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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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 Subchapter J introduced as part of The Tax Reform Act 
of 1986 (P.L. 99-514)

 Encompasses sections §§985-989

 Prior to current law, no comprehensive set of rules 
governed the U.S. treatment of foreign currency 
transactions or foreign currency translation.

 IRS issued Regulations on December 7, 2016 dealing 
with IRC §987 QBUs
 Final, Temporary and Proposed Regulations 

 Impact of Executive Order 13789
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Three part structure

Rules for determining functional currency

Taxation of foreign currency transactions (IRC §988)

• Timing

• Amount

• Character, and

• Source of exchange gain or loss

Foreign currency translation
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 Defined in IRC §985(b)(1) as

(A) except as provided in subparagraph (B), the U.S. 
dollar (this is the general rule), or

(B) in the case of a qualified business unit (QBU), the 
currency of the economic environment in which a 
significant part of such activities are conducted and 
which is used by such unit in keeping its books and 
records.
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 Includes coin or currency, and nonfunctional currency 
denominated demand or time deposits or similar 
instruments issued by a bank of other financial 
institution

 Disposition treated as a §988 transaction

 Any gain or loss, from such transaction, shall be 
treated as foreign currency gain or loss
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1) Operations not treated as a QBU (would appear to apply to individuals 
only)

2) Operations primarily conducted in U.S. dollars

3) Residence of a QBU is the United States

4) Currencies of books and records and economic environment are 
different

5) Effectively connected income or loss

6) Hyperinflationary currency
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 The taxpayer may elect to the use the U.S. dollar as the 
functional currency for any qualified business unit if

(A) such unit keeps its books and records in dollars, or

(B) the taxpayer uses a method of accounting that 
approximates a separate transaction method(i.e., 
DASTM)
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 IRC §898 Taxable year of certain foreign corporations 
(i.e., CFCs)

 In general, the required year is
 The majority U.S. Shareholder, or

 If there is no majority shareholder, the taxable year 
prescribed under regulations

 1-month deferral allowed

 Why relevant? – Tax year provides for appropriate 
exchange rate
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 Means (IRC §989(b))
(1) In the case of an actual distribution of E&P, the spot 

rate on the date such distribution is included in 
income,

(2) In the case of an actual or deemed sale or exchange of 
stock in a foreign corporation treated as a dividends 
under IRC §1248, the spot rate on the date the deemed 
dividend is included in income,
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(3) In the case of any amounts included in income under 
section 951(a)(1)(A) (subpart F) or 1293(a) (QEF 
inclusion of a PFIC), the average exchange rate for the 
taxable year of the foreign corporation, or

(4) In the case of any other qualified business unit of a 
taxpayer, the average exchange rate for the taxable year 
of such qualified business unit.
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 What is a QBU?
 Defined in IRC §989(a) as

 “Any separate and clearly identified unit of a trade or 
business of a taxpayer” if that unit

 “Maintains separate books and records”
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 Trade or business determination based on a facts and 
circumstances test

 Generally – if a specified unified group of activities 
constitutes an independent economic enterprise 
carried on for profit.

 Are the expenses deductible under IRC §162 or under 
§212 (without regard to §212(3))

 Activities merely “ancillary to a trade or business” will 
not constitute a QBU
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 Separate Books and Records Requirement

19



 Corporations are QBUs regardless of the nature or 
scope of its activities and regardless of whether it 
maintains separate books and records.

 Each QBU has a “home office” QBU in addition to 
other corporate activities that may qualify as separate 
QBUs.
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 An individual is not a QBU (though the activities of an 
individual can qualify as a QBU – see next slide)

 A partnership is a QBU unless it is a §987 aggregate 
partnership under Regs. §1.987-1(b)(5)

 A trust or estate also constitutes a QBU of each partner 
or beneficiary regardless of the nature and scope of the 
activities of the partnership, trust or estate and 
regardless of whether separate books and records are 
maintained.
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 In addition to the above QBU status, the regulations 
provide that certain activities of a corporation (foreign 
branch), partnership, trust, estate or individual may 
qualify as a separate QBU.
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 QBU (Branch) Transactions

 Regs. Provide a set of rules intended to prevent taxpayers 
from triggering section 987 gains and losses in connection 
with certain prescribed categories of transactions entered 
into between related parties that result in QBU 
terminations.

 Provide a balance sheet method requiring taxpayer’s 
maintain the historic exchange rate on certain assets 
attributable to a QBU in the currency of the home office.

 Final Regs. use a 7-step method with the goal of isolating 
currency gain or loss to financial assets and liabilities.
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 An annual deemed termination election for a section 
987 QBU

 An elective method, available to taxpayers that make 
the annual deemed termination election, for 
translating all items of income or loss with respect to a 
QBU at the yearly average exchange rate

 Rules regarding the treatment of section 988 
transactions of a section 987 QBU

 Rules regarding QBUs with the U.S. dollar as their 
functional currency

24



 Rules regarding combinations and separations of 
section 987 QBUs

 Rules regarding the translation of income used to pay 
creditable foreign income taxes

 Rules regarding the allocation of assets and liabilities 
of certain partnerships for purposes of section 987

 Rules under section 988 requiring the deferral of 
certain section 988 losses that arise with respect to 
related-party loans.
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 Deals with certain transactions which lend themselves 
to analysis under the separate transaction approach
in determining currency gain or loss

 Gain or loss is ordinary NOT capital

 Gain or loss is sourced to the residence of the taxpayer 
(usually their tax home)
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Means any transaction, in §988(c)(1)(B), if the amount 
which the taxpayer is entitled to receive (or is required 
to pay) by reason of such transaction

(c)(1)(A)(i) is denominated in terms of a 
nonfunctional currency, or

(c)(1)(A)(ii) is determined by reference to the value of 1 
or more nonfunctional currencies.
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i. The disposition of nonfunctional currency 
(considered as property)

ii. The acquisition of a debt instrument of becoming 
the obligor under a debt instrument

iii. Accruing...any item of expense or gross income or 
receipts which is to be paid or received after the date 
on which accrued...

iv. Entering into or acquiring any forward contract, 
futures contract, option of similar financial 
instrument.
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 Nonfunctional currency denominated equity 
investment, including all common stock, and unless 
provided otherwise in the regulations, preferred stock;

 Certain derivative contracts such as regulated futures 
contracts; 

 Straddles; 

 Non-integrated executory contracts; and

 Nonfunctional currency denominated transactions 
entered into by an individual unless the expenses 
attributable would be deductible under §162 or §212. 
See Personal Transactions discussion, below. 
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 In order to determine the tax consequences of FX transactions 
subject to Section 988, you must first classify the financial 
instrument. 
 Is it debt? What kind of debt instrument? Fixed? VRDI? CPDI?
 Is it equity? 
 Is it a forward contract? 
 It it a futures contract? 
 Is it a foreign currency contract (as defined under section 1256)?
 Is it a regulated futures contract? 
 Is it an options contract? 
 Is it a currency swap or other notional principal contract? 
 Is it another type of derivative financial instrument? 

 Classification issues can be very tricky for FX linked 
instruments. 
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 Deferral of loss in certain related-party debt 
instruments (Temp. Reg. §1.988-2T(b)(16)).

 Exchange loss realized under § § 1.988-2(b)(4) or 
(b)(6) is deferred if:
 (1) The loss is realized by a debtor with respect to a loan 

from a related person (§ 267(b) or § 707(b)); and
 (2) The transaction resulting in the realization of 

exchange loss has as a principal purpose the avoidance 
of federal income tax.

 Any exchange loss that is deferred is recognized at the 
end of the term of the loan, determined immediately 
prior to the transaction.
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 Regs. 1.988-3: character of exchange gain or loss is 
governed by section 988 and this section. 
 Generally, it is not interest income or expense. Regs. 

§1.988-3(c)(1). 

 Character: generally ordinary, subject to special 
exceptions. 

 Exceptions:
 Generally, regulated futures contracts or nonequity

options subject to Code §1256. Cf. foreign currency 
contract, discussed below. 

 Certain forward contracts, futures, and options, if the 
taxpayer elects out pursuant to Regs. §1.988-3. 
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 Electing out: forwards, futures, and options: 
 Requirements: 

 Is a capital asset. 
 Is not part of a straddle
 Is not a regulated futures contract or nonequity option to 

which an election under section 988(c)(1)(D)(ii) is in effect. 

 Manner of making election:
 Taxpayer must clearly identify such transaction on its books 

and records on the date the transaction is entered into. No 
specific language or account is necessary for identifying a 
transaction referred to in the preceding sentence. However, 
the method of identification must be consistently applied 
and must clearly identify the pertinent transaction as subject 
to this election. Regs. §1.988-3(b)(3). 
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 Electing out: forwards, futures, and options: 
 Manner of making election (continued):

 Taxpayer must verify such election by attaching to his/her tax 
return a statement which sets forth the following: 
 (i) A description and the date of each election made by the taxpayer 

during the taxpayer's taxable year;
 (ii) A statement that each election made during the taxable year was 

made before the close of the date the transaction was entered into;
 (iii) A description of any contract for which an election was in effect 

and the date such contract expired or was otherwise sold or 
exchanged during the taxable year;

 (iv) A statement that the contract was never part of a straddle as 
defined in section 1092; and

 (v) A statement that all transactions subject to the election are 
included on the statement attached to the taxpayer's income tax 
return. Regs. §1.988-3(b)(4). 
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 Electing out: forwards, futures, and options: 
 Manner of making election (continued):

 Taxpayer may use “independent verification” instead. The 
requirements for independent verification are:
 (A) The taxpayer establishes a separate account(s) with an unrelated 

broker(s) or dealer(s) through which all transactions to be 
independently verified are conducted and reported.

 (B) Only transactions entered into on or after the date the taxpayer 
establishes such account may be recorded in the account.

 (C) Transactions are entered into such account on the date such 
transactions are entered into.

 (D) The broker or dealer provides the taxpayer a statement detailing 
the transactions conducted through such account and includes on 
such statement the following: “Each transaction identified in this 
account is subject to the election set forth in section 988(a)(1)(B).” 
Regs. §1.988-3(b)(5).
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 Sourcing Rules:
 General Rule: 

 Residence of the taxpayer or QBU. Regs. §1.988-4(a); Regs. §1.988-4(b). 
 Applies even if the taxpayer makes a §1.988-3(b) election.
 Takes precedent over §865. 

 Exception:
 Effectively connected exchange gain or loss arising from the conduct of 

a US trade or business is sourced to the US. Reg. §1.988-4(b)(c).

 Residence:
 Individual: generally, its tax home (as defined in §911(d)(3)); 
 Entities: generally where formed. 
 QBUs: the country in which the principal place of business of such 

QBU is located. 
 Partnerships: special rule for partners in a partnership not engaged in 

US trade or business. Look to the partner level. §1.988-4(d)(1),(2), (3).  
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 IRC §988(d); Regs. §1.988-5.

 All transactions which are part of such 988 hedging 
transactions shall be integrated and treated as a single 
transaction.

 Such determination should be whether such 
transaction would otherwise be marked-to-market 
under IRC 475 or 1256.
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Defined in IRC §988(d)(2) to mean any transaction

(A) entered into by the taxpayer primarily

(i) to manage risk of currency fluctuations with 
respect to property which is held or to be held by the 
taxpayer, or

(ii) to manage risk of currency fluctuations 
with respect to borrowing made or to be made, or 
obligations incurred or to be incurred, by the taxpayer, 
and identified by the Secretary or the taxpayer as 
being a 988 hedging transaction.
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 Requirements:
 Qualifying Debt Instrument

 Qualifying Hedge

 Results:
 Creates synthetic debt instrument. Regs. 1.988-

5(a)(9)(ii).

 In general, no exchange gain or loss is recognized by the 
taxpayer in the qualifying debt instrument or the hedge. 
Regs. 1.988-5(a)(1). 

 Special rules for “legging in” and ”legging out”.
 See Reg. §1.988-5(a)(6).
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 Identification required. 
 See Reg. §1.988-5(a)(8). 

 Establish record and before the close of the date the 
hedge is entered into, the taxpayer must enter into the 
record:
 Date the QDI & hedge were entered into;

 Date the QDI & hedge are identified as a qualifying hedging 
transaction; 

 The amount that must be deferred under these rules; 

 A description of the QDI & the hedge; 

 A summary of the cash flow resulting from the transaction. 
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 Section 988 rules do not apply to transactions entered 
into by an individual which is a “personal transaction.” 
Section 988(e)(1).

 No gain is recognized if the gain which would 
otherwise be recognized “on the transaction” is $200 or 
less. Section 988(e)(2). 

 Personal transaction generally means:  
 Which are unrelated to a trade or business (except 

traveling); and
 Which are unrelated to a profit making activity (i.e., that 

expenses would be deductible under §212 except where 
it relates to taxes). Section 988(e)(3). 
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 Rationale:
 “An individual who lives or travels abroad generally cannot use U.S. 

dollars to make all of the purchases incident to daily life. If an 
individual must treat foreign currency in this instance as property 
giving rise to U.S.-dollar income or loss every time the individual, in 
effect, barters the foreign currency for goods or services, the U.S. 
individual living in or visiting a foreign country will have a 
significant administrative burden that may bear little or no relation 
to whether U.S.-dollar measured income has increased or 
decreased. The Committee believes that individuals should be given 
relief from the requirement to keep track of exchange gains on a 
transaction-by- transaction basis in de minimis cases.”
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 Section 1256 contracts include “regulated futures contracts,” “foreign currency contracts,” 
and “nonequity options.” Section 1256(b). 

 The term ”regulated futures contract” means a contract:
 With respect to which the amount required to be deposited and the amount which may be 

withdrawn depends on a system of marking to market, and
 Which is traded on or subject to the rules of a qualified board or exchange. §1256(g)(1). 

 The term foreign currency contract means any contract that: 
 Requires delivery of, or the settlement of which depends on the value of, a foreign currency 

that is a currency in which positions are also traded through regulated futures contracts, 
 Is traded in the interbank market, and 
 Is entered into at arm’s length at a price determined by reference to the price in the 

interbank market. Section 1256(g)(2)(A). 

 The term ”nonequity” option means any listed option which is not an equity option. An 
equity option is an option to buy or sell stock, or the value of which is determined by 
reference to any stock or any based security index. Section 1256(g)(3), (6). A listed option 
means any option (other than a right to acquire stock form the issuer) which is traded on 
a qualified board or exchange. Section 1256(g)(5). 
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 In general, Section 1256 contracts are marked-to-market 
and generally subject to a 40/60 rule (40% STC and 60% 
LTC gain or loss). 

 Section 988 does not apply to regulated futures contracts 
or nonequity options (cf. foreign currency contracts). See 
§988(c)(1)(D)(i). However, the taxpayer may elect out and 
apply the rules under §988. See §988(c)(1)(D)(ii). 

 However, Section 988 would apply to foreign currency 
contracts. Unless the taxpayer elects out, the character is 
ordinary. Otherwise, it is subject to the 40/60 rule. See Reg. 
§1.988-3(b) (last sentence). 
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 Governed by Section 1092. 
 Defers losses with respect to offsetting positions to the extent of 

unrecognized gain with respect to personal property. Personal 
property means any personal property of a type that is actively 
traded. Section 1092(d). “Offsetting position” is a position with 
respect to personal property that “substantially diminishes the 
risk of loss” from the taxpayer (or a member of the taxpayer's 
affiliated group) holding a second position with respect to 
personal property, whether or not the personal property is of the 
same type. Section 1092(c).

 Any foreign currency for which there is an active interbank 
market is presumed to be actively traded. Section 1092(d)(7)(B). 

 Section 263(g) requires the capitalization of interest and 
carrying charges allocable to personal property that is part of the 
straddle. 
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 Virtual currency is not treated as currency.

 Virtual currency is treated as property. 

 Character is subject to regular rules – i.e., capital if 
held as a capital asset. 

 See Notice 2014-21. 
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 Any loss that is at least $50,00 from a section 988 
transaction must be disclosed on Form 8886 and Form 
8918. 

 Applies to individuals and trusts. 

 See Regs. § 1.6011-4(b)(5)(E). 

 Query: 
 Is the 50k threshold on a single transaction basis or do 

you aggregate all the transactions during the year that 
creates the FX loss? 
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 Released end of Dec. 2017

 Provides new guidance on the subpart F treatment and 
timing of foreign currency gain or loss attributable to 
Section 988 transactions of a controlled foreign 
corporation (CFC).
 Expansion of business needs exclusion
 Alleviates certain timing mismatches 

 Provides new election for taxpayers to use a mark-to-
market method of accounting for certain Section 988 
transactions, subject to certain exceptions. 

 Clarifies various issues
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EXAMPLES
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 Facts
 Mr. Smith visits Canada on vacation and exchanges USD 

$500 for 1000 Canadian dollars when the exchange rate is 
1 USD to 2 Canadian dollars. 

 Mr. Smith pays various ordinary expenses during his trip 
for 500 Canadian dollars. On these transactions, the 
aggregate FX gain was USD $100. 

 Mr. Smith exchanges his remaining 500 Canadian 
dollars for USD $375 when the exchange rate was 1 USD 
to 1.33 Canadian dollars. 
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 Result
 The transaction should qualify as a personal transaction 

because Mr. Smith is on vacation.
 As a personal transaction, there is no gain unless the 

gain “on the transaction” exceeds $200. 
 AR: 375 (500 Canadian dollars purchases 375 USD). 
 AB: 250 (250 USD for 500 Canadian dollars). 
 Gain = $125. 

 Even though there was $100 in prior gain relating to FX 
fluctuations, because the gain on this transaction did 
not exceed $200, and the gain resulted from personal 
transactions, there should be no taxation. 
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 Facts
 Same as Example 1, except on the conversion of 500 

Canadian dollars, Mr. Smith took a loss attributable to 
FX of USD $250. 

 Is Mr. Smith entitled to a $250 dollar loss? 
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 Result
 No, taxpayers generally cannot deduct losses for 

personal transactions. 
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 Facts
 Doris takes an assignment in Canada to work for RBC 

and handles their US cross border tax issues.
 After winning the lottery, she quits her job and decides 

to stay there, as she loves the cold snowy weather and 
loves to hangout with Dean and discuss tax issues in 
their free time. She thus purchase an penthouse 
apartment for $10 mm in Toronto instead of renting with 
a 50/50 percent equity to debt ratio, i.e., a 5mm 
mortgage. The mortgage is to be repaid over 30 years 
with principal and interest accruing each month. The 
mortgage is denominated in Canadian dollars. 
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 Assume on the repayment of the principal, there is an FX gain. 
 Is this reportable? 

 Assume on the repayment of principal, there is an FX loss. 
 Is Doris entitled to take the loss? 
 What if Doris rented the property to a third party after leaving her 

assignment and there was an FX loss? 

 How do you translate the interest payments x 12 during the year? 

 What if there is a loss of $5,000 on each principal payment x 12, 
resulting in a $60k loss? 
 Is this a reportable transaction? 

 What if Doris decides to repay in one lump sum the outstanding 
principal resulting in an FX loss of $500k. Is this a reportable 
transaction? 
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 Facts
 On January 1, 2018, Mr. Smith enters into an option 

contract for sale of a group of stocks traded on the 
Japanese Nikkei exchange. 

 Mr. Smith asks you whether this transaction would a 
section 988 transaction? 
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 Result
 The contract is not a Section 988 transaction because 

the underlying property to which the option relates is a 
group of stocks and not nonfunctional currency. 

 However, the initial acquisition of nonfunctional 
currency and subsequent disposition of nonfunctional 
currency to acquire the stock would be a Section 988 
transaction if the acquisition and disposition of the 
currency occurred on separate dates.
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 Facts
 On January 1, 2018, Mr. Smith purchases a one-year note at 

original issue for its issue price of $1,000. The note pays 
interest in dollars at the rate of 4% per annum. 

 The amount of principal received by Mr. Smith upon maturity 
is equal to $1,000 plus the equivalent of the excess, if any, of: 
(a) the Financial Times One Hundred Stock Index (an index 
of stocks traded on the London Stock Exchange, hereafter 
referred to as the “FT100”) determined and translated into 
dollars on the last business day prior to the maturity date, 
over (b) £2.150, the “stated value” of the FT100, which is equal 
to 110% of the average value of the index for the six months 
prior to the issue date, translated at the exchange rate of £1 = 
$1.50. 
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 Result
 The purchase of this instrument is not a Section 988 

transaction because the index used to compute the 
principal amount received upon maturity is determined 
with reference to the value of stock and not 
nonfunctional currency.
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 Facts
 Assume that on January 1, 2007, the spot rate of exchange of U.S. dollars 

for euros was $1 = €0.75. 
 On January 1, 2007, Mr. Smith, a U.S. tax resident, paid $100 to Issuer in 

exchange for the Issuer’s obligation (the “Instrument”) to deliver to Mr. 
Smith, on January 1, 2010, the U.S. dollar equivalent of an amount of 
euros (the “U.S. Dollar Equivalent Amount”). The U.S. Dollar 
Equivalent Amount is determinable on January 1, 2010, and is the sum 
of the following amounts translated into U.S. dollars at the spot rate on 
January 1, 2010: (i) €75, and (ii) an amount of euros calculated by 
reference to a compound stated rate of return applied to €75 from 
January 1, 2007, until January 1, 2010. The compound stated rate of 
return is the excess of a rate based on euro interest rates over a rate 
labeled as a “fee” for the benefit of the Issuer. 

 The U.S. dollar is the functional currency of Mr. Smith.
 There is a significant possibility that the U.S. Dollar Equivalent Amount 

payable by Issuer to Mr. Smith, may be significantly less than $100.
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 Result
 For U.S. federal tax purposes, the Instrument is euro-

denominated indebtedness of Issuer even though the 
taxpayer is not entitled to a guaranteed return of 
principal back in USD. 

 Rationale: the instrument is principal protected in 
Euros.

 See Rev. Rul. 2008-1; See also Notice 2008-2.

 See also Materials – iPath ETN 2005, 2016 (highlighted 
sections). 
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 Facts
 Same facts as before, except the issuer has linked to an 

index of multiple currencies instead of the performance 
of a single FX.

 The Index is intended to replicate a diversified, multi-
national money markets strategy by reflecting the total 
return— including both exchange rate movements and 
implied local deposit rates—of U.S. dollar investments 
in the 15 emerging market currencies that the Index 
comprises.

 Will this change the result of Rev. Rul. 2008-1? 
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 Result
 See iPath GEMS Index ETN. 
 “There is no authority that directly addresses the proper 

U.S. federal income tax treatment …. and therefore the 
U.S. federal income tax consequences of your 
investment …. are highly uncertain …. it would be 
reasonable to treat the Securities as a contingent foreign 
currency denominated debt instrument for U.S. federal 
income tax purposes.”

 Alternatively treatments:
 15 separate FX denominated debt instruments.
 Derivative contract(s). 
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 Facts
 Mr. Smith is a US tax resident living in New York but lived in Canada 

for most of his life prior to moving to the United States. 
 As such, Mr. Smith has decided to invest in a portfolio of securities in 

Canada. The securities are held in a segregated account by RBC as 
broker/dealer. The portfolio is a profit-making activity and expenses 
would be deductible under section 212. 

 The account is denominated in Canadian dollars. 
 Mr. Smith has, however, made many transactions in the account.
 It would be a nightmare for Mr. Smith to account for exchange or loss in 

this account for each transaction if the functional currency is the USD 
because of all the activity. 

 You are hired as Mr. Smith’s tax advisor. He asked you if there is any 
alternatives other than spending many hours attempting to comply. 

 Can Mr. Smith take the position that he has a separate QBU with 
respect to those activities to ease administrative compliance burdens?
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 Result
 An individual’s activities can constitute a QBU. See Reg. 

§1.989-1(b)(2)(ii). 

 Whether he has a separate QBU will depend on whether 
the broker/dealer’s account constitutes separate books 
and records that qualify under the regulations. See Reg. 
§1.898-1(d).

 See also Reg. §1.989-1(e) Example 6 (individual’s 
investment activities may qualify). 
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 Facts
 Assume Mr. Smith, a US tax resident, buys a contract 

from US bank which provides a payout linked to foreign 
currency. If the FX rate appreciates in value compared to 
USD, Mr. Smith would loss his investment, subject to a 
floor of $0. If the FX rate depreciates, Mr. Smith would 
be entitled to a leveraged return subject to a maximum 
amount.

 The contract does not bear interest and the contract is 
not attempting to be the equivalent of an investment in 
a foreign currency. 

 Mr. Smith seeks your advice on how this item would be 
taxed. 
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 Result
 Classification of the contract is not clear because it does 

not fit within the traditional definitions of debt, equity, 
forward contract, futures contract, option, or notional 
principal contract. 

 The market is taking the position these are “single 
financial contracts” subject to open transaction 
treatment. 

 It is not clear whether an election is available. 

 See Morgan Stanley Currency Linked Notes. 
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 Facts
 Doris Co. is a U.S. corporation with the U.S. dollar as its 

functional currency. On January 01, 2018, Doris Co. 
agrees to to borrow from Dean 100x Canadian dollars for 
3 years at a 10 percent rate of interest, payable annually, 
with no principal payment due until the final 
installment. Simultaneously, Doris Co. will also enter 
into a currency swap contract with an unrelated 
counterparty under the terms of which it will swap 100x 
Canadian dollars and on each interest payment date, it 
will swap 8x USD for each 10x Canadian dollars owed. 
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 Can Doris Co. integrate this transaction under Reg. 
1.988-5?

 If so, what is the tax result? 
 See Example 1, Regs. 1.988-5(a)(9)(iv). 
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