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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.
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The following information is not intended to be “written advice concerning one or more Federal
tax matters” subject to the requirements of section 10.37(a)(2) of Treasury Department Circular
230.

The information contained herein is of a general nature and is not intended to address the 
circumstances of any particular individual or entity. Although we endeavor to provide accurate 
and timely information, there can be no guarantee that such information is accurate as of the 
date it is received or that it will continue to be accurate in the future. No one should act on such 
information without appropriate professional advice after a thorough examination of the 
particular situation.

Finally, the material contained in these course materials is current as of the date produced. The 
materials have not been and will not be updated to incorporate any technical changes to the 
content or to reflect any modifications to a tax service offered since the production date. You are 
responsible for verifying whether or not there have been any technical changes since the 
production date.



Today’s facilitators

Dirk Gifford

Managing Director, KPMG 

703-728-0883

sgifford@kpmg.com

William Skinner

Partner, Fenwick

650-335-7669

wrskinner@fenwick.com

© 2021 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG 

International Limited, a privateEnglish company limited by guarantee. All rights reserved.

mailto:sgifford@kpmg.com
mailto:wrskinner@fenwick.com


Learning objectives

— Section 988: An Overview

— Transactions Covered Under Section 988

— Applicable Taxpayers: Individuals, Businesses, CFCs

— Section 988 Exceptions

— Section 988 Elections

— Treasury Regulations and IRS Memoranda
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Section 988: 
An Overview



Section 988: An Overview
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• US tax returns must be prepared in US dollars

• IRC Sections (“Section”) 985-989 provide rules for converting non-dollar transactions 
to US dollar

• Section 988 applies to certain transactions denominated in the non-functional 
currency of taxpayer

• Foreign currency treated as property

• Generally, foreign currency exchange gain or loss calculated on a transaction-by-
transaction basis (but see Section 988 Hedging Transactions)



Section 988: An Overview
• The amount realized over the basis

• Spot rateAmount

• Separate transaction treatment

• Recognition governed by generally applicable 
recognition provision

Timing

• Ordinary gain or loss

• Election for capital treatment

• Treated as interest in some cases
Character

• Residence of the QBU

• Exceptions for ECI, high interest rate, or treated 
as interest

Source

• Net section 988 gain is FPHCI

• Exception for business needs or bona fide 
hedges

Subpart F
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Section 988: An Overview – Gain / Loss
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• Amount of foreign currency exchange gain or loss
• Basis of nonfunctional currency is its cost in functional currency

• Amount realized is the fair market value of the other property received

• Netting rule: Foreign currency gain or loss is recognized only to the extent of the
total gain or loss on the underlying transaction, such that only the excess amount
of foreign currency gain or loss is reported separately

• Spot rate is used to determine amount of foreign currency exchange gain or loss



Section 988: An Overview – Gain/Loss Example
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On 1/1/2018, X, a U.S. corporation, acquires €1000 for $1300. On  
3/1/2018, X disposes of the €1000 in exchange for $1400

• What is X’s adjusted basis in the euros?
• X’s basis in the euros is equal to the U.S. dollars it exchanged on 1/1/18, which is

$1300.

• What is X’s amount realized on 3/1/18?
• X’s amount realized on 3/1/18, is the U.S. dollars it received when it disposed of 

the euros, which is $1400.

• What is X’s gain or loss realized?
• The difference between X’s basis and amount realized equals its gain or loss 

realized, or $100 ($1400-1300).



Section 988: An Overview - Timing of Gain / Loss

General Rule

• Recognition is generally determined under normal recognition 
rules of the Code (e.g., Sections 1001, 1256 (mark-to-market 
contracts), 1092 (straddles), & 165 (losses); Reg. §§1.446-3,-4 
(notional principal contracts; hedging))

Exceptions

• Intra-taxpayer transfers of Section 988 transactions (Reg. §1.988-
1(a)(10))

• Shareholder creditor contributions of nonfunctional currency 
debt to the capital of subsidiary debtor (Reg. §1.988-2(b)(13))
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Section 988: An Overview – Timing Example
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— Example:

— X Corp, a taxpayer with dollar as its FC, sells widgets for €100,000 on 
account when the exchange rate is €1.00 = $1.00 (booking date)

— Record sale:

Accounts receivable

Sales

$100,000

$100,000

— X Corp receives payment of the receivable when the exchange rate is €1.00
= $2.00 (payment date)

— Record payment of the receivable: 

Cash $200,000

Accounts receivable 
Exchange gain

$100,000
$100,000



Section 988: An Overview - Character
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• Character of foreign currency exchange gain or loss as ordinary
• Election available to treat certain transactions as generating capital gain or loss

• Treated as interest income and expense in certain situations

• Election to characterize gain or loss on certain forward, futures, or 
options contracts as capital gain or loss
• Contract must be a capital asset and not part of a straddle

• If the contract is a Section 1256 contract, Section 1256 governs the character of 
any gain or loss (i.e., short-term capital gain/loss up to 40%, long-term capital 
gain/loss for the remainder)



Section 988: An Overview - Source
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• Source of foreign currency exchange gain or loss
• Generally sourced by reference to the residence of QBU on the books of which 

the asset, liability, or item of income or expense giving rise to such gain or loss is 
properly reflected

• Exceptions
• ECI

• High-interest rate, related-party loans denominated in, or by reference to, a non-US dollar 
currency may be re-sourced to US source for Section 904 purposes

• If treated as interest income or expense, then sourced in accordance with rules applicable to 
interest



Transactions Covered 
Under Section 988



§ 988 Transactions

Section 988 transactions consist of any of the following, denominated 
in a non-functional currency of the QBU:
• Loans payable and receivable

• A/R and A/P

• Foreign currency derivative contracts

• Units of currency (e.g., € cash)



Currency Exposures that are § 988 Transactions

Section 988 transactions are not all-encompassing. Many transactions 
with a foreign currency exposure do not constitute Section 988 
transactions.

Examples of transactions that are not Section 988 transactions:
• Business assets used in the foreign country

• Stocks traded on FTSE, LSE or other foreign exchanges

• Anticipated exposures under obligations that have not yet ripened to an A/P or A/R

• Foreign branch of subsidiary

• Convertible virtual currencies such as ETH or BTC (see IRS Notice 2014-21)



Example of Non-Functional Currency Transactions

Euro Borrowing is a Section 988 transaction
to USP because it is a loan payable in a non-
functional currency

Equity investment by USP in stock of 
German CFC is not a Section 988 
transaction

Same answer would apply if German CFC 
had “checked the box” to be a disregarded 
entity or branch.

What would be treatment if USP advanced 
funds to the CFC as (a) an intercompany 
loan denominated in Euros or (b) an 
intercompany loan denominated in $USD?

Euro € 
vestment 
und Factory  
xpansion

Euro €  
Loan

Bank

German  
Factory

USP

In  
to F

E

CFC
(Germany)



Non-functional Currency Transactions

IRC § 988 governs transactions outside the taxpayer’s (QBU’s) functional 
currency.

Each transaction has a separate functional currency (e.g., $USD) basis 
and value.

Separate Transaction / Realization Accounting. Exchange gain or loss is 
recognized and taxed as ordinary income when overall gain or loss on 
the transaction is recognized.
• Contrast mark-to-market accounting which is commonly used for book purposes.



§ 988 Transactions – Units of Foreign Currency

Section 988 transactions include acquisition / disposition of units of foreign 
currency.

Example: Individual US taxpayer is bullish on the Australian dollar and invests
$750K in 1M AusD.

Results:
• The 1M Australian dollars constitute a Section 988 transaction as to which the Individual has $750K tax 

basis.

• If individual, for example, sells the Australian Dollars for USD when the Australian currency has 
strengthened to $1USD: 1AusD, individual would have $250K Section 988 gain. Such gain is ordinary 
income, regardless whether the Aus D is held for investment purposes.

• The same result (Section 988 gain or loss) would also apply if the individual used the 1M AusD to buy a 
boat or for personal consumption.



Example of a § 988 Transaction –
Accruing and Settling an Account Payable

On June 1 USP orders 100 mm ¥ of goods to be delivered on Sept. 1. When goods 
are delivered USP accrues a ¥ payable and settles it on Dec. 1.

On September 1, assume the 100mm ¥ are worth $1.2 million. On December 1, 
assume 100 mm ¥ are worth $1 million.

USP
Foreign 
Supplier Sale of 

Goods in ¥



Example of a § 988 Transaction –
Accruing and Settling an Account Payable

Results:

Under the accrual method, USP takes a $1.2 million tax basis in the inventory – the 

dollar cost of the 100 mm ¥ payable on Sept. 1.

When USP settles the payable on December 1 for ¥ worth only $1 million USD, USP 

recognizes a $200K section 988 gain on settlement of the payable at what is 

effectively a discount in its functional currency.

USP
Foreign 
Supplier Sale of 

Goods in ¥



§ 988 Transactions – Foreign Currency Derivatives

Another common type of Section 988 transactions are foreign currency 
financial instruments used by investors to take positions in foreign 
currencies and by businesses to hedge FX risk.

Examples: Foreign Currency Forward Contracts, options, FX futures, and 
cross-currency swaps.

Section 988 only applies to a derivative if the underlying asset 
referenced is a currency (e.g., $USD – £ Sterling 3-month forward 
contract).
• Note - A derivative over a non-currency asset is not a Section 988 transaction, even if the 

contract price is denominated in a non-functional currency (e.g., a € denominated stock index 

future).



Example of Derivative Used to Hedge FX Risk

UK
Customers

US
Parent

CFC
(€)

Services 
Rendered

£10 million 
Account 
Receivable due 
Sept. 1

Contract to Sell
£10 million

for € 12.5 million on Sept. 1

Bank

Account receivable is 
a Section 988 
transaction

Forward contract is 
also a Section 988 
transaction



Other Important Rules in Section 988

Netting Rule: A Section 988 transaction such as a loan payable or 
receivable may have price movements due to factors besides foreign 
currency fluctuations. In this situation, Section 988 only applies to the 
portion of overall gain or loss that is attributable to FX.
Example:
• Investment fund holds a 10 mm € bond yielding 2% interest that has a $10 million USD basis.
• Subsequently, interest rates increase to 5%, so that the FMV of the € 10 million bond in Euro is

only € 9.5 million. At the same time, the € weakens against the dollar to € 1 : $0.90. The $USD
FMV of the € 10 million bond is $8.55M so that fund has a $1.45M loss on the investment.

• If this loss is recognized, $0.5 mm is a capital loss from decline in the market value of the bond.
The remaining $0.95 million is an ordinary loss under Section 988.



Other Important Rules in Section 988

Spot rate conventions for businesses to track cost and value of currency 
positions on accounts payable and receivable. See Reg. 1.988-1(d)(3); 
see, e.g., PLR 202142001 (recent ruling on use of a spot rate 
convention).

Special rules for conversion of physical units of foreign currency into 
bank deposits and vice versa to avoid accelerating Section 988 gain or 
loss

Non-recognition transactions under the Subchapter C rules or 
Subchapter K rules for restructuring FX denominated debt or moving FX 
assets / liabilities within a group.





Applicable Taxpayers: 
Individuals
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Section 988: Individuals

• Section 988(e) provides that Section 988 shall not apply to any section 
988 transaction entered into by an individual which is a personal 
transaction.
• PERSONAL TRANSACTIONS : Any transaction entered into by an individual, except to 

the extent that expenses properly allocable to such transaction meet the 
requirements of either section 162 (trade or business expenses) or section 212 
(expenses for production of income).

• If nonfunctional currency is disposed of by an individual in any transaction, and such
transaction is a personal transaction, no gain shall be recognized for purposes of this
subtitle by reason of changes in exchange rates after such currency was acquired by
such individual and before such disposition. The preceding sentence shall not apply if
the gain which would otherwise be recognized on the transaction exceeds $200.



Applicable Taxpayers: 
Businesses



Section 988 at the US Corporate Level

Section 988 may be encountered both at the US Parent and at the CFC level.

For US corporation’s own Section 988 exposure, gain or loss will be recognized on a 
disposition / realization basis. Material issues typically arise with intercompany debt and, 
occasionally, third party borrowing.

Section 988 gain / loss is ordinary in character and sourced to residence of the taxpayer.

US

Parent (USP)

CFCs



Section 988 – Example of Intercompany Debt

Assume US Parent makes a loan to its CFC with payment terms denominated in the CFC’s functional 
currency. US Parent will have a Section 988 transaction with following consequences:

• Translation of interest income from Euro to USD on an annual basis
• Recognition of FX gain / (loss) on settlement of the loan

Note potential book / tax difference if loan is a long-term loan where FX is treated as a translation 
adjustment / part of retained earnings of the CFC.

US

Parent (USP)

CFC
(€)

€50M
Loan



Branch Loan – a Section 988 Transaction

Same facts, except the foreign borrower entity is a disregarded entity of the 
US Parent.

Here, Section 988 does not apply. Rather, loan is disregarded for federal 
income tax purposes, and €50M is viewed as a capital contribution to the DRE. 
For consequences of repayment of the loan, see IRC Section 987.

USP

Euro DRE

€50M
Loan



Section 988 at the US Corporate Level – Hedging

Another common situation at the US parent level is that the Parent is 
party to FX hedging transactions, either for US group risks or as a 
Treasury Center acting on behalf of CFCs.

FX hedging transactions normally are Section 988 transactions, as may 
be the underlying risks being hedged.

Issues with FX hedging transactions:
• Failure to identify

• Failure to qualify for hedge treatment for tax purposes

• Special rules for certain FX contracts under IRC Section 1256 (mark to market, 60/40 capital gain
/ loss treatment – subject to election out under IRC Section 988(c)(1)(D)).

• Straddle rules



Applicable Taxpayers: 
Controlled Foreign 
Corporations



Section 988: Subpart F
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• Foreign Personal Holding Company Income (“FPHCI”) generally includes the excess 
of foreign currency gains over foreign currency losses attributable to any section 988 
transactions (foreign currency gain or loss)
• But see “business needs” and bona fide hedging exclusions discussion below

• Absent certain elections, net foreign currency losses do not reduce other categories 
of subpart F income.

• FX gain or loss arising from an interest-bearing liability is generally characterized as 
subpart F income/non-subpart F income in the same manner as interest expense 
would be allocated and apportioned under Treas. Reg. § 1.861-9T (asset/modified 
gross income method). See Treas. Reg. § 1.954-2(g)(2)(iii)



Section 988: Subpart F & GILTI Interplay
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• Due to changes in rates and introduction of GILTI, the rate arbitrage of 
avoiding Subpart F income is significantly reduced.

• For companies that have excess credits in the GILTI basket, if the 
currency gain is included as GILTI this would allow foreign tax credits that 
would otherwise expire to be utilized.



Exceptions/Exclusions



Subpart F Exception – Business Needs
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• Business needs exclusion (Section 954(c)(1)(D); Treas. Reg. §1.954-
2(g)(2)(ii)(A) & (B)(1):
• Foreign currency gain or loss may constitute non-Subpart F if the taxpayer can 

demonstrate that :
• The underlying transaction is entered into in the ordinary course of the taxpayer’s business 

(other than the trade or business of trading foreign currency);

• The underlying transaction does not (and is not reasonably expected to) generate any Subpart 
F income;

• The gain/loss is not derived from entering into a forward contract, futures contract, option, or 
similar financial instrument; and

• The gain/loss is clearly determinable from the records of the CFC as being derived from such 
transaction/property.



Subpart F Exception – Bona Fide Hedge
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• Treas. Reg. §1.954-2(g)(2)(ii)(B)(2): Gain or loss from a bona fide hedging 
transaction with respect to a transaction or property that satisfies the 
“business needs” requirements of the previous slide also qualifies for an 
exception to Sub F inclusion.

• A bona fide hedge is defined by Reg. § 1.954-2(a)(4)(ii) as a transaction 
that would qualify for Section 1221(b)(2) hedging treatment, except that 
the exposure may be in respect to ordinary property, a Section 988 
transaction or Section 1231 property.

• The risk being hedged must arise from the CFC’s own trade or business.

• A derivative that constitutes a bona fide hedge with respect to a business 
needs transaction is excluded from FPHCI.



Subpart F Exception – Regular Dealer
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Treas. Reg. §1.954-2(g)(2)(ii)(C): If a CFC is a “regular dealer” in 
property, foreign currency gain or loss from property held “in its 
capacity as a dealer” is directly related to business needs.





Elections



Proposed Regulations in December 2017

At the same time as passage of the TCJA, the IRS and Treasury issued in 
Proposed Regulations (REG-119514-15) addressing many longstanding 
problems in application of Section 988 to CFCs:

• Elimination of “cliff effect” in the business needs test – replace with a pro rata rule
in case underlying transaction gives rise to some subpart F income and some non-
subpart F income

• Allocation rule for hedges of a CFC’s interest-bearing liabilities
• Special rule for balance sheet hedges of Section 987 QBUs of a CFC that qualify as

hedges for GAAP
• Special rules for Treasury centers that hedge Section 475 security positions with 

other non-functional currency debt receivables

The Proposed Regulations generally may be relied on pending finalization



Elective Mark-to-Market Treatment under Prop. 
Reg. 1.988-7

The same proposed regulations package would also allow taxpayers to 
make an election to recognize FX gain or loss on Section 988 
transactions on a mark to market basis.

Election is revocable at any time, but once revoked cannot be re-elected 
for five years

Applies to all Section 988 transactions held by the taxpayer in any 
currency. Note, however, that different entities in same multinational 
group may make separate elections. The commentary from IRS officials 
about effectiveness of proposed regulations prior to finalization was 
mixed.



Example of Mark-to-Market Treatment –
Multinational Corporation

US
Parent (USP)

CFC

(€)

€50M
Loan

Assume that loan was made in 2016 when the Euro to USD spot rate was 1 € : $1. As of 1/1/2022, 
assume the Euro to USD spot rate is 1 € : $0.85.

If USP elects Section 1.988-7 treatment, USP would recognize a $7.5 million FX loss ($50m USD basis in 
loan vs. $42.5m USD value).

Each year thereafter USP would recognize FX movements on the loan as Section 988 gain or loss.



Example of Mark-to-Market Treatment –
Investment Fund

Fund 
($USD)

€50M Debt Portfolio

Assume the same facts – Fund has a $50 million basis in the debt, and from an FX perspective, there is a
$7.5 million unrecognized Section 988 loss in the Debt Portfolio.

However, assume that due to interest rate movements, the € portfolio has appreciated by 5 million €. 
Thus, the portfolio has a FMV of €55 million, but USD value of the debt is $47.5M.

Under normal Section 988 rules, a sale of the debt would yield a $2.5 million Section 988 loss under the 
netting rule. Under Prop. Reg. 1.988-7(a), the netting rule does not apply and the full $7.5 mm of FX loss 
would be recognized on a current basis.



Treasury Regulations & 
IRS Memoranda



Example of Change to Business Needs Test

Assume that CFC OpCo’s income is 80% tested income and 20% FBC services income.

Proposed Regulation would allow OpCo’s FX gain / loss on the receivables and the hedge to qualify as
80% tested income, rather than 100% FPHC Income. 20% of FX gain or loss would presumably qualify
as FBC services income if a (g)(3) Election is made.

UK
Customers

US Parent

CFC OpCo
€

CFC Treasury 
Center $

Services

£ Revenue
£ - € 

Hedge



Example of Interest-Bearing Liabilities Rule

Assume the Dollar CFC wants to hedge Euro exposure on interest-bearing liabilities to CFCs that lend it 
Euros

Reg. 1.954-2(g)(2)(iii) assigns FX gain or loss on the liabilities based on the Section 861 rules (e.g., 
modified gross income method).

Proposed Regulations would allow a hedge of an interest-bearing liability to qualify for same Section 
861 allocation treatment.

Bank

CFCs

€

€ : $USD
Forward
Contracts

€ Deposits

CFC
$USD



Example of QBU Hedging Rule

For financial accounting purposes, gain or loss on net investment hedge would be assigned to equity 
account to match DRE’s Yen retained earnings.

For tax purposes, does a hedge by CFC of its exposure to the QBU qualify for bona fide hedging 
treatment? What if DRE has some subpart F income?

CFC
$USD

DRE
¥

Bank
¥ : $USD 

Hedge of Net
Investment in DRE



Recent PLRs on Integrated Hedging Transaction 
Treatment

Reg. 1.988-5(e) allows taxpayers to seek private letter rulings to bless 
hedging programs that do not yield desirable results under the normal 
hedging regulations.
Several recent PLRs have been issued under this program:

• PLR 202038001 (Jun 2020) – taxpayer was an investment fund that invested in an index of 
foreign currency denominated bonds and obtained PLR treatment for rolling FX forward 
contracts to hedge out the FX exposure in the index back to USD

• PLR 201816009 (Jan 25, 2018) – taxpayer hedged its budgeted costs of entertainment 
production using a cash-flow hedging strategy developed in accordance with ASC 815. 
Budgeted costs did not rise to the level of an executory contract at the time that the hedges 
were entered into, but the IRS ruled that following a cash flow hedging program under GAAP 
would be a valid method of hedging for tax.

• PLRs 201728003 (Apr. 17, 2017) and 201704013 (Nov. 11, 2016) – similar to the 2020 PLR,
the taxpayers were mutual funds hedging their FX exposure on a basket of FX-denominated 
bonds held as investment assets.



Thank you
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