or amartization shall be translated at the
exchange rate for the translation period
in which the cost of the undertying asset

- was incurred, excepl as provided in

p.nn)gnpb {c)(1) of this section.
(5) Prepaid expenses or income
Amounis re ting expense ar

income paid or received ip a prior
taxable year shall be translated al he
exchange rate for the transiatian pariod
during which they were peid ar
recaived.

(6) Exchange rate. Tha exchange rate
for a Uanslation period may be
determined undar any reasanable
melbod, provided that the method is
m:ﬂ applied 1o all translation

’ coniomms 1o the Lxpayer's
method of & sncial sccounting.
Reasonsble methcls include the average
of and ending exchanpe rates
fommmmon pesiod and the spot
rale on the last day of the rasslation
period. Once chosen, a method for
determining an rate can be
changed only with the conseat of Lhe
district director.

[c}[3]l?iii)[9} and [c}{7}{ii} of this section,
a translstion period shall be eech month
withizn a QBU's taxzble yaar.

{ii} Excepb’ou. A tzxpeyer may divide
its taxable yesr into tanslation periods
of equal leogth iwith not more than one
short period annually) that are Jess than
one month Once such » banslation
period is established, it may not be
changed without the consent of the
district diroctor.

detmmmg Lower of cast or market, %-wga {8} Dollar transactions—{i] In general.

iteros of mventary inchuded in the..
closing ioventary balance shall be: #+:
trarslated into dojlars et the e:uchzngl

" Ex
~.(cH8

as provided in paragraph
} al this section, po DALTM grin
or loss is realized with respect 1o dollar

rate for the Tanslation period in wlnch transactions gince the doliar is the
the cosl of such items was incured andi. functions) currency of the QSU. Thus,

compared with market as determined in”
the QBU’s byperinDationary cusrency
trapslated imo dollors a1 the exchange
rate existing op the last day of the
taxable vear.

(B} Determination of trunslation
period. The meatbod used 10 dagrmine

the amourit of eny peyment or receipt of
dollars shall be reflected in the incorne -
ar lass statement by the amount of such
dollzars. Alsa, the income or Joss
aitributable to any transection in which
the aroun that a QBU is entitled to
receive {oF is required to psy} by reeson

of such tansaction 13 denominated tn
lcrms af the dollar, or 1a detexmined by
reference 10 the value of the doliar, miest
be compuled ranssction by ramsacton.
For examnple. Y a foreign corporation
lends 20 LC when 20 LC=520 and is
entitied 1o roceive the LC squivalent of
320 a1 maturity phes a market rate of
interesa in dollars [or its LC equivalent),
the loan is & dollar transaction.
Similasly, this paragrapb applies 10 any
transaction that ia determiped o be a
doliar transaction under section S84

{ii} Non-dollar functional currency. ¥ -
pursuant to §1.585-1(b{2)Ei BRI a
QBU is required to use a functionat
currency other than the dollar, then that
currency shall be substituted for the
doliar in applving paragreph [c)(S}h] of
this section

(8} Third currency trensoctions—A
taxpayer may use any reasonable
mathod of accounting for transactioos
described in section 988{c){1) (B) and
E]C} that nmd%ancmmawdm.u c

etermined by relerencs lo, »
other than the QBU"s hypermﬂm
currenty of the dollar (third curency
tansactians) so long as such method is
consisient with its method of hinanciad
sccoaating,

{10) Exampie< The provisions of this -
paragraph [c) are ilfustrated by the
following examples:

Exnmple 1. S ts an accrual basis QB that
is required to use the doller o 1o fructronal
currency for its first texable yeor beginoiog
iD 1994 5' hyperinftabonay cusrency i the
“b." During 1994, 5 sccrues )00 dallars
attributable 10 dollr-denormnsted suhes.’
Because this is 2 dollar transactxm undes
parsgrapb {c}i8) o this section. 5y tocome or
loss far 1994 shuli reflec tive 100 dollars |nok
the hyperinflationary vaiue of such doliars
when accrued).

Example 2. {i) 5 is an accual basis QBLY
thot is required to use the dollar es its
functional currency for i En taxable yeor
beginning in 1994, §'s hyperinhetiovary
currency is the “h. " During 1994, 5 saler
emounted to 240.000.000n, #s carrenty
deductible expensin were 26.000.000h, 2nd
its sotal ipveniary purchases smounted o
100.000.000b. Duricg jasusry and Febroary
of 1994, 5 purchased depreciable assels for
80.000.000h and was silowed deprecistion of
4.000.000h At the end of 1994, 5's closing
inventory wai 23,000,000k No election 1a
use » transiation period other than the month
is macie, 5 bad oo repsactions described in
paragraph ick8) or |cX9) of s secton, and
5's closing irvemiory was compoisd on the
first-in, first-out inventory method. 5'
sdjusted income of loss staemeni kaw T9H &

‘ransialed into dollary as folows
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Hypermilabonary | Exchange Unaed Siates
CurTercy rate volars
Sales

{Jan—Feab.) 10,000,000 T2t 500,000

(Mar.--Apr.) 20,000,000 211 952 381

{May.—~June.}. M 50,000,000 2 22

Culy} 50,000,000 23 217313

(Avgust} 20,000,000 26 76821

(Sepl) 20,000,000 280 74286

M{s-N 20,000,000 911 689,655
(Nov.) 20.000.000 I 666,667
{Dec.} 30,000,000 anrt 967.742

T Totat : 240,000,0000 | oo 9.706 602

. Cost of Gouds Sold .

Opening Inveniory Pwihases: ] o
{Jan—Feb) 15,003,6000. 20 750,000
{Mar.—Apr.} 10,000,000 211 476,190
{(May—Junej 30,000,000 brag) 1363,636
{Suly) 20,000,000 an B6S.565
{August) 10,000,000 26:1 384,805
(Sept) 5,000,000 281 785N
{Oct) 5,000, 000G 201 172494
{Nov.} 2.500.000 s 831,323

- {Dec.} 2.500,000 It 80.645

Less Closing invenloty -« (23.000,000) | ) (&2 655)

: , 77.000,0000 [ corovumman 3536314
Y Where multiple months are indicated, the exchange rate applies for at months. ’
2Zee paragraph (i) of this Example.
tii) Sin;:e S uses the First-in. ﬁ.rsl-out

" inveatory method, the closing Inventory is
assurned (o consist of purchases mede during
the most recent ranslation period as follows

Urstad Ssies
cuTancy Exchange re doliars
. Decembar - 2.500,0000 i 383,645

November 2.500,000 ligh | 83,233

Cctober 5.000,000 1 - 172414

September 5,000,000 28 VTR.S?Y

August : 8,000,000 26:1 307,652

Toal — 23.000.0000 | o 822555
Nor-Capitaitred Expenses _

{Jan-Fetr} . : 4,000.000n Al 200,008

(Mg, —Apr.} 2,500,000 213 119,048

(Mary—June) 2,500,000 21 113,636 |

{ddy) . 2,000,000 Z31 86.957
{Augusly 3,000.000 26 115385
{SepL) 3,000.000 281 107,142
{Oct.) " 2.000.000 22 68,956
(Now) 3.000.000 K1) 100,000
{Dec.} i 4.000.000 31t 129,002
Total I 26,000,000 | —eororoeeee 1,040,167
Depreciabon 4,000.000n 2o 200.003
Total Cost 3 Expenses 107.000.0000 | .. S £.776431

Operatng Proftt 132.000.000h e e —— 4930121

|4} Computation of DASTM goin or

Joss—{1) Rule. DASTM gsin or Joss of &
QBU equals—

(i) The net worth of the QBU {as .
.- determined under paragraph (d)(Z) of
-this section) af the end of lba taxable

vear minus the not wonb of the QU ot
the end of the precading lavable year: -
plus

{ii} The dollar amocnt of the items
described in paragraph (d}i3) of this

section snd minus the doller amount of

the items described in paragraph (d}3)
-of this section: minus .
tiii) The amount of dollar income or
earnings and profits lor plus tbe amount
of any dollar foss or defict In eamnings

and profits) as determined for the
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Hypenrfianonary | Exchange | Uneed States
turency rate goltars
Saies
{Jan—Fah) _ 10.000.000n v a2 500,000
{Mar~Apr.} 20,000,000 21 252,301
May.~June.) x 50,000,000 22: 22n2127
Huty) 50,600,000 20 2,173,973
{Avgust) 20,000,000 26 6921
{Sepl) 20,000,000 2B 7142686
(Ot} 20.000.000 231 689,655
(Now.) 20,000,000 jlin] 666,667
{Dec.} 30.000.000 am D67.742
7 Total : : 240,000,0000 | . 9,706,602
_ ' . Cost of Goods Sold S
Qpenng invenlory Puchases: B o
{Jan.~Feb) 15,000.000n. 2001 750,000
(Mar.~Apr.) 10,000,000 21 476,190
{May-Juna} 30,000,000 221 1,363,636
(uiy) 20,004,000 2 869.565
[Augush) 10,000,000 2671 334,615
(Sept) 5.000.000 281 178,5M
{Oct) 5.000,000 287 72,474
{Nov.) 2,500,000 At 8333
R ] 2,500,000 3 80,645
Less Closing invenioey-. (23.000.000} @ . (822,655)
' ' , 77,000,000 | oo 3,536,314
! Where multile mortha o indicaled, the eachange rate apphes for aif montng.
2See praragraph {d) ol this Exampie
i) Since S uses the first-in, first-oat
- inveotory method, the closing inveatory is
assumed \o consist of purchases uudeZuring
the mast recent treaslation period as follows:
Hypesinfia: Sy
cumrency Excrange rate dolars
- _December - . 25000000 k) B $80.625
November h 2.500,000 ook} £33
October 5,000,000 2 - 172404
Seprember 5,000,000 ® 17B.57Y
hugusst 8.000,000 261 207,692
Total _— 23.000,000n e ittt e 822655
Non-Capitaltree Expenses )
{Jan—Feb.) : 4,000.600n 20t - 200,000
{Mar ~ApDr.) PR 2.500.000 213 119,048
(May—June) 2.500.000 21 13 K36
{duby} — 2.000,000 221 86.957
{Avgust) - 3,000.000 %1 115385
{Sepl) 3,009,000 281 07,142
Ot} 2,000,000 261 63,956
(Now.) 3,000,000 3 100,000
{Dec.) 4.000.000 30 129,052
Tesal . v 26.000.0000 | oo _ 1,040,367
Depxacabon 4,000.0000 21 200,000
Toxi Cost & Expanses 107.000.0000 | ...coerirmrem _— 4776451
Operating Profe 1320000000 | . . 4530121

td} Computation of DASTM gain or
loss—1{1) Hule. DASTM gein or loss of a
Q38U equels—

(i) The oot worth of the QBU {as
.- derermined under paragraph (dj{7) of
-this saction) at the end of \be taxable

year minus the oot wonb of the QBU R

the cad of the preceding 1axable years -

plus

(ii) The dollar amount of the items
described in paragraph {d)12) of this
section end minus the doliar smount of

the items described in paragraph (d)id)
of this section: minus
I5ii) The amount of dollar income or
earnings and profits (or plus the amount
of any dollar loss or deficit In earnings

and profits} as determined for the
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taxable vear pursuant to paragraphs
(b)(1) through [b){3] of this section.

{2) Net worth. Net worth of a QBU at
the end of any taxabie vear equals the
aggregate dollar amount representing
assets on the QBU's balance sheet at the

[5) Translation of balance sheet. Assel
and liability amounts shown on the
balance shee! in hyperinflationary
currency (adjusted pursuant to -
paragraph (d}(2}(ii) of this section) shall
be translated into dollars as provided in

end of the taxable year less the aggregate ~this paragraph {d)(5}. However, if the

doliar amount representing lisbilities on-
the balance sheet. Notwithstanding any
other provision in this paragraph (d){2},
the district director may adjust the
amount of any asset or iability il a
purpose for acquiring (or disposing of)-
the asset or incurring (or discherging)
the liability is to manipulate the
composition of the balance sheet for any
petiod during the taxable year in order
to avoid tax. The taxpayer shail
determine net worth by—

(i) Preparing a balance sheetl as ! the
end of the taxeble year from the QBU's
books and records (within the meaning
of § 1.989(a)-1(d)) as recorded in the
QBU's hyperinflationary currency;

{ii} Making sdjustments necessary to
conform such balance sheet 10 United
States generally accepted accounting
priociples and tax accounting principles
(including reversing monetary . '
correction adjustments :qu. ed by local
accounting principles); and

{iii) Translating tke asset and Liability
amounts shown on the balance sheet
into United States dollars in accordance
with paragraph (d}{5) of this section.

(3) Positive adjustments. The items
described in this paragraph {d}{2} are
dividend distributions for the taxable
vear and any items thal decrease net
waorth for the taxable year but that
generally do not affect income or loss or
eamnings and profits (or a deficit in
earnings and profits}. Such items
inciude a transfer 1o the homte office of
a QBU branch and a retwen of capital.
Except as otherwise provided by ruling
or administrative pronounceinent, the
amount of 8 transfer to the home office
of a QBU branch, a dividend. ora
distribution that is a return of capital

QBU previously changed its functional
currency to the dollar and the rules of
§1.985-5 {or, if applicable, § 1.985-5T,
as contained in the April 1. 1993 edition
of 26 CFR part 1 (1.908 10 1.1000))
applied in translating its balance sheet
amounts into dollars, then the spot
exchangs rate applied under those rules
shall be used to translate any amount
that would otherwise be translated at a
jate determined by reference to &
translation period prior to the change in
functional currency. For example, the
basis of real property acquired while the
QBU had a nondollar functional
currency shall be translated into dollars
al the spot rale an the last day of the
taxable year before the year of change to
a dollar functional currency, rather than
at the rate for the period in which the
cost was incutred. .

(i) Closing inventory. Amounts
representing items of inventory
included in the closing inventory
balance shail be trapslated in
accordance with paregraph (c)(3){iii} of
this section. ’

(ii) Bad debt reserves. Amounts
representing bad debt reserves shall be
translated at the exchange rate for the
last translation period for the taxable

gar,
{iii) Prepaid income or expense.
Amounts represenling expenses or
income paid or received in a prior
taxable year shall be translated in
accordance with paragraph (c}(5) of this
section. )

{iv) Hyperinflationary currency.
Amounts of the hyperinflationary
currency and hyperinflationary demand
depusit balances shell be transiated at
the exchange rate for the last translation

0d of the taxable vear.

shall be wrapsiated into doliars st the < —" (v} Certain assets—{A) In generol

excbange rate on the date the amounl is -~
paid. -0
{4} Negative adjustments. The items:
described in this paragraph {d){4) are :

* itemns that incresse net worth foy the. T .

taxable year but that generally do not-& ;*
affect income or loss or earnings and -
profits (or a deficit in earnings and
profits). Suck items include & capital
contribution or s transfer from & home
office to a QBU branch. Except as
otherwise provided by ruling or
administrative pronouncement, if the
contribution or tranc/er is not in dollars,
the ampunt of a capital centribution or
transfer shal be translated into dollars -
st the exchange rate on the daie made.

Amounts represenling piant. real
popesty, squipment, goodwill, and

- > patants and other intangibles shall be

transleied al the exchange rate for the
translation period in which the cost of
the asset was incurred.

(B) Adjustrent to certain assets.
Amounts representing depreciation,
depletion. and amortization reserves
shall be translated in sccordance with

h {c}{4} of this section.
p.{:ﬁ.}rypmnﬂaﬁonw debt
objigations. Except as provided in
paragraph {d)(§)|vii) of this section.
amounts represeating a
hyperin{lationary debt obligation
(including accounts receivable and

payable) shall be translaled at the
exchange rate for the last transiation
peried for the taxable year.

{vil} Accrued foreign income taxes.
Amounts representing sn acctued but
unpaid loreigh income tax shall be
translated at the exchange rate on the
last day of the last translation period of
the taxable vear of accrual.

(viti) Certain hyperinflationary
financial instruments. Amoun!s
representing any item described in
section 988(c)(1)(B)(iii} {relating to
forward conlracts, futures contracts,
options, or similar financial
instruments} denominated in or
determined by reference to the
byperinflationary currency shall be
translated at the exchange rate for the
last translation period for the taxable
vear,

" {ix) Other assets and liabilities.
Amounts representing assets and
liabilities, other than those described in
paragraphs [d){5}{i} through {viii) of this
section, shall be translated at the
exchange rate for the translation period
in which the cost of the asset or the
amount of the liability was incurred.

(6) Dollar transaoctions.
Notwithstanding anv other provisions of
this paragraph (d), where the amount
representing an item shown on the
balance sheet reflects a doilar
transaction (described in paragraph
{c}(8} of this section), the transaction
shall be taken into account in
accordance with that paragraph.

(7} Third currency transactions. A
taxpayer may use any reasonsble
method of accounting for transactions
described in section 968{c){i1}{P) and (C}
that are denominated in, or determined
by reference to, a currency other than
the QBU's hyperinflatiopary currency or
the dollar (third currency transactions),
50 long as such method is consistent
with its method of financial accounting.

(8) Charocter. The ampunt of DASTM
gain or loss determined under paragraph-
(d)(1) of this section shall be ordinary
income or loss.

(8) Example. The provisions of this
paragraph |d) are illusirated by the
following exampte:

Exemple. [i} S. an actrual method calendar
year foreign corporation, uses DASTM. 573
byperinflationary currency is the ~h." §'s net
worth 81 December 31, 1993 was 53.246.495.
For 1994, S's ppersting profit is 81.340.000h.
or 52.038,200. § made a 5,000,000h
distribution in April and again in December
ol 1994. S's translation pencd is the month.
None of 5°s assets or liabilities reflect a dollar
or third curmancy tansscuon described in
paragrapb {c}{(8) or [c}($) of 1bis section,
respeactively. The exchange rale for each
mogath in 1994 is ar follows:

o

A2h$n

Jenuay
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Fobh—Mar, e P %3 Aug -Sept. i lii] At the end of 1994, S's wssets and
Api—May o e 3420 Oct. i B liabilitres. es adjusied and trapalated
Jupe ... 51 Now. - 39 prarsuant 1o paragraphs (d){2) and 1d45) of
My oo e — 3621 DR i e W] this section, are as follows
- ,ﬁm‘; Exchange raie |  U.S. doka
Hyparrfiaborary cash on hand 40.000h a1 $1.000
Chaghung account 400,000 40 10.000
Accounts Receivabie- 30 Day Actounts 20,000,000 ragy 500,000
B0 Day Accoums 23,000,000 a0y 625,000
Inventory 65,000,000 5] 2,500,000
Fixed assets—Property 80,000,000 2 3333333
Plart 154,000,000 ™ 6,785,714
Acturmdated Depreciadbon {600,000} * {21,428)
Equipment 10,000,000 3 340,000
Accumudaled Depragiation {40,000} ) {13233}
Common Siock— Stock A 500,000 321 14,706
Stock B 400,000 261 15,385
Prelerred Stock . 1.000.000 >t 1259
Chs o 5,000,000 401 125,000
Total Assets 406,340,000 14236627
Azzourts Payable Long-term Rabidies: 25,000,000 ary 675,000
Lizbwiiry A 154,000,000 a0 3,750,000
Liabuity B 80.000.000 401 2.000,000
Liahility C 30.000.000 i 75L.000
Total Liahilities .295,000.000M $7.375.000
1S ages &3 accounts feceivabie 30 oroups them inlo two calegones—those outstanang tor 30 days and those oulstancg ter 60 Gays.

ZTranskated the sama as ventory under pasagraph (C){3Hw).

CHOSING
IThe cost of Ss plart was inCurec 1 several transiation penods. Therefore, the dodar cost and dollar depreciaton refiect several Uansiavon

Atk i,
45 hzs 2 vooety of equipment
erchange rate tor the ransiavon pennd

fiii} The DASTM gain of S for 19494 is
wmpuied s ollows:

Net worlb—19%4

Less—Net worth—1993

Plus—1994 Dividends:

Ap-il L3 2L Beg )
Deceinber ' 126,582
Less Operating Profit—199: -
NASTM Gain —_—

' The eachaoge mivs on Uee dote of the Apell and Docember dividends werr 33,5057 and 395031, pepecnively.

{iv] Thus, total profit = S2.038.200 «
£1.862,768 = 53.9000.958

the 9-step procedune Jesaribad in
p;u*ag,raph (e)(3) of this section,

le) Zffect of DASTM gain ar Joss on-, 5 (2) Smnoil QBU DASTM allacation—))
gross income, taxable income, ok ;7 ; E.'kcuon thresheid. A taxpuyer mey elect
rernings ond profits—{1} In general. For- ity use the small QBU DASTM allocotion
all purposes of suitille .X, the aroount uk - described in paragraph (e}i2)iiv} of this
DASTM geinorloss of s QBLES - 3 - [Tacction with respect 10 a QBU that has
determined under paragraph (d} of tbrw»-a.n adjusted basis in assets (ransisied as
section is tzken into account by thee- .- ‘provided in paragrapb (d}iS) of this
08U for purposes of delerminingthe -~ soction) of $10 millioa m ks at the end
amoun! of its gross incoise, taxable of any taxable vear. In calculating the
incuine at loss, caraings and profis (o0 510 million threstold, # QBL) shal) twe
deficit in eamings und profits), and. treated a5 owning all of the assets of
whare necessary, particular items of +ach related QBU (rs defined in-
income, expenso or olher anyounts. WP}A {e}2)ivi) aof thix sacno.n)
DASTM gain o loss is allocated under  having its residencs (as defined in
~ue of two rmethods. Cortain small QBUs  2ction 988(s)(3)XR)} in the QBU's
may clect the small QBU DASTM country of residence [related saroe-
allocation described in paragraph lez)  ©0unYY QBUL. For this purpose,

. : appropriate sdjustment shall be made 1o
ol this section. All other Q.‘Hl Is must use sliminate the double counting of acets

Tharetore, 5's doltar basis represents e sum of P hyperrfialionary cost of each, transiated accordng 1o the
wcumed.

FOHTY 22
33246495

225,83
2.038,200
$1.862.0

wreatond in Lransactions between felsted
QB resident in the same cocntry. Fos
example. asseme QBL-1, resident in
copittry X, sells iovemosy 10 relaied
QOBL-2, aisp residiit in country X, in
exchivige for an acceunt recervalla Fu
prrposes of determuning the assets of
QBL-1 under this paragraph [e)! 2)).
the taxpayer shall lake in1o sccoam
vither the inveniory sbown on tha books
of QHU-2 or (JBU-1"3 raxivable fromn
QBL-2 (Lt not bath).
(i1} Consent 1o election. The vlectiom

. of the small QBU DASTM alincation or

subsequent application of the rut of
paregraph isk3} of this section cre to w.
increase in the adjusied basis of the
QBU's assats shall be deemed 10 hawe
Leen made with the ccr-<ept of the
Comm:issioner. Once the election under
paragraphb teX2)iii) of thix section s
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made, it shall appiy for all vears in
which the adjusted basis of the assets of
the QBU (and any related same-country
QBU) is $10 million or less, unless
revoked with the Commissioner's
consent. If the adjusted basis of the
assets of the QBU (and any related
_same- country QBU] exceeds 510
miilion at the end of any taxable year, .
the rules of patagraph {e)(3) of this
section shall apply to that QBU (and any
related same-country QBU) for such
year and each subsequent year unless
such QBU again qualifies, and applies
for and obtains the Commissioner's -
consent, to use the small QBU DASTM
allocation. Hawever, if & QBU acquires
assets with a principal purpose of
avoiding the appiication of paragraph
{e){2){iv) of this section, the
Commissioner may disregard the
acquisition of such assets.

(iii} Manner of making election—{A)
QBUs that are branches of United Stotes
persons. For the first vear in which this
election is effective. in the case of a
QBU branch of a United States person,
a statement shall be attached to the
United States person’s timely filed
Federal income tax return (taking
~xtensions inta account). The statement-
shall identify the QBU (or QBUs} for
which the election is being made by
describing its business and its country -
of residence, state the adiusied basis of
the 2ssets of the QBU (and any related
same-country QBUs} to whick the
election applies, and include a
statement that the election is being
mace pursuant to § 1.985-3{e){(2).

(B} &her Q3Us. In the case of a QBU
other than one described in paragraph
(e)(2)(iii{{ A) of this section, an election
must be made in the manner prescribed
in § 1.564—1. The statement filed with
the Internal Revenue Service as required
under § 1.964-1 mus! icclude the
information required under paragraph
{e)(2){iii)(A) of this section.

(iv) Effect of election. If a taxpayer
eletts under this paregraph (e}{2} to use
the small QBU DASTM aliocation,
DASTM gain or loss, as determined
under parac -aph (d} of this section, of &
small QBU sball be allocated ratably 10
. alliterns of the QBU's gross income
[determined prior to adjustment for
DASTM gzin or loss). Therefore, for
purposes of the foreign tax credit,
DASTM gain or loss shall be allocated
on the basis of the relative amounts of
gross income in each separate category
as defined ip § 1.904-5(a}{1}. In the case
of a controlled foreign corporation
{within the meaning of section 957 or
853{c){1)(B}}, for purposes of section
" 952, DASTM gain or loss shall be
" allocated to subpart F income jn 2
separate category in the same ratio that

the gross subpart F income in that
calegory for the taxable year bears to its
total gross income in that category far
the taxable year.

{v) Conformity: If a person {or 8 QBU
pf such person) makes an election under
this paragraph (e)(2) to use the small
QBU DASTM allocation, then each QBU
of any related person (as defined in
paragraph (e}(2){vi} of this section) that
satisfies the threshold requirement of
paragraph (e}(2)(i} of this section (after
application of the aggregation rule of
paragraph (e){2){i} of this section} shall
be deemed to bave made the election.

{vi) Related person. The term related
person means any person with &
relationship to the QBU [or to the
United States or foreign person of which
the electing QBU is » part) that is
defined in section 267(b} or section
707{b).

(3) DASTM 3-step procedure--{i) Step
1—prepore balance sheets. The taxpayer
shall prepare en opening and a closing
balanece sheet for the QB for each
balance sheet period during the taxsble
vear. The balance sheet period is the
mos! frequent period for which balance
sheet data are reasonably available (buk
in no event less frequenty than
quarierly). The balance sheet period
may not be changed without the consent
of the district director. The balance
sheets must be prepared under the
principles of paragraph (d}{2} of this
section.

(ii) Step 2—identify certain assets ond
liabilities. The taxpayer shall identify
each item on the balance sheet that is
described in section 988{(c){1)(B) or {C)
and that would have been translated
under paragraph (d)(5] of this sectivn -
into dollars at the exchange rate for the
last translation period for the taxable
yvear {or the exchange rate on the last
day of the last translation period of the
taxable year in the case of an accrued
foreign income tax liability).

{iit) Step 3-~characterize the ossets.
The taxpayer shall characterize and

p the sssets identified in paregreph
(e)(3)(ii) of this section {Step 2} :
according Lo the source and the type of
income that they generate, have
generated, or may reasonably be
expecied to generate by applying the
principles of § 1.861-9T(g)(3) or its
successor regulation [relating to
characterization of assets for purposes of
inlerest expense allocation). If a purpose
for a taxpayer's business practices is to
manipulate asset characterization or
groupings. the district director may
sliocate or apportion DASTM gain or
loss atuributable 1o the assets. Thus, if a
taxpeyer that previously did not
separsiely state interest on accounts
receivable begins to impose an interest

charge and & purpose [or the change was
to manipulate 1ax characterizations or
groupings, then the distnct director may
require that none of the DASTM gain or
loss attributabie to those receivables be
ellocated or epportioned to interest
income.

(iv) Step 4—determine DASTM gain
or Joss attributable to certain assets—
(A} General rule. The taxpaver shall
determine the doliar amount of DASTM
gain or loss attributable to assets in each
group identified in paragraph {e)(3)(iii}
of this section [Step 3] as follows:
i(bb+eb)-2]x[er - br}
where
bb = the hyperinflationery currency

adiusted basis of the assets in the
-group at the beginning of the
balance sheet period.

" eb = the hyperinflationary currency

adjusted basis of the assets in the
group at the end of the balance
sheet period.

er = one dollar divided by the number
of hyperinflationary currency units
that equal one dollar at the end of
the balance sheet period.

br = one dollar divided by the number

~ of hyperinflationary cutrency units

that equal one dollar at the
beginning of the balance sheet
period.

(B) Weighting to prevent distortion. If
averaging the adjusted basis of assets in
a group nt the beginning and end of a
balance sheet period results in an
aliocation of DASTM gain or loss that
does not clearly reflect income, as might
be the case in the event of a purchase
or dispasition of an asset that is not in
the normel course of business, the
taxpayer must use 8 weighting method
that refiects the time the assets are held
by the QBU during the translation
period.

{C) Example. The provisions of this
paragraph {e}{3){iv) are illustrated by the
following example: '

Exompie. 5 is a foreign corporstion that
operntes in the hyperinflalionary curency
“h* snd computes its income or loss or
eamnings and profits under DASTM. 57
adjusted basis in a group of sssets described
in section 988{c)}{1)(B} or {C} that generste
genena! limitation foreign source income (as
charscterized under parsgruph [e){3){isi) of
this soction) a1 the beginning of the balance
sheet period is 750,000h. §'s basis in such
assets at the end of the balance sheet period
is 1.250.000h. The exchange rate st the
beginning of the balance sheet period is S1
= 200h. The exchange rate ai the end of the
balance sheet period is $1 = 500h. The
DASTM loss attributable 1o the assats
described sbove is $3,000, determined as
follows:

[¢750,000k+1.250,000h)-2]x
[(S$1+50Ch] ~ (S1+200h}]=($3000]
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[v) Step S—aodjust doflar gross incame
by DASTM gain or Joss from assets. The
. taxpaver shall adjust the dollar amount
of the QBU's gross income {computed
under paragraphs {b){1) through (b){3) of
this section) generated by each group of
assets characterized in paragraph .
{e)(3)Miii) of this secljon [Step 3} by the
amount of DASTM gain or loss
attributable to those assels computed
under paragraph {e}{3}{iv) of this section
(Step 4). Thus. if 8 group of assets, such
as accounts receivable, generates both a
category of income described in section
904{d){1)(1) [relating to general
limitation income) that is not {oreign
base company income as defined in
section 954 and a DASTM loss under
paragraph (e)(3){iv) of this section {Step
4). the amount of the DASTM loss
would reduce the amount of the QBU’s
gross income in that category. Similarly,
if a group of assets, such 2s shori-term
bank deposits, penerates botb foreign
personal holding company income that
Is passive income (described in sections
954(c)(1)(A) and 904[dH1}A)) and a
DASTM loss under paragraph fe){3){iv}
of this section [Step 4), the amount of
the DASTM loss would reduce the
arnount of the QBU's foreign personal
holding company income and passive
income. See section 904{{) and the
regulations thereunder in the case
where that section would apply and
DASTM loss atuibutable to a group of
assels exceeds the income generated by
such assets.

{vi} Step 6—determine DASTM gain
or loss attributable to Labilities—([A}
General rule. The taxpayer shall
deiermine the dellar amount of DASTM
gain or loss anributable to liabilities
identified in paragraph {e}{3){ii} of this
section (Step 2), and cescribed in
paragraph {e}(3){vi)(B} of this secticn zs
follows:

Ibi+el}2}xIbr —er)

where

ti = the byperinflationary currency
amount of liabilities at the
bepinning of the belance sheet
period.

el = the'hyperinflationary currency .
amount of liabilities at the end of

the balance sheet translation period.

br = one dollar divided by the number
of hyperinflationary currency units”
that equal ene dollar at the
beginning of the balance sheet
period. .
er = one dollar divided by the pumber
of hvperinfiationary currency units .
that equal one dollar #t the end of
-the balance sheet period.
{B} Separate calcvlation. The
calculation shall be made separstely for
interest-bearing liabilities described in

paragraph {e}{3}{vii) of this section {Step
7} and for each of the classes of non-
interest-bearing liabilities described in
paragrapb (e]{3)(viii] of this section

{Step 8).

(C) Weighling 10 prevent distertion.
Where 2 distortion would resull from
averaging the amount of lizbilities at the
beginning and end of a balance sheet
period, as might be the case where a
taxpayer incurs or retires a substantial
liability, the taxpayer must use a
different method that more clearly
reflects the average amoum of liabilities
weighted to refiect the time the liability
was outstanding during the balance
sheet period.

[vii} Step 7—edjust dollar income and
expense by DASTM gain or loss from
interest-bearing liobilities—{A) In
general, The taxpayer shall apply the
amount of DASTM gain on interest-
bearing ligbilities computed under
paragraph (e}{3)(vi} of this section [Step
6) 1o reduce interest expense generated
by such liabilities [e.g., prior 1o the
application of §1.851-9T or its
successor regulation}. To the extent
DASTM gain on such liabilities exceeds
interest expense, it shall be seurced or
otherwise classified in the same manner

.that interest expense is allocated and

apportioned under § 1.861-9T or its
successor regulation. The amount of

" DASTM loss on interest-bearing

liabilities computed under paragrapb
[e)(3}{vi) of this section [Step 6) sball be
allocated and apportioned in the same
manner that interest expense is
allocated and apportioned under

§ 1.861-9T or its successor regulation
{without regard to the exceptions 1o
fungibility in §1.861-10T or is
successar regulation). For purposes of
this section, an interest-bearing liability
is a liability that requires payment of
periodic interes! {whether fixed or
variable), has original issue discount, or
would beve interest imputed under

“subtille A.

{B) Allocation of DASTM gcin or loss
from interest-bearing liobiljties thot
generafe related person interest
expense. DASTM gain or loss from
interest-bearing liabilities that generate
related person interest expense (as
provided in section 954(b}\5}) shall be
allocated for purposes of subtitle A
(including sections 904 and 952} in the
samne manner thel the related persen
inleresi expense of that debt is required
to be allocated under the rules of section
a53(b}{S) and § 1.904-5({c)l2).

{C) Modified gross income method. In
spplying the modified gross income
method described in § 1.861-5T(j) or its
successor regulation, gross income shall
be adjusted for any DASTM gain or loss
from assets as provided in paragraph

(e){3}{v) of this section [Step 5} and anvy
DASTM gain or loss with respect 10
shon-term, non-interesi-beanng trade
payables as provided in paragraph
{e)(3){viii)(A) of this section.

{viii) Step 8—odjust dollar income
and expense by DASTM goin or joss
from non-interest bearing liabilities— A)
Short-term, non-interesi-bearing trade
payables. The taxpayer shall allocale
DASTM gain or loss on short-ter non-
interesi-bearing trade pavables for
purpeses of subtitle A {including
sections 904 and 952) 1o the same
category or type of gross income as the
cost or expense to which the trade
payable relates, For \his purpose, a
short-term, non-interesi-bearing trade
payzbie is a non-interesi-beasing
liability with a terms of 183 davs or less
that is incurred to purchase propenty or
services to be used by the cbligorin an
active trade or business.

(B) Excise tax povables. The taxpaver
shall allocate DASTM gain or loss on
excise tax payables for purposes of
subtitle A (including sections 904 and
952) to the same categery or type of
gross income as would be derived from
the activity to which the excise 1ax
relates.

(C) Other non-interest-bearing
fiabilities—{1} In general, Except as
provided in paragraphs (ef3){viii){A},
{e)(3){viii}(B), and {e){3)}{vii){C)N2) of
this section, DASTM gain or loss an
non-interest-bearing liabilities shali be
allocated under paragraph {e}{3}ix) of
this section {Step 9)-

(2} Tracing if substantial distotion of
income. DASTM gains and losses on
liabilities described in paregrzph
{e)(3Nwiii){C)(1) of this sectinn may be
attributed to the same section 904(d}
separate category or subpant F calegory
as the transaction to which the liability
relales i the 1axpaver demonsirales to
the satisfaction of the distric1 direciar,
or it is determined by the district
director. that applicatien of paragraph
() 3){viiiHC)( 1) of this section resulisin
a subsiantial distartion of income.

lix) Step 9—allocate resicued DASTM
gamn or loss. f there is a difference
between the net DASTM pain or Joss
determined under paragraphs {e)(2][i}
through (viii] of this section (Steps 1
through 8) and the DASTM gain or Joss
determined under paragraph (d) of this
seciion, the arnount of the difference
must be allocated for purposes of
subtille A (including sections 904 and
952) 1o the (QBU's gross incomne
{computed under paragraphs {b)i1)
through (3} of this section, as ac:usted
under paragraphs {e){3)(i) through (viii)
of this section (Steps 1 through 8)) on
the basis of the relative amounts of cach
category or tvpe of gross income.
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PART 602—OMB CONTROL KUMBERS

* UNDER THE PAPERWORK

REDUCTION ACT
Par. 8. The guthority citation for pant

502 continues to read as follows: : ~

|
Autbority: 26 1.8 7605 * *_*. i .
Par. 8. Section 602, 101{::) is amended|
b adding the following entries to the
table in numerical order followmg to

: readasfollows ]
. §602.101 OMS Control Numbers. .
. - ] R | . '
i [d* LI -

and dascribed conrol no.

1.985-3 oo 1545-1054%:

. - - L] - »

Margaret Milner Richardson,

Commissioner of Interncl Revenue.
Approved: June 28, 1994,

Leslie Samuels,

Assistant Secretary of the Treasury.

[FR Doc. 94-17570 Filed 7-22-94; 8:45 amj
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