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DEPARTMENTY QOF THE TREASURY
Internal Revenue Service

26 CFR Part 1
[REG-208299-90]
RIN 1545-APD1

Allocation and Sourcing of Income and
Deductions Among Taxpayers
Engaged in a Glokal Dealing
Operation; Correction

AGENCY: Internal Revenue Service,
Treasury.

ACTION: Correction to notice of proposed
rulemaking.

SUMMARY: This document contains
corrections, including a change to the
date of the public hearing, to the notice
of proposed rulemaking (REG-208299-
90} which was published in the Federal
Repgister on Friday, March 6, 1998 (63
FR 11177). The notice of proposed
rulemaking relates to the allocation
among controlled taxpayers and
spurcing of income, deductions, gains
and losses from a global dealing
opetation; rules applying these
allocation and sourcing rules to foreign
currency transactions and to foreign
corporations engaged in a U.S, trade or
business; and rules concerning the
mark-to-market treatment resulting from
hedging activities of a global dealing
operation.

DBATES: The public hearing originally
scheduled for July 9, 1998, has been
rescheduled for July 14, 1998,
ADDRESSES: The public hearing will be
held in room 2615, Internal Revenue
Building, 1111 Censtitution Avenue,
NW.. Washington, DC.

FOR FURTHER INFORMATION CONTACT:
Ginny Chung, (202) 622-3870 [not a
to!{l-free number).

SUPPLEMENTARY INFORMATION:
Background

The notice of proposed rulemaking
that is subject to these carrections is
under sections 482 and 864 of Lthe
Internal Revenue Code.

Need for Correcilion

As published, the notice of proposed
rulemaking (REG~208299-90) contain
errors that may prove to be misleading
and are in need of clarification.

Correction of Publication

Accordingly, the publication of the
nolice of proposed rulemaking (REG-
20829990} which is the subject of FR
Doc. 98-5674 is corrected as follows:

1. On page 11182, column Z, in the
preamble under the heading K. Source
of Global Dealing Income”, in the

second paragraph, line §, the language
"“§1.863-3 which sources income from
a'" is corrected to read '§1.863-3(h)
which sources income from a”.

2. On page 11185, column Z, in the
preamble under the heading “'Comments
and Public Hearing”, in the second
paragraph, line 2, the language “‘for july
9, 1998, at 10 a.m. in room 2615, is
corrected to read “'for July 14, 1998, at
10 am. in room 2615,

Cynthia E. Grigsby,

Chief, Regulations Unit, Assistant Chief
Counsel {Corporate).

[FR Doc, 98-10381 Filed 4-20-98; 8:45 am]
BILLING CODE 4830-01-U

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 52

[WA 66-7141a; FRL-5998-2]

Approval and Promulgation of State
Implementation Plans: Washington

AGENCY: Environimental Protection
Agency (EPA).
ACTION: Proposed rule.

summMaRY: The Environmental Protection
Agency (EPA) proposes to approve
several minor revisions to the state of
Washington Implementation Plan (SIP).
Pursuant to section 110(a} of the Clean
Air Act (CAA), the Director of the
Washington Departinent of Ecology
(Ecology) submitted a request to EPA
dated December 30, 1997, to revisc
certain regulations of a local air
pollution contro! agency, namely, the
Puget Sound Air Pellution Control
Agency (PSAPCA). In the Final Rules
Section of this Federal Register, the
EPA is approving the State’s SIP
revision as a direct final rule without
prior proposal because the Agency
views this as a noncontroversial
revision amendment and anticipates nc
adverse comments. A detailed rationale
for the approval is sel forth in the direct
final rule. If no adverse comiments are
received in response to this proposed
rule, no further activity is contemplated
in relation to this rule. If the EPA
receives adverse comments, the direct
final rule will be withdrawn and al}
public comments received will be
addressed in a subsequent final rule
hased on this proposed rule. The EPA
will not institute a second comment
pericd on this action.

DATES: Comments on this proposed rule
must be recelved in writing by May 21,
1998.

ADDRESSES: Written comments should
be addressed to Montel Livingston,
Environmental Protection Specialist

{OAQ-107), Office of Air Quality, at the
EPA Regional Office listed below.
Copies of the documents relevant to this
proposed ruele are available for public
inspection during normal business
hours at the following locations. The
interested persons wanting 1o examine
these decuments should make an
appointmeni with the appropriate office
at least 24 hours before the visiting day.

Environmental Protection Agency,
Region 10, Office of Air Quality, 1200
6th Avenue, Seattle, WA 98101. The
State of Washington Department of
Ecolegy, P.O. Box 47600, Olymipia,
Washington 98504,
FOR FURTHER INFORMATION CONTACT:
Christi Lee, Washington Operations
Office, EFA, 300 Desmond Drive, Suite
#102, Lacey, Washington 98503, (360)
753-9079.
SUPPLEMENTARY INFORMATION: See the
information provided in the Direct Final
action which is located in the Rules
Section of this Federal Register.

Dated: April 6, 1998,
Chuck Clarke,
Regional Administrator, Reglon X,
[FR Boc. 98-10400C Filed 4-20-98: 8:45 am)
BILLING CODE 6560-50-P

ENVIRONMENTAL PROTECTION
AGENCY

40 CFR Part 799

[OPPTS-42187N; FRL-5760-6]
RIN 2070~-AC76

Amended Proposed Test Rule for
Hazardous Air Pollutants; Extension of
Comment Period

AGENCY: Environmental Protection
Agency {(EPA).

ACTION: Amended proposed rule;
extension of comment period.

SUMMARY: EPA is proposing additional
amendments to the proposed test rule
(61 FR 33178, June 26, 1996, as
amended aL 62 FR 67466, December 24,
1997} that was issued under section 4(a)
of the Toxic Substances Conirol Act
(TSCA) that would require
manufacturers (including importers)
and processors to test the hazardous air
pellutants (HAPs) specified in the
amended proposed test rule for certain
health effects. This second amended
proposed test rule modifies the
provisions identifying the persons that
would be required Lo test under the
HAPs rule, and provides additional
guidance to persons in determining
what their responsibilities would be
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need not include the recipient’'s
signature. Electrenic mail receipts shall
also include the e-mail address to which
notice was delivered, but need not
include the recipient’s signature. An
applicant may rely on another form of
documentation only if FDA has agreed
to such documentation in advance.

* * * * *

4. Section 314.95 is amended by
revising the introductory text of
paragraph (a) and pacagraph () and
adding paragraph (c)(8) to read as
follows:

§314.95 Notice of certification of invalidity
or neninfringement of a patent.

(a) Notice of certification. For each
patent that claims the listed drug or that
claims a use for such listed drug for
which the applicant is seeking approval
and that the applicant certifies under
§314.94(a)(12) is invalid, unenforceable,
or will not be infringed, the applicant
shall give notice of such certification by
mail or personal delivery to and shall
obtain verification of receipt from each
of the following persons:* * *
® * * & *

(C] + 3 x

(8) The envelope, where applicable,
and cover sheet of the notice shail be
clearly fabeled in 14 point or larger,
bold, all capitals type with the words
“PATENT CERTIFICATION." E-mail
notices shal} state "PATENT
CERTIFICATION" as the subject line
and as the first line of text of the e-mail
message.

* * ® * ¥

{e) Documentation of receipt of notice.
The appticant shall amend its
abbreviated application to document
receipt of the notice required under
paragraph {a) of this section by each
person provided the notice. The
applicant shall include a copy of the
return receipt or other similar evidence
of the date the notification was received.
FDA will accept as adequate
documentation of the date of receipt a
return receipt from registered or
certified mail, a letter acknowledging
receipt by the person provided the
notice, or a verification of receipt that
contains the date notice was delivered,
the address to which notice was
delivered, and the signature of the
recipient. Electronic signatures and
electronic records shall comply with the
provisiens of 21 CFR part 11. Facsimile
receipts shall also include the telephone
number to which notice was faxed, but
need not include the recipient's
signature. Efectronic mail receipts shall
also include the e-mail address to which
notice was delivered, bul need not
include the recipient's signature. An

applicant may refy on another form of
documentation only if FDA has agreed
to such documentation in advance.

* * * ¥ *

Dated: February 26, 1998,
William B. Schaliz,
Deputy Commissioner for Policy.
IFR Doc. $8-5800 Filed 3-5-98; 8:45 am]
BILLING CODE 4160-01-F

DEPARTMENT OF THE TREASURY
Intemal Revenue Service

26 CFR Part 1
[REG—208299-90]
RIN 1545-AP01

Allocation and Saurcing of lncome and
Deductions Among Taxpayers
Engaged in a Global Dealing Operation

AGENCY: Internal Revenue Service {IRS},
Treasury.

ACTION: Notice of proposed rulemaking
and notice of public hearing.

SUMMARY: This document contains
proposed rules for the allocation among
controlied taxpayers and sourcing of
income, deductions, gains and losses
from a global dealing operation; rules
applying these allocation and sourcing
rules to foreign currency transactions
and to foreign corporations engaged in
a LS. trade or business; and rules
concerning the mark-to-market
treatment resulting from hedging
activities of a global dealing operation.
These proposed rules affect foreign and
dornestic persons that are participants
in such operations either directly or
indirectly through subsidiaries or
partnerships. These proposed rules are
necessary to enable participants in a
global dealing operation to determine
their arm’s lengih contribution to a
giobal dealing operation. This document
also provides netice of a public hearing
on these proposed regulations.

DATES: Written comments must be
received by June 4, 1998, Qutlines of
oral comments to be discussed at the
public hearing scheduled for July 9,
1998, must be received by June 18,
1998.

ADDRESSES: Send submissions to:
CC:DOM:CORP:R (REG-208299-50),
room 5226, Internal Revenue Service,
POB 7604, Ben Franklin Station,
Washington. DC 20044. Submissions
may be hand delivered between the
hours of 8 a.mm. and 5 p.m. to:
CC:DOM:CORP:R (REG-208299-90),
Courier's Desk, Internal Revenue
Service, 1111 Constitution Avenue,

N.W., Washington, D.C. Alternatively,
taxpayers may submit comments
electronically via the [nternet by
selecting the “Tax Regs” option on the
IRS Home Page, or by submitting
comments directly to the IRS Internet
site at http://www.irs.ustreas.gov/prod/
tax_ regs/comments.htmi. The public
hearing will be held in room 2615,
Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER BAFORMATION CONTACT:
Concerning the regulations in general,
Ginny Chung of the Office of Associate
Chief Counse! (International), {202}
622-3870; concerning the mark-to-
market treatment of global dealing
operations, Richard Hoge or JoLynn
Ricks of the Office of Assistant Chief
Counsel {Financial Instituttons &
Products), {202) 622-3920; concerning
submissions and the hearing, Michael
Slaughter, (202) 622-7190 (not toll-free
numbers],

SUPFL EMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information
contained in this notice of proposed
rulemaking have been submitted to the
Office of Management and Budget for
review in accordance with the
Paperwork Reduction Act of 1995 (44
U.S.C. 3507{d)). Comments on the
collections of information should be
sent to the Office of Management and
Budget, Attn: Desk Officer for the
Department of the Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503, with copies to
the Internal Revenue Service, Attn: IRS
Reports Clearance officer, T:FS:FP,
Washington, DC 20224. Comments on
the collectiens of information should be
received by May 5, 1998.

Comments are specifically requested
concerning: Whether the proposed
collections of information are necessary
for the proper performance of the
functions of the Internal Revenue
Service, including whether the
information will have practical ulility;

The accuracy of the estimated burden
associated with the proposed collections
of information {see below);

How the quality, utility, and clarity of
the information to be collected may be
enhanced;

How the burden of complying with
the propnsed collections of information
may be minimized, including through
the application of automated collection
techniques or other forms of informaticn
technology; and

Estimates of capital or start-up costs
and costs of operaticn, maintenance,
and purchase of services to provide
information.



The collections of information in
these proposed regulations are in
§51.475(g)-2(b), 1.482-8(h)(3), 1.482-
8(c){(3), 1.482-8{d}(3). 1.482-8(e)(5),
1.482-8(e)(6), and 1.863-3(h). The
information is required to determine an
arm'’s length price. The collections of
information are mandatory. The likely
recordkeepers are business or other for-
profit institutions.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection of information
unless the collection of information
displays a valid control number
assigned by the Office of Management
and Budget.

Books or records relating to a
collection of information must be
retained as long as their contents may
become material in the administration
of any internal revenue law. Generally,
tax returns and tax return information
are confidential, as required by 26
U.5.C. 6103.

Estimated total annual recordkeeping
burden: 20,000 hours. Estimated average
annual burden per recordkeeper is 40
hours. Estimated number of
recordkeepers: 500.

Background

In 1990, the IRS issued
Announcement 90-106, 1990-38 IRB
29, requesting comments on how the
regulations under sections 482, 864 and
other sections of the Internal Revenue
Cade could be improved to address the
taxation issues raised by global trading
of financial instruments. Section 482
concerns the allocation of income,
deductions, credits and allowances
among related parties. Section §64
provides rules for determining the
income of a foreign person that is
“effectively connected” with the
conduct of a U.S. trade or business and
therefore can be taxed on a net income
basis in the United States. Provisions
under sections B64(c}{2) and (3) provide
rules for determining when U.5. source
income is effectively connected income
(ECI); section 864(c}(4) provides rules
for determining when foreign source
income is ECL

The rules for determining the source
of income generally are in sections 861,
862, 863 and 865, and the regulations
promulgated under those sections.
Section 1.863-7 provides a special rule
for income from notional principal
contracts, under which such income
will be treated as U.S.-source ECT if it
arises from the conduct of a U.S. trade
or business under principles similar to
those that apply under section 864(c) (2).
An identical rule applies for
determining U.S. source ECI under
§1.988-4(c) from Fforeign exchange gain

or loss from certain transactions
denominated in a foreign currency.
Because no regulations were issued in
response Lo the comments that were
received after Announcement 90-106,
there remain a number of uncertainties
regarding the manner in which the
existing regulations described above
apply to financial institutions that deal
in financial instruments through one or
more entities or trading locations. Many
financial institutions have sought 10
resolve these preblems by negotiating
advance pricing agreements {(APAs)
with the IRS, In 1934, the IRS published
Notice 94-40, 1994-1 CB 351, which
provided a generic description of the
IRS’s experience with global dealing
operations conducted in a functionally
fully integrated manner. Notice 34-40
specified that it was not intended to
prescribe rules for future APAs or for
taxpayers that did not enter into APAs,
Moreover, Notice 94-40 provided no
guidance of any kind for financial
institutions that do not conduct their
global dealing operations ina
functionally fully integrated manner.

Explanation of Provisions

1. Intraduction

This document contains proposed
regulations relating to the determination
of an arm’s length allocation of income
among participants engaged in a global
dealing operation. For purposes of these
regulations, the terms “"global dealing
operation’’ and “participant” are
specifically defined. The purpose of
these regulations is to provide guidance
on applying the arm'’s length principle
to transactions between participants in
a global dealing operation. The general
rules in the final regulations under
section 482 that provide the best
method rule, comparability analysis,
and the arm’s length range are gencrally
adoptied with some modifications to
conform these principles to the global
dealing environment. In addition, the
proposed regulations coniain new
specified methods with respect to global
dealing operations that replace the
specified methods in §§ 1.482-3 through
1.482-6.

This decument also contains
proposed regulations addressing the
source of income earned in a global
dealing operation and the circumstances
under which such income is effectively
connected to a foreign corporation’s
U.S. trade or business. The regulations
proposed under section 863 gencrally
source income earned in a global
dealing operation by reference to the
residence of the participant. For these
purposes, residence is defined under
section 988(a}(3){B) such that global

dealing income may be sourced hetween
separate qualified business units {QBUs)
of a single taxpayer or among separate
taxpayers who are participants, as the
case may be. Exceptions to this general
rule are discussed in further detail
below.

Proposed amendments to the
regulations under scction 864 provide
that the principles of the proposed
section 482 regulations may be applied
to determine the amount of income, gain
or loss from a foreign corporation’s
global dealing operation that is
effectively connected to a U.S. trade or
business of a participant, Similar rules
apply to foreign currency transactions
that ave part of a global dealing
operation.

The coembination of these aliocation,
sourcing, and effectively connected
income rules is intended to enable
taxpayers to establish and recognize on
an arm'’s length basis the contributions
provided by separate QBUs to a global
dealing cperation.

This document also contains
proposed regulations under section 475
to coordinate the accounting rules
governing the timing of income with the
allocation, sourcing, and effectively
connected income rules proposed in
this document and discussed above.

2. Explanation of Specific Provisions
A, Section 1.482-1(a)(1)

Section 1.482~1(a)(1} has been
amended to include expressly
transactions undertaken in the course of
a global dealing operation between
contrelled taxpayers within the scope of
transactions covered by section 482. The
pucpose of this amendment is to clarify
that the principles of section 482 apply
to evaluate whether global dealing
transactions entered into between
controlled taxpayers are at arm's length.,

B. Section 1.482-8(a}—CGeneral
Requirernents

Section 1.482-8(a)(1} lists specified
methods that may be used to determine
if global dealing transactions entered
into between controlled taxpayers are at
arm’s length. The enumerated methods
must be applied in accordance with all
of the provisions of § 1.482-1, including
the best method rule af § 1.482-1(c}, the
comparability analysis of § 1.482-1(d),
and the arm's length range rule of
§51.482-1(e}). The section further
requires that any modifications or
supplemental considerations applicable
to a global dealing operation set forth in
§ 1.482—8{a}{3) be taken into account
when applying any of the transfer
pricing methods. Specific modifications
to the factors for determining



Federal Register/Vol. 63, No. 44/Friday, March 6, 1998/Proposed Rules

11179

comparability and the arm’s length
range rule are provided in §1.482-
8(a)(3}). These modifications and special
considerations are discussed in more
detail under their respective headings
below.

C. Section 1.482-8(a)(2)—Definitions
Applicable to a Global Dealing
Operation

Section 1.482-8{a}(2} defines “'global
dealing operation,” “'participant,”’
“regular dealer in securities,” and other
terms that apply for purposes of these
regulations. These definitions
supplement the general definitions
provided in § 1.482-1(j).

The rules of § 1.482-8 apply only to
a global dealing operation. A “gliobal
dealing operation’’ consists of the
execution of customer transactions
{including marketing, sales, pricing and
risk management activities) in a
pacticular financial product or line of
financial products, in multiple tax
jurisdictions and/or through multiple
participants. The taking of proprietary
positions is not included within the
definition of a global dealing operation
unless the proprietary positions are
entered into by a regular dealer in
securities in connection with its
activities as such a dealer. Thus, a hedge
fund that does not bave customers is not
covered by these regulations. Positions
held in inventory by a regular dealer in
securities, however, are covered by
these regulationis even if the positions
are unhedged because the dealer is
taking a view as to future rmarket
changes.

Similarly, lending activities are not
included within the definition of a
global dealing operation. However, if a
person makes a market in, by buying
and selling, asset-backed securilies, the
income from thal activity may be
covered by these regulations, regardless
of whether the dealer was a party to the
loans backing the securities. Thercfore,
income earned from such lending
activities or from securities held for
investmnent is nat income from a glabal
dealing operation and is not governed
by this section. A security may be held
for investment for purposes of this
section even though it is not identified
as held for investment under section
475,

Activities unrelated to the conduct of
a global dealing operaticn are not
covered by these regulations, even if
they are accounted for on a mark-to-
market basis. Accordingly, inceme from
proprictary trading that is not
undertakern in connection with a global
dealing operation, and other financial
transactions that arc not entered into in
a dealing capacity are not covered by

these proposed regulations. The
regulations require that participants
engaged in dealing and nondealing
activities and/or multiple dealing
activities segregate income and expense
attributable to each separate dealing
operation sc that the best method may
be used to evaluate whether controlled
transactions entered into in connection
with a particuiar dealing activity are
priced at arm'’s length. The regulations
also require that taxpayers segregate
their dealer activities from their lending,
proprietary trading or other investment
activities not entered into in connection
with a global dealing operation.
Comments are solicited on whether the
proposed regulations issued under
section 475 in this notice of proposed
rulemaking are sufficient to facilitate
identification of the amount of income
that should be subject to allocation
under the global dealing regulations.

The term participant is defined as a
controlled taxpaycr that is either a
regular dealer in securities within the
meaning of § 1.482-8(a)(2)(iii}, or a
member of a group of controlled
taxpayers which includes a regular
dealer in securities, so long as that
member conducts one or more activities
related to the activities of such dealer.
For these purposes, such related
activities are the marketing, sales,
pricing, and risk management activities
qnecessary to the definition of a global
dealing operation. Additionally,
brokering is a related activity that may
pive rise to participant status. Related
activities do not include credit analysis,
accounting services, back office
services, or the provision of a guarantee
of one or more transactions entered into
by aregular dealer in securities or other
participant. This definition is significant
because the transfer pricing methods
contained in this section can only be
used by participants, and only to
evaluate whether compensation
attributable to a regular dealer in
securities or a marketing, sales, pricing,
risk management or brokering function
is at arm's length. Whether the
compensation paid for ather functions
performed in the course of a global
dealing operation {including certain
services and development of
intangiblies) is at arm’s length is
determined under the appropriate
section 482 regulations applicable to
those fransactions.

The definition of a global dealing
operation does not require that the
global dealing operation be conducted
arcund the world or on a iwenty-four
hour basis. These regulaticns will apply
if the controlled taxpayers, or QBUs of
a single taxpayer, cperate in the
aggregate in more than one lax

jurisdiction. It is not necessary,
however, for the participants to conducl
the global dealing pperation in more
than one tax jurisdiction. For example,
a participant that is resident in one tax
Jjurisdiction may conduct its paniicipant
activities in the global dealing operation
through a trade or business in another
Jjurisdiction that is the same jurisdiction
where the dealer activity of a separate
controlled taxpayer takes place. In this
situation, the rules of this section apply
to determine the allocation of income,
gain or loss between the two controlled
taxpayers even if all of the income, gain
or loss is allocable within the same tax
jurisdiction.

The term regular dealer in securities
is specifically defined in this regulation
gonsistently with the definition of a
regular dealer under § 1.954-2(aj (4}(iv].
Under these proposed regulations, a
dealer in physical securities or
currencies is a regular dealer in
securities if it regularly and actively
offers to, and in fact does, purchase
securities or currencies from and sell
securities or currencies to customers
who are niot controlled taxpayers in the
ordinary course of a trade or business.
In addition, a dealer in derivatives is a
regular dealer in securities if it regularly
and actively offers 1o, and in fact does,
enter into, assume, offset, assign or
otherwise terminate positions in
securities with customers who are not
controlled entities in the ordinary
course of a trade or business. The IRS
solicits comments on whether these
regulations should be extended to cover
dealers in commodities and/or persons
trading for their own account that are
not dealers.

D. Best Method and Comparability

Consistent with the general principles
of section 482, the best method rule
applies to evaluate the most appropriate
methed for determining whether the
controlled transactions are priced at
arm’s length. New specified methods
which replace the specified methods of
§§ 1.482-2 through 1.482-6 for a global
dealing operation are set forth in
§51.482-8(b) through 1.482-8(f). The
comparable profits method of §1.482-5
has been excluded as a specified
method for a global dealing operation
because of the high variability in profits
from company to company and year lo
year due to differences in business
sirategies and fluctuations in the
financial markets.

The proposed regulations do not
apply specific metheds to certain
trading models, such as those
cormnmonly referred to in the financial
services industry as ''separate
enterprise,”” 'natural home,”



11180

“centralized product management,” or
“integrated trading.” Rather, the
proposed regulations adopt the best
method rule of §1.482-1(c} to determine
the most appropriate transfer pricing
methodology, taking into account all of
the facts and circumstiances of a
particular taxpayer’s trading structure.
Consistenit with the best method rule,
there is no priority of methods.

Application of the best method rule
will depend on the structure and
organization of the individual taxpayer’s
global dealing operation and the nature
of the transaction at issue. Where a
iaxpayer is engaged in more than one
global dealing operation, it will be
necessary to segregate each activity and
determine on a transaction-by-
transaction basis within each activity
which method provides the most
reliable measure of an arm'’s length
price. lt may be appropriate to apply the
same method to multiple transactions of
the same type within a single business
activity entered into as part of a global
dealing operation. For example, if a
taxpayer operates its global dealing
activity in notional principal contracts
differently than its foreign exchange
trading activity, then the income from
notional principal contracts may be
allocated using a different methodology
than the income from foreign exchange
trading. Moceover, the best method rule
may require that different methods be
used to determine whether different
controlled transactions are priced at
arm's length even within the same
product line. For example, one method
may be the most appropriate to
determine if a controlled transaction
between a global dealing operation and
another businesgs activity is at arm’s
length, while a different method may be
the most appropriate to determine if the
allecation of income and expenses
among participants in a global dealing
operation is at arm’s length.

Section 1.482-8(a}(3} reiterates that
the principle of comparability in
§1.482-1(d} applies 1o transactions
entered into by a global dealing
operation. The comparability factors
provided in §1.482-8(a)(3) (functional
analysis, risk, and economic
conditions), however, must be applied
in place of the comparability factors
discussed in §1.482-1(d)(3). The
comparability factors for contractual
terms in §1.482-8(a)(3) supplement the
comparability factors for contractual
terms in § 1.482-1(d)}(3){1i). The
cornparability factors in this section
have been included to provide guidance
on the factors that may be most relevant
in assessing comparability in the
context of a global dealing operation.

E. Armi’s Length Range

In determining the arm’s length range,
51.482-1(e) will apply except as
modified by these proposed regulations.
In determining the reliability of an arm'’s
length range, the IRS believes that it is
necessary to consider the fact that the
market for financial products is highly
volatile and participanis in a global
dealing operation frequently earn only
thin profit margins. The reliability of
using a statistical range in establishing
a comparable price of a financial
product in a global dealing operation is
based on facts and circumstances. In a
global dealing operation, close
proximity in time between a controlled
transaction and an uncontrolled
transaction may be a relevant factor in
determnining the reliability of the
uncontrolled transaction as a measure of
the armn’'s length price. The relevant time
period will depend on the price
volatility of the particular product.

The district director may,
notwithstanding § 1.482-1(e){1), adjust a
taxpayer's results under a method
applied on a transaction-by-transaction
basis if a valid statistical analysis
demonstrates that the taxpayer's
controlled prices, when analyzed on an
aggregate basis, provide results that are
not arm's length. Sce §1.482-1(0{2) (iv).
This may occur, for example, when
there is a pattern of prices in controlled
trangactions that are higher or lower
than the prices of comparable
uncontrelled transactions,

Comments are solicited on the types
of analyses and factors that may be
relevant for pricing controlled financial
transactions in a global dealing
operation. Section 1.482-1{e) continues
to apply in its entirety to transactions
among participants that are common to
businesses other than a global dealing
operation. In this regard, the existing
rules continue 1o apply to pricing of
certain services from a participant to a
regular dealer in securities other than
services that give rise to participant
status.

F. Comparable Uncontrolled Financial
Transaction Method

The comparable uncontrolled
financial transaction {CUFT) method is
set forth in § 1.482-8(b). The CUFT
method evaluates whether controlled
transactions satisfy the arm's length
standard by comparing the price of a
controlled financial transaction with the
price of a comparable unconirolied
financial transaction. Similarity in the
contractual terms and risks assumed in
entering into the finaneial transaction
are the most important comparability
factors under this method.
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Ordinarily, in global dealing
operations, proprietary pricing models
are used to calculate a financial
product’s price based upon market data,
such as interest rates, currency rates,
and market risks. The regulations
contemplate sthat indirect evidence of
the price of a CUFT may be derived
from a proprietary pricing model if the
data used in the model is widely and
routinely used in the ordinary course of
the taxpayer's business to price
uncontrolled transactions, and
adjustments are made to the amount
charged to reflect differences in the
factors that affect the price to which
uncontrolled taxpayers would agree. In
addition, the proptietary pricing model
must be used in the same manner to
price transactions with controlled and
uncontrolled parties. If a taxpayer uses
its internal pricing maodel as evidence of
a CUFT, it must, upon request, furnish
the pricing model to the districi director
in order to substantiate its use.

G. Gross Margin Methed

The gross margin method is set forth
in § 1.482-8{c) and should be
considered in situations where a
taxpayer performs only a routine
marketing or sales function as part of a
global dealing operation. Frequently,
taxpayers that perform the sales
function in these circumstances
participate in the dealing of a variety of,
rather than selely identical, financial
products. In such a case, the variety of
financial products sold within a
relevant time period may limit the
availability of comparable uncontrolled
financial transactions. Where the
taxpayer has performed a similar
function for a variety of products,
however, the gross margin method can
be used to determine if controlled
transactions are priced at arm’s length
by reference to the amount earned by
the taxpayer for performing simnilar
functions with respect te uncentrolled
transactions.

The gross margin method determines
if the gross profit realized on sales of
financial products acquired from
controlled parties is at arm’s length by
comparing that profit to the gross profit
earned on uncontrolled transactions.
Since comparability under this method
depends on the similarity of functions
petformed and risks assumed,
adjustments must be made for
differences between Lhe functions
performed in the disposition of financial
products acquired in controlied
transactions and the functions
performed in the disposition of financial
products acquired in uncontrolled
transactions. Although close product
similarity will tend to improve the
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reliability of the gross margin method,
the reliability of this method is not as
dependent on product similarity as the
CUFT method.

Participants in a global dealing
operation may act simply as brokers, or
they may participate in structuring
complex products. As the role of the
participant exceeds the brokerage
function, it becomes meoere difficult to
find comparable functions because the
contributions made in structuring one
complex financial product are not likely
to be comparable to the contributions
made in structuring a different complex
financial praduct. Accordingly, the
regulations provide that the reliability of
this method is decreased where a
participant is substantially involved in
developing a financial product or in
tailoring the product to the unique
requirerments of a customer prior to
resale.

H. Gross Markup Method

Like the gross margin methad, the
gross markup method set forth in
§1.482-8(d) should generally be
considered in situations where a
1axpayer performs only a routine
marketing or sales function as part of a
global dealing operation, and, as is often
the case, handles a variety of financial
products within a relevant time period.
The gross markup method is generally
approptiate in cases where the taxpayer
performs a routine sales functien in
buying a financial product from an
uncontrolled pariy and reselling or
transferring the product te a controlled
party.

The gross markup method determines
if the gross profit earned on the
purchase of financial products from
uncontrolled parties and sold to
cantrolled taxpayers is at armn's length
by comparing that profit to the gross
profit earned on uncontrolled
transactions. Like the gross margin
method, comparability under this
method depends on the similarity of the
functions performed and risks assumed
in the controlled and uncontrolled
transactions. Accerdingly. adjustments
should be made for differences between
the functions performed in the sale or
transfer of financial products to
controlled parties, and the functions
performed with respect to the sale or
transfer of financial products to
unconirolled partjes. Although close
product simtlarity will tend to improve
the reliability of the gross markup
method, the reliability of this method is
not as dependent on product similarity
as the CUF'T method.

As in the gross margin methaod, the
regulations provide that the reliability of
this method generally is decreased
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where a participant is substantially
involved in developing a financial
product or in tailoring the product 1o
the unique requirements of a customer
prior to resale,

}. Profit Split Methods

New profit split methods are
proposed for global dealing participants
under § 1.482-8(e). Global dealing by its
nature invoelves a certain degree of
integratien among the participants in
the global dealing operation. The
structure of some global dealing
operalions may make it difficult to
apply a traditional transactional method
to determine if income is allocated
among pasticipants on an arm’'s length
basis. Two profit split methods, the total
profit split method and the residual
profit split method, have been included
as specified methods for determining if
global dealing income is allocated at
arm’s length.

Profit split methods may be used to
evaluate if the allocation of operating
profit from a global dealing operation
compensates the participants at arm's
length for their contribution by
evaluating if the allocation is one which
unconirolled pariies would agree to.
Accordingly, the reliability of this
method is dependent upon clear
identification of the respective
contributions of each participant to the
global dealing cperation.

In general, the profit split methods
must be based on objective market
benchmarks that provide a high degree
of reliability, i.e., comparable
arrangements between unrelated parties
that allocate profits in the same manner
and on the same basis. Even if such
comparable uncontrolied transactions
are not available, however, the taxpayer
may be able to demonstrate that a total
profit split provides arm's length resulis
that reflect the economic value of the
contribution of each participant, by
reference to other objective factors thal
provide reliability due to their arm’'s
length nature. I'or example, an
allocation of income based on trader
benuses may be reliable, under the
pacticular facts and circumstances of a
given case, if the taxpayer can
demonstrate that such bonuses are
based on the value added by the
individual traders. By contrast, an
allocation based on headcount or gross
expenses may be unreliable, because the
respective participants might, for
example, have large differences in
efficiency or cost control practices,
which would tend to make such factors
poar reflections of the economic value
of the functions contributed by each
participant.

The proposed regulations define gross
profit as gross income sarned by the
global dealing operation. Operating
expenses arc those not applicable to the
determination of gross income earned
by the global dealing operation. The
operating expenses are global expenses
of the global dealing operation and are
subtracted from gross profit to
determine the operating profil.
Taxpayers may need to allocate
cperating expenses that relate to more
than one global dealing activity.

The regulations state that in
appropriate circumstances a multi-factor
formula may be used to determine
whether an allocation is at arm’s length.
Use of a multi-factor formula is
petmitted so long as the formula
allocates the operating profit or loss
based upon the factors that uncontrolled
taxpayers would consider. The
regulations do not prescribe specific
factors to be used in the formula since
the appropriateness of any one factor
will depend on all the facts and
circurnstances associated with the
global dealing operation. However, the
regulations require that the multi-factor
formula take into account all of the
functions performed and risks assumed
by a participant, and attribute the
appropriate amount of income or loss to
each function. The IRS also solicits
comments concerning which factors
may be appropriate {for example, initial
net present value of derivatives
contracts) and the circumstances under
which specific factors may be
apptropriately applied.

The purpose of the factors is to
measure the relative value contributed
by each participant. Thus, adjustiments
must be made for any circumsiances
other than the relative value contributed
by a pariicipant that influence the
amount of a factor so that the factor does
not allocate income Lo a participant
based on circumstances that are not
relevant to the value of the function or
aclivity being measured. For example, if
trader compensaltion is used to allocate
income among participants, and the
traders in two different jurisdictions
would be paid different amounts {(for
exarnple, due to cost of living
differences) to contribute the same
value, adjustments should be made for
the difference so that the factors
accurately measure the value
contributed by the trading function. The
IKS solicils comments regarding the
types of adjustments that should be
made, how to make such adjustments,
and the need for further guidance on
this point.

The total profit split method entails a
one step process whereby the operating
profit is allocated among the
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participants based on their relative
contributions to the profitability of the
global dealing operation. No distinction
is made between routine and nonroutine
contributions. The total profit split
method may be useful to allocate
income earned by a highly integrated
global dealing operation where all
routine and nonroutine dealer functions
are performed by each participant in
each location. Accordingly. total profit
or loss of the global dealing cperation
may be allocated among various
jurisdictions based on the relative
performance of equivalent functions in
each jurisdiction.

The residual profit split method
entails a two step process. In the first
step, the routine functions are
compensated with a market return based
upon the best transfer pricing method
applicable to that transaction. Routine
functions may include, but are not
limited to, functions that would not give
rise to participant status and which
should be evaluated under §§ 1.482-3
through 1.482-6. After compensating
the routine functions, the remaining
operating profit {the “residual profit’} is
allocated among the participants based
upon their respective nonroutine
contributions.

It should be noted that, while in
appropriate cases a profit split method
may be used to determine if a
participant is compensated at arm'’s
length, use of the profit split method
does not change the contractual
relationship between participants, nor
does it affect the character of
intercompany payments. For example, if
a controlled taxpayer provides solely
trading services to a global dealing
operation in a particular jurisdiction,
any payment it recejves as
compensation for services retains its
character as payment for services and,
under the regulations, is not converted
into a pro rata sharce of cach item of
gross income earned by the global
dealing operation.

}. Unspecified Methods

Consistent with the principles
underlying the best method rule, the
regulations provide the option to use an
unspecified method if it is determined
to be the best method. The IRS solicits
comments on the extent to which the
variety of methods on which specific
guidance has been provided is adequate.

Guidance on the use of a comparable
profits method has specifically not been
included as a specified methed in the
proposed regulations because use of that
method depends on the existence of
arrangements between uncontrolled
taxpayers that perform comparable
functions and assume comparable risks.

Clobal dealing frequently involves the
use of unique intangibles such as trader
know-how. Additionally, anticipated
profit is often influenced by the amount
of risk a participant is willing to bear.
Accordingly, the IRS believes it is
unlikely that the comparability of these
important functions can be measured
and adjusted for acrurately in a giobal
dealing operation.

K. Source of Global Dealing Income

Under current final regulations in
§1.863-7(a), all of the income
attributable to a notional principal
contract is sourced by reference to the
taxpayer's residence. Exceptions are
provided for effectively connected
notional principal contract income, and
for income earned by a foreign QBU of
a U.S. resident taxpayer if the notional
principal contract is properly reflected
on the books of the foreign QBU.
Attribution of all of the income from a
noticnal principal contract to a single
lnocation has generally been referred Lo
as the "all or nothing™ rule. The current
final regulations do not provide for
multi-location spurcing of notional
principal contract income among the
(QBUs that have participated in the
acquisition or risk management of a
notional principal centract and
therefore do not recognize that
significant activities, including
structuring or risk managing derivatives,
often occur through QBUs in more than
one jurisdiction.

Recognizing the need for multi-
location sourcing of income earned in a
global dealing operation, the proposed
regulations provide a new rule under
§1.863-3 which sources income from a
global dealing operation in the same
manner as the income would be
allocated under §1.482-8 if each QBU
were a separate entity. However, the
rules must be applied differently to take
into account the ceonomic differences
between acting through a single legal
entity and through separate Jegal
entities.

Accordingly, income from a single
transaction may be split-sourced to
more than one location, so lang as the
allocation methodology satisfies the
arm'’s length standard. The all or
nothing rule of § 1.863-7(a) continues to
apply to notional principal contract
income attributable to activities not
related to a giobal dealing operation.
Corresponding changes have been made
in propesed § 1.988-4(h) to exclude
exchange gain or loss derived in the
conduct of a global dealing operation
from the general source rules in § 1.988-
4 (b} and {c).

These special source rules apply only
with respect to participants that perform

a dealing, marketing, sales, pricing, risk
management or brokering function.
Moreaver, these rules do not apply to
income, such as fees for services, for
which a specific source rule is provided
in section 861, 862 or 865 of the Code.
Accordingly, if a controlled taxpayer
provides back office services, the
amount and source of an intercompany
payment for such services is determined
under existing transfer pricing and
sourcing rules applicable to those
services without regard to whether the
controlled taxpayer is also a participant
in a global dealing operatiot:.

If an entity directly bears the risk
assumed by the global dealing
operation, it should be compensated for
that function. In providing, however,
that the seurce (and effectively
connected status) of global dealing
income is determined by reference to
where the dealing, marketing, sales,
pricing, risk management or brokering
function that gave rise to the income
occurred, the regulations effectively
provide that compensation for risk
bearing should be scurced by reference
to where the capital is employed by
traders, marketers and salespeople,
rather than the residence of the capital
provider. This principle applies where a
taxpayer directly beats risk arising from
the conduct of a global dealing
operation, such as when it acts as a
counterparly withaut performing other
global dealing functions. A special rule
provides that the activities of a
dependent agent may give rise to
participant status through a deemed
QBU that performs its participant
functions in the same location where
the dependent agent performs its
participant functions. The deemed QBU
may be created without regard to the
books and recerds requiremnent of
§1.989-1{h).

As indicated, accounting, back office,
credit analysis, and general supervision
and policy control functions do not give
rise to participant status in a global
dealing operation but are services that
should be remunerated and sourced
separately under existing rules. This
principle also applies where a taxpayer
bears risk indirectly, such as through
the extension of a guarantee.
Accordingly, the sourcing rule of
§ 1.863-3({h) does not apply to imterest,
dividend, or guarantee fee income
received by an owner or guarantor of a
global dealing operation that is
conducted by another controlied
taxpayer. The source of interest,
dividend and guarantee fee income,
substitute interest and substitute
dividend payments sourced under
5§51 861-2{a{7) and 1.861-3(a}{G}, and
other income sourced by section 861,
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862 or 865 continues to be governed by
the source rules applicable to those
transactions.

The proposed regulations provide,
consistent with U.S. tax principles, that
an agreement between two QBUs of a
single taxpayer does not give rise to a
transaction because a taxpayer cannot
enter into nor profit from a
“transaction’’ with itself. See, e.g..
§1.446-3{(c)(1). The IRS believes,
however, that these agreements between
QBUs of a single taxpayer may provide
evidence of how income from the
taxpayer’s transactions with third
parties should be allocated among
QBUs. It is a common practice for
taxpayers to allocate income or loss
from transactions with third parties
among QBUs for internal control and
risk management purposes.
Accordingly, the proposed reguiations
specifically provide that such
ailocations may be used to source
income to the same extent and in the
same manner as they may be used to
allocate income between related
persons. Conversely, such transactions
may not be used to the extent they do
not provide an arm's length result.

L. Determination of Global Dealing
Income Effectively Connected With a
U.S. Business

After determining the source of
income, it is necessary to determine the
extent to which such income is ECL
Under current law, the general cule is
that all of the income, pain or loss from
a global dealing operation is effectively
connected with a U 5. trade or business
if the U.S. trade or business materially
participates in the acquisition of the
asset that gives rise to the income, gain
or loss, or property is held for use in the
active conduct of a U.S. trade or
business, or the business activities
conducted by the V.S, trade or business
are a material factor in the realization of
income, gain or Joss. As noted above,
the current final regulations do not
permit the attribution of income, gain or
lass from a global dealing operation that
is allocated and sourced to a U.S. trade
or business under § 1.863~3{h) shall be
elfectively connected. In this regard, an
asset used in a global dealing operation
is treated as an asset used in a U.S. trade
or business to the extent that an
allocation is made io a U.S. QBU.
Similarly, the U.S. rade or business is
also treated as a material factor in the
realization of income, gain or loss for
which an allocation is made to a U.5.
QBU. A special rule for U.S. source
interest and dividend income, including
substitute interest and substitute
dividends, earned by a foreign banking
or similar financial institution in a

global dealing operation treats such
income as attributable to a U.S. trade or
business ta the extent such income
would be sourced (o the Uniied States
under § 1.863-3(h). Any foreign source
income allocated to the United States
under the principles of § 1.863-3(h} is
also treated as attributable to the U.S.
trade or business.

The proposed regulations also limit
an entity's effectively connected income
from a global dealing operation to that
portion of an item of income, gain or
loss that would be sourced to the U.S.
trade or business if the rules of § 1 863-
3(h) were 10 apply. These rules are
intended to ensure that income for
which a specific source cule is provided
in section 861, 862 or 865 does not
produce effectively connected income
unless it was earned through functions
performed by a U.S. QBU of the
taxpayer.

With respect to notjonal principal
contract income and foreign exchange
pain or loss, proposed §§ 1.863-3(h) and
1.988-4(h) also provide that such
income, gain or loss is effectively
connected with the conduct of a U.5.
trade or business to the extent that it is
sourced to the United States under
§1.863-3(h).

In certain circumstances, the global
dealing activities of an entity acting as
the agent of a foreign taxpayer in the
United States may cause the foreign
taxpayer to be engaged ina UL.S. trade
or business. Any income effectively
connected with the U.S. trade or
business must be reparted by the foreign
corperation on a timely filed U.S, tax
return in order for the foreign
corporation 1o be eligible for deductions
and credits attributable to such income.
Sec § 1.882-4. In addition, the agent
must also report any income earned in
its capacity as agent on its own tax
return. The provisions governing the
time and manner for foreign
corporations to make clections under
§§1.882-5 and 1.884-1 remain in force
as promulgated. Under current rules,
these formalities must be observed even
if all of the global dealing income would
be allocated between a U.S. corporation
and a foreign corporation’s U.S. trade or
business. The IRS belicves that these
requirements are justified because of
potential differences that might occur
with respect to the realization of losses
and between actual dividend
rernittances of a U.S. corporation and
deemed dividend remittances under the
branch profits tax. The IRS, however,
solicits comments regarding whether
these filing requirements can be
simplified, taking into consideration the
policies underlying the filing
requiremenis of § 1.882-4.

The Business Profits article contained
in U.S. income tax treaties requires the
United States to attribute to a permanent
establishment that portion of the income
earned by the entity from transactions
with third parties that the permanent
establishrment might be expected to earn
if it were an independent enterprise.
Because the proposed regulations
contained in this document allecaie
glabal trading income among permanent
establishments under the arm s length
principle of the Associated Enterprises
article of U.S. income tax treaties, such
rules are consistent with our obligations
under the Business Profits article.
Accordingly, a proposed rule under
section 894 provides that, if a taxpayer
is engaged in a global dealing operation
through a U.S. permanent
establishment, the proposed regulations
will apply to determine the income
attributable to that U.5. permanent
establishment under the applicable U.S.
income tax treaty.

M. Relationship ta Other Regulations

The allocation rujes contained herein
do not apply to the allocation of interest
expense. As discussed in the preamble
to §1.882-5 (TD 8658, 1996-1 CB (61,
162, 61 FR 9326, March 5, 1996), the
rules contained in § 1.882-5 are the
exclusive rules for allocating interest
expense, including under U.S. income
tax treaties.

Proposed regulations have been
issued under sections 882 and 884
{INTL~-0054-95, 1996-1 CB 844, 61 FR
4377, March 5, 1996) for purposes of
allocating interest expense and
determining the U.S. assets and/or
liabilities reflected on the books of a
foreign corporation s U.S. trade or
business that are attributable to its
activities as a dealer under section 475.
The proposed regulations (and similar
final regulations) under section 884
address the treatment of assets which
give rise to both effectively connected
and non-effectively connected income.
Those rules thus address a situation
analogous to the split-sourcing situation
addressed in these proposed
regulations. The IRS anticipates issuing
proposed regulations under section 861
that provide a similar rule for purposes
of allocating interest expense of a U.S.
corporation that has assets that give rise
to split-sgurced income. Comments are
solicited on the compatibility of the
propaosed regulations contained in this
document with the principles of the
proposed regulations that address a
foreign corporation s allocation of
interest expense, including its
computation of U.S. assets included in
step 1 of the § 1 .882-5 formula and
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component liabilities included in steps
2 and 3 of the §1.882-5 formula.

The IRS believes that the transfer
pricing compliance issues associated
with a global dealing operation are
substantially similar to those raised by
related party transactions generally. The
IRS also believes that the existing
regulations under section 6662
adequately address these issues.
Accordingly, amendments have not
been proposed to the regulations under
section 6662. Section 6662 may not in
certain circumstances, however, apply
to the computation of effectively
connected income in accordance with
proposed regulations under section 475,
863, 864 or 988 rontained in this
document. The IRS will propose
regulations under section 6038C
regarding the information reporting and
recordkeeping requirements applicable
to foreign corporations engaged in a
global dealing operation. It is
anticipated that these regulations will
coordinate the application of sections
6662 and 6038C where necessary.

No inference should be drawn from
the examples in these proposed
regulations concerning the treatment ot
significance of liguidity and
creditworthiness or the effect of such
itemns on the valuation of a security. The
purpose of the proposed regulations
under section 482 is not to provide
guidance on the valuation of a security,
but rather to determine whether the
prices of controlled transactions satisfy
the arm's length standard. Section 475
and the regulations thereunder continue
to govern exclusively the valuation of
securitles.

N. Section 475

A dealer in securities as defined in
section 475 is generally required {o
mark its securities to market. Securities
are exempt from mack-to-market
accounting if the securities are held for
investiment or not held for sale to
custormers and are properly identified
on the taxpayer’s books and records.
Additionally, securities that hedge
positions that are not subject to mark-to-
market accounting are exempt from
mark-to-market accounting if they are
properly identified.

Under the current regulations, a
Laxpayer may not take into account an
agreement between separate husiness
units within the same entity that
transfers risk management responsibility
from a non-dealing business unit to a
dealing business unit. Moreover, such
an agreement may not be used ta
allocate income, expense, gain or loss
between activities that are accounted for
on a mark-to-market basis and activities
that are accounted for on a non-mark-to-

market basis. In contrast, the regulations
proposed in this document under
sections 482, 863, 864, 894, and 988
allow a taxpayer to take into account
records of internal transfers when
allocating global dealing income earned
from third parties for purposes of
determining source and effectively
connected income. This may cause a
mismatch in the timing of income,
expense, gain, or loss,

Far example, if a taxpayer s lending
desk enters into a third-party
transaction that exposes the lending
desk to currency or interest rate risk, the
lending desk may transfer responsibility
for managing the risk for that particular
transaction to another business activity
that can manage the risk more
efficiently {e.g., the desk that deals in
cutrency or interest rate derivatives).
The dealing desk then, in the ordinary
course of its business, may enter into a
transaction such as a swap with a third
party to hedge the aggregate risk of the
dealing desk and, indirectly, the risk
incurred by the lending desk with
respect to the original transaction.
Where, as s generally the case, the
dealing desk has a large volume of
transactions, it is nol possible as a
practical matter to associate the
aggregate hedge with the risk of the
lending desk. Since the transactions
entered into by the dealing desk must
generally be marked 1o market, the
third-party transaction that hedges the
aggregate risk of the dealing desk {which
includes the risk transferred from the
lending desk) must generally also be
marked. To the extent that a portion of
the income, expense, gain, or loss from
the aggregate hedging transaction is
allocated Lo the jending desk under the
proposed plobal dealing regulations, the
potential timing mismaich described
above will occur {f the lending desk
accourts for its positions on a non-
mark-to-market basis. This mismatch
could occur because the portion of the
income, expense, gain, or loss from the
hedging transaction, although allocated
to the lending desk for sourcing and
elfectively connected income purposes,
will be accounted for on a mark-1o-
market basis under the dealing desk's
method of accounting. Entirely
exempting the aggregate hedging
transaction {rom mark-to-market
accounting does not adequately solve
this problem, because it results in the
portion of the income, expense, gain or
loss from the aggregate hedging
transaction that is allocated to the
dealing desk being accounted for on
other than a mark-to-rmarket method,

As the example shows, respecting
records of internal transfers for purposes
of sourcing without respecting these

same records for purposes of timing
could produce unpredictable and
arbitrary results. Accordingly, the
proposed regulations permit
participants in a global dealing
operation to respect recerds of internal
transfers in applying the timing rules of
section 475, Because the need to
reconcile sourcing and timing exists
only in the context of a cross-horder
operation, the proposed regulations
have a limited scope. In particular, for
the proposed regulations to apply,
income of the global dealing desk must
be subject to allocation among two or
more jurisdictions or be spurced to two
or more jurisdictions.

The purpose of the propased
regulations under section 475 is to
coordinate section 475 with the
proposed global dealing regulations and
to facilitate identification of the amount
of income, expense, gain or loss from
third party transactions that is subject to
mark-to-market accounting, This rule is
not intended to allow a shifting of
income inconsistent with the arm’s
length standard.

Under the proposed section 475
regulations, an interdesk agreemer or
“‘risk transfer agreement”” (RTA)
includes a transfer of responsibility for
risk management between a business
unit that is hedging some of its risk (the
hedging QBU) and another business unit
of the same taxpayer that uses mark-to-
market accounting (the marking QBU). If
the marking QBU, the hedging QBU,
and the RTA satisfy certain
requirements, the RTA is taken into
account for purposes of determining the
timing of income allocated by the
proposed global dealing regulations to
the separate business units of a
axpayer.

The proposed amendments to the
section 475 regulations require that the
marking QBU must be a dealer within
the meaning of proposed § 1.482—
8(a){2)(iii) and that its income must be
allocated to at least two jurisdictions
under proposed §1.482-8 or sourced to
at jeast two jurisdictions under
oroposed § 1.863-3(h). Additionally, the
RTA qualifies only if the marking QBU
would mark its side of the RTA to
market under section 475 if the
transaction were with an unrelated third
party. Thus, if the marking QBU were to
identify the RTA as a hedge of a
position that is not subject to mark-to-
market accounting (such as debt jssued
by the marking QBU}, the RTA would
not qualify. The IRS requests comments
on whether the marking QBU should
ever be able to exempt its position in the
RTA from mark-to-market trealment and
account for its position in the RTA.
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The proposed amendments to the
section 475 regulations are intended Lo
address situations where the hedging
(BU transfers responsibility for the
management of risk arising from a
transaction with a third party.
Accordingly, the proposed regulations
require that the hedging QBU's position
in the RTA would be a hedge within the
meaning of §1.1221-2(b} if the
transaction were entered into with an
unrelated entity. The IRS selicits
comments on whether this requirement
is broad enough to address the business
needs of eptities engaged in global
dealing and nondealing activities,
Comments suggesting that the
requirement should be broadened (e.g.,
to include risk reduction with respect to
capital assets) should address how such
a regime could be coordinated with
other relevant rules {e.g., the straddle
rules} Additionally, if a taxpayer
supgests changes to the section 475 rules
proposed in this notice, the IRS requests
additional comments addressing
whether or not corresponding changes
should be made to § 1.1221-2{d)}.

The proposed regulations alse require
that the RTA be recorded on the books
and records of the QBU no later than the
time the RTA is effective. RTAs that are
niot timely recorded do not qualify
under the proposed regulations,
Additionally, the RTA must be
accounted for in a manner that is
consistent with the QBU’s usual
accounting practices,

If all of the requirements of the
proposed regulations are satisfied, then
for purposes of determining the timing
of incomie, expense, gain, or loss
allocated Lo a QBU under the giobal
dealing regulations, the marking GQBU
and the hedging QBU account for their
respective positions in the RTA as if the
position were entered into with an
unrelated third party.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a
significant regulatory action as defined
in Executive Order 12866. Therefore, a
regulatory impact analysis is not
required. It is hercby certified that these
regulations do not have a significant
economic impact on a substantial
number of small entities, This
certification is based upon the fact that
these regulations affect entities whe
participate in crass-border global
dealing of stocks and securities. These
regulations affect the source of income
and allocation of income, deducticns,
credits, and allowances among such
entities. The primary participants who
engage in cross-border global dealing
activities are large regulated commercial
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banks and brokerage firms, and
investment banks. Accordingly, the IRS
does niot believe that a substantial
number of small entities engage in
cross-border global dealing activities
covered by these regulation. Therefore,
a Regulatory Flexibility Analysis under
the Regulatory Flexibility Act (5 U.S.C.
Chapter 6) is not required. Pursuant to
section 7805{f) of the Code, this notice
of propoesed rulemaking will be
submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for commernt on their
impact on small business.

Commenis and Public Hearing

Before these proposed regulations are
adopted as final regulations,
consideration will be given to any
written comments that are submiited
timely to the IRS {a signed original and
eight {(8) copies). All comments will be
available for public inspection and
copying.

A public hearing has been scheduled
for July 9, 1998, at 10 a.m. in room 2613,
Internal Revenue Building, 1111
Constitution Avenue NW, Washington,
DC. Because of access restrictions,
visitors will not be admitted beyond the
Internal Revenue Building lobby more
than 15 minutes before the hearing
starts.

The rules of 26 CFR 601.601 (a) {3}
apply to the hearing.

Persons that wish to presens oral
comments at the hearing must submit
written comments by June 4, 1998, and
submit an outline of the topics to be
discussed and the time o be devoted to
each topic by June 18, 1988.

A period of 10 minutes will be
allotted to each person for making
COMINES.

An agenda showing the scheduling of
the speakers will be prepared after the
deadline for receiving outlines has
passed. Copies of the agenda will be
avatlable free of charge at the hearing.

Proposed Effective Date

These regulations are proposed to be
effective for taxable years beginning
after the date final regulations are
published in the Federal Register.

Dralting Information

The principal authors of these
regulations are Ginny Chung of the
Office of Associate Chief Counsel
(International) and Richard Hoge of the
Office of Assistant Chief Counsel
{Financiaf Institutions & Products).
However, other personnel from the IRS
and Treasury Department participated
in their development.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Proposed Amendments to the
Repulations

Accordingly. 26 CFR part 1 is
proposed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by adding entries
in numerical order to read as follows:

Authority: 26 U5.C. 7805 7 * *

Section 1.475{g)-2 also issued under
26 USC. 475. % *+ *

Section 1.482-8 also issued under 26
US.C. 482 * * *

Section 1.863-3(h} also issued under
26 U.S.C. 863 and 26 U.S.C. 865(j}. *
* % #*

Section 1.988-4(h) also issued under
26 US.C B63and 26 US.C.988. * * *

Par. 2. Section 1.475{g}~Z is added as
follows:

§1.475(g}-2 Risk transfer agreements in a
giobal dealing operation.

(a) In general. This section provides
computational rules te coordinate the
application of section 475 and § 1.446-
4 with rules for allocation and sourcing
under the global dealing regulations. If
the requirements in paragraph (c) of this
section are mel, a risk transfer
agreement (RTA) (as defined in
pacagraph {b) of this section) is
accounted for under the rules of
paragraph (d) of this section.

{b) Definition of risk ransfer
agreement. For purposes of this section,
a risk transfer agreement {(RTA) is a
transfer of risk between two qualified
business units (QBUs} {as defined in
§51.989(a)- 1 (b)) of the same taxpayer
such thai—

(1) The transfer is consistent with the
business practices and risk management
policies of each QBU:

{2) The transfer is evidenced in each
QBU's hooks and records:

(3} Each QBU records the RTA on its
books and records at a time no later than
the time the RTA is effective; and

(4} Except to the extent required by
paragraph (b){3) of this section, the
entry in the books and records of each
QBU is consistent with that QBU's
normal accounting practices.

(c) Requirements for application of
operational rufe—(1) The position in the
RTA of one QBLI {the hedging QBU)
would qualify as a hedging transaction
(within the meaning of § 1.1221-2(b})
with respect to that QBU if—

(i) The RTA were a transaction
entered into with an unrelated party;
and
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(i} For purposes of determining
whether the hedging QBU's position
satisfies the risk reduction requirement
in § 1.1221-2{b}, the only risks taken
into account are the risks of the hedging
(QBU (that is, the risks that would be
taken into account if the hedging QBU
were a separate corporation that had
made a separate-entity election under
§1.1221-2{d}(2)):

{2) The other QBD {the marking QBU}
is a regular dealer in securities (within
the meaning of § 1.482-8(a)(2){iii));

{3) The marking QBU would mark to
market its position in the RTA under
section 475 if the RTA were a
trapsaction entered into with an
unrelated party; and

{4) Income of the marking QBU is
subject to allocation under §1.482-8 to
two or more jurisdictions or is sourced
under § 1.863-3(h) to two or more
jurisdictions.

(d) Operational rule. If the
requirements in paragraph (¢} of this
section are met, each QBU that is a party
to a RTA {as defined in paragraph {b) of
this sectionj takes its position in the
RTA into account as if that QBU had
entered into the RTA with an unrelated
party. Thus, the marking QBU marks its
position to market, and the hedging
QBU accounts for its position under
§1.446~4. Because this section only
effects coordination with the allocation
and sourcing ruies, it dees not affect
factors such as the determination of the
amount of inlerest expense that js
incurred by either QBU and that is
subject to allocation and apportionment
under section 864(e) or 882{c}.

Par. 3. Section 1.482-0 is amended as
follows:

1. The introductory text is revised.

2. The section heading and entries for
§1.482-8 are redesignated as the section
heading and entries for § 1.482-9.

3. A new section heading and entries
for §1.482-8 arc added.

The addition and revision read as
follows:

§1.482~0 OQutline of regulations under
section 482,

This section contains major captions
for §§ 1.482-1 through 1.482-9.

* * * L3 *

§1.482-8 Allocation of income earned in a
global dealing aperation.

{a) General requirements and definitions.

(1) In general.

(2} Deflnitions.

() Global dealing operation.

(ii) Participant.

(11} Regular dealer in securities.

{v} Security.

{3) Factors for determining comparability
for a global dealing operation.

(i} Functional amalysis.

{1i} Contractual terms.

(ili) Risk.

{(iv} Economic conditions.

(4) Arm's length range.

(i) General rule.

{ii) Reliability.

(iii) Authority to make adjusiments.
{5) Examples.

{b) Comparable uncontrolled financial

transaction method.

(1} General rule.

(2) Comparability and reliability.

(i] In general.

{ii) Adjustments for differences between
conlralled and uncontrolled
transactions.

{iii} Data and assumptions,

(3} Indirect evidence of the price of a
comparable uncontrolled financial
transaction.

{i} In peneral.

(ii} Public exchanges ar quatation media.

(1il) Limitation on use of public exchanges
or quolation media,

{4) Arm’s length range

{5) Exatmples.

{¢) Gross margin method.

{1} General rule.

(2) Determination of an arm’s length price.

{i) In general.

(ti} Applicable resale price.

{iii) Appropriate gross profit.

{(3) Camparability.

{i} In general.

{ii) Adjustments for differences between
controlled and uncontrolled
transaciinns,

{iii} Reliability.

(iv) Data and assumptions.

(&} In general.

{B) Conslistency in accounting.

(4) Arm's length range.

{5} Example,

(&) Gross markup method.

(1) General rule.

(2) Determination of an arm’s length price,

(i) In general.

(i1} Appropriate gross profit.

{3) Caornparability and reliability.

(1} In general.

(ii} Adjustments far differences between
controlled and uncontralled
transactions.

(3ii} Reliability.

{iv] Data and assumptions.

(A} In general.

(B) Consistency in accounting.

(4} Arm's length range.

{e} Profit split method.

{1} General rule.

(2} Appropriate share of profit and loss.

{i} 1n general.

{ii} Adjustiment of factars to measure
contribution clearly.

(3) Definitions.

{4) Application,

(5) Total profit split.

{i} In general.

{11} Comparability.

{iii} Reliability.

(iv} Data and assumptions.

{A) In general.

(B) Consistency in accourking.

{6} Residual profit split,

{i) In general.

{i1) Allocate income ta routing
contributions.

(iil) Allocate residual prafit.

{iv} Comparability.

{v) Reliability.

(vi} Data and assurnptions,

(A} General rule.

(B} Consistency in accounting.

{7} Arm's length range.

{8} Examples.

{f) Unspecified methods.

{g) Saurce rule for qualified business units.

Par. 4. Section 1.482-1 is amended as
follows:

1. In paragraph (a)(1}, remove the last
sentence and add two new sentences in
its place.

2. Revise paragraph (b)(2)(i).

3. In paragraph {c}{1), revise the last
sentence.

4. In paragraph (d){3}(v}, revise the
last sentence.

5. In paragraph {i}, revise the
intraductory text.

The additions and revisions read as
follows:

§1.482-1 Allocation of income and
deductions amonyg taxpayers.

(a) In general—(1} Purpose and scope.
¥ * ¥ Section 1.482-8 elaborates on the
rules that apply to controlied entities
engaged in a global securities dealing
operation. Finally, § 1.482-9 provides
examples illustrating the application of
the best method rule.

* * ¥ * *

(b) * %k

{2) LI

(i) Methods. Sections 1.482-2 through
1.482-6 and § 1.482-8 provide specific
methods to be used to evaluate whether
transactions between or among members
of the controlled group satisfy the arm's
length standard, and if they do not, to
determine the arm’s length result.

{c) Best method rule—(1) In general.
¥ * * See §1.482-9 for examples of the
application of the best methed rule.

* * # * *

(d) * * ¥

(3} * % ¥

{v) Property or services. * * * Ior
guidance concerning the specific
comparability considerations applicable
to (ransfers of tangible and intangible
property, sec §51.482-3 through 1.482-
Gand 51.482-8; see also §1.482-3(),
dealing with the coordination of the
intangible and tangible property rules.

* * * * *

{i} Definitions. The definitions set
forth in paragraphs {i}{1) through (10) of
this section apply to §§ 1.482-1 through
1.482-9.

* # * * *

Par. 5. Section 1.482-2 is amended as
follows:

1. In paragraph (a) (3} {iv). revise the
first sentence.

2. Revise paragraph (d).
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The revisions read as follows:

§1.482-2 Determination ot taxable income
in specific situations.

(a * % ¥

[3) L B

{iv) Fourth, section 482 and
paragraphs (b) through (d) of this
section and §8 1.482-3 through 1.482-8,
if applicable, may be applied by the
district director to make any appropriate
allocations, other than an interest rate
adjustment, to reflect an arm’s length
transaction based upon the principal
amournt of the [oan or advance and the
interest rate as adjusted under
paragraph (a)(3){i}, (i}, or (iii) of this
section. ¥ * *

* * * * *

{d) Transfer of property. For rules
governing allocations under section 482
to reflect an arm's length consideration
for contrelled transacticns involving the
transfer of property, see §§1.482-3
through 1.482-6 and §1.482-8.

§1.482-8 [Redesignated as § 1.482-9]
Par. 6. Section 1.482-8 is

redesignated as § 1.482-9 and a new

§1.482-8 is added to read as follows:

5§1.482-8 Allocation of income earned in a
global securities dealing operation,

(a) Ceneral requirements and
definitions—(1) In general. Where two
or more controlled taxpayers are
participants in a global dealing
operation, the allocation of income,
gains, losses, deductions, credits and
allowances (referred to herein as income
and deductions) from the global dealing
operation is determined under this
secticn. The arm’s length allocation of
income and deductions related to a
global dealing operation must be
determined under one of the methods
listed in paragraphs (b} through (f) of
this section. Each of the methods must
be applied in accordance with all of the
provisions of § 1.482-1, including the
best method rule of § 1.482-1(c], the
comparability analysis of § 1.482-1{d},
and the arm's lenpth range of § 1.482-
L{e}, as those sections are supplemented
or modified in paragrapbs (@){3) and
(a]{4) of this section. The available
methods are—

(i) The comparable uncontrolled
financial transaction method, described
in paragraph (b} of this section;

(ii) The gross margin method,
described in paragraph {c) of this
section,

(iii) The gross markup method,
described in paragraph (d) of this
section;

(iv) The profit split method, described
in paragraph (e} of this section; and

v} Unspecified methods, described in
paragraph (f} of this section.

(2) Definitions—(i) Global dealing
operation. A global dealing operation
consists of the execution of customer
transactions, including marketing, sales,
pricing and risk management activities,
in a particular financial product or line
of financial products, in multiple 1ax
Jurisdictions and/or through multiple
pacticipants, as defined in paragraph
{a){2}(ii) of this section. The taking of
proprietary positions is not included
within the definition of a global dealing
operalion unless the proprietary
positions are entered into by a regular
dealer in securities in its capacity as
such a dealer under paragraph (a)(2)(iii)
of this section. Lending activities are not
included within the definition of a
global dealing operation. Therefore,
income earned from such lending
activities or from securities held for
investment is not income from a global
dealing operation and is not governed
by this section. A global dealing
pperation may consist of several
different business activities engaged in
by participants. Whether a separate
business activity is a global dealing
operation shall be determined with
respect to each type of financial product
entered on the taxpayer's books and
records.

(ii) Participant—(A) A participant is a
controlled taxpayer, as defined in
§1.482-1{i)(9), that is—

{11 A regular dealer in securities as
defined in paragraph (a}{2){iii) of this
section; or

(2 A member of a group of controlled
taxpayers which includes a regular
dealer in securities, but only if that
member conducts one or more activities
related to the activities of such dealer.

(B) For purposes of paragraph
{a) (2) (ii)(A) (2 of this section, such
related activities are marketing, sales,
pricing, risk management or brokering
activities. Such related activities do not
include credit analysis, accounting
services, back office services, general
supervision aned control over the
policies of the controlled taxpayer, or
the provision of a guarantee of one or
more transactions entered into by a
regular dealer in securilies or other
parlicipant,

{iii) Regular dealer in securities. For
purposes of this section, a regular dealer
in securities is a taxpayer that—

{A) Regularly and actively offers to,
and in fact does, purchase securities
from and sell securities to customers
who are not controlled taxpayers in the
ordinary course of a trade or business;
or

{B] Regularly and actively offers to,
and in fact does, enter into, assume,
offset, assign or otherwise terminate
positions in securities with customers

who are not controlled etitities in the
ordinary course of a trade or business.

(iv) Security. For purposes of this
section, a security is a security as
defined in section 475(c}(2) or foreign
currency.

{3} Factors for determining
comparability for a global dealing
operation. The comparability factors set
out in this paragraph {a)(3) must be
applied in place of the comparability
factors described in § 1.482-1{d}(3} for
purposes of evaluating a global dealing
operation.

(i) Functional analysis. In lieu of the
list set forth in §1.482-1{d) (3{i}{A)
through (H), functions that may need to
be accounted for in determining the
comparability of two transactions are—

(A} Product research and
development;

{B) Marketing;

(€} Pricing;

(D) Brokering; and

(E} Risk management.

(i) Contractual terms. In addition to
the terms set forth in §1.482~
H{d} (3) (11} (A), and subject 10 §1.482-
1(d)(3){il) {B), significant contraciual
terms for financial products transactions
include—

(A) Sales or purchase volume;

{B) Rights to modify or transfer the
contract;

{C) Contingencies to which the
contract is subject or that are embedded
in the contract;

(D) Length of the contract;

(E) Settlernent date;

(F} Place of settlement (or delivery);

(G} Notional principal amount;

{H} Specified indices;

{1} The currency or currencies in
which the contract is denominated,;

() Choice of law and jurisdiction
governing the contracl to the extent
chosen by the parties; and

{K) Dispute resolution, including
binding arbitration.

{ili) Risk. In licu of the list set forth
in §1.482-1(d)}{3). significant risks that
could affect the prices or profitability
include~—

{A) Market risks, including the
volatility of the price of the underlying
property;

(B) Liquidity risks, including the fact
that the property (or the hedges of the
property} trades in a thinly traded
market;

(C} Hedging risks;

(D} Creditworthiness of the
counterparty; and

(E) Country and transfer risk.

{iv) Economic conditions. In lieu of
the list set forih in § 1.482-1(d)(3)(iv)
{A) through (H), significant economic
conditions that could affect the prices or
profitabijlity include
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{A) The similarity of geographic
markets;

(B] The relative size and
sophistication of the markets;

{C) The alternatives reasonably
available to the buyer and seller;

(D) The volatility of the market; and

(E) The time the particular transaction
is entered into.

(4} Arm’s length range—{i) General
rule. Except as modified in this
paragraph (a) (4), § 1.482- L {e) will apply
to determine the arm's length range of
transactions entered into by a global
dealing operaticn as defined in
paragraph (a) (2){i) of this section. In
determining the arm'’s length range,
whether the participant is a buyer or
seller is a relevant factor.

{ii) Refiability. In determining the
reliability of an arm’s length range, it is
nhecessary ta consider the fact that the
market for financial products is highly
volatile and participants in a global
dealing eperation frequently earn only
thin profit margins. The reliability of
using a statistical range in establishing
a comparable price of a financial
product in a global dealing operation is
based on facts and circumstances. In a
giobal dealing operation, close
proximity in time between a controlled
transaction and an uncontrolled
transaction may be a relevant factor in
determining the reliability of the
uncontrolled transaction as a measute of
the arm's length price. The relevant time
period will depend on the price
volatility of the particular product.

(iii} Authority to make adjustments,
The district direclor may,
notwithstanding § 1.482-1 (e}{1), adjust a
taxpayer's results under a method
applied on a transaction by transaction
basis 1f a valid statistical analysis
demonstrates that the taxpayer's
controlled prices, when analyzed on an
aggregate basis, provide results that are
not arm'’s length. See §1.482-1{0(2) (iv).
This may occur, for example, when
there is a pattern of prices in controlled
transaclions that are higher or lower
than the prices of comparable
uncontrolled transactions.

(8) Examples. The following examples
illustrate the principles of this
paragraph (a).

Example 1 Identification of partivipants.
(1) B is a foreign bank that acts as a market
maker in foreign cirrency in country X, the
cauntry of which it is a resident. C, a country

10:00 am. o PO TR
TB04 2. e e e

1006 am. ...
10:08 a.m

FOT2 @00 s s
LU IS A0l o ey i -

Y resident corparation, 1), a couniry Z
resident corporation, and USFX, a U.S.
resident corporation are all members of a
centrolled group of taxpayers with B, and
each acts as a market maker in foreign
currency. In additinn to market-making
activities conducted in their respective
countries, C, D, and USFX cach employ
marketers and traders, who also perform risk
management with respect to their foreign
currency operations. In a typical business
day, B. C, D, and USFX each enter into
several hundred spot and forward contracts
to puschase and sell Deutsche marks (DM)
with unrelated third parties on the interbank
market. In the ordinary cousse of business, B,
C, I, and USFX also enter into contracts to
purchase and sell DM with each other.

(il) Under § 1.482-8(a){2){iii}, B, C. D, and
USFX are each regular dealers in securities
because they each regularly and actively offer
to, and in fact do, purchase and sell
currencies to customers who are riot
controlled taxpayers, in the ordinary course
of their trade or business. Consequently, each
controlled 1axpayer is also a participant.
Together, B, C, ), and USFX conduct a global
dealing operation within the meaning of
§1.482-8{a)(2) (i) because they execulte
customer transactions in multiple tax
jurisdictions. Accordingly, the controlled
transactians between B, C, D, and USFX are
evaluated under the rules of § 1.482-8,

Example 2. Identification of participants,
(i} The facts are the same as in Example 1,
except lhat USFX is the only member of the
group of controlled 1axpayers that buys from
and sells foreigh currency to customers, C
performs marketing and pricing activities
with respect to the controlled group's foreign
currency aperation. [} performs accounting
and back office services for B, C, and USFX,
but does not perform any marketing, sales,
pricing, risk management or brokering
activities with respect o the controlled
group's foreign currency operation. B
provides guarantees for all transactions
entered into by USKFX.

(i) Under § 1.482-8(a}(2){iii), USFX is a
regular dealer In securities and therefore is a
participant. C also is a participant because it
performis activities related to USFX's foreign
currency dealing activities, LISFX's and C's
controlled transactions relating to their DM
activities are evaluated under §1.482-8. D is
nat a participant in a global dealing operation
becaisse its accounting and back office
services are nol related activilies within the
meaning of § 1.482-8{a}{2)(ii)(B). B also is not
a participant in a global dealing operation
because its guarantee function is not a related
activity within the meaning of §1.482—
8(a}(2){ii} (B). Accordingly, the determination
of whether transactions between B and D and
other members of the controlled group are at
arm's length is not determined under
§1.482-8.

Example 3. Scope of a global dealing
operation. (i) C, a U.S. resident commercial

1.827DM: $1
1.827DM: 31
1.826DM: 31 ...
1.BZ25DM: $1 ...
1 827DM: 1
1.824DM: $1

bank, conducts a banking business in the
Unifed States and in countries X and Y
through foreign branches. C regularty and
actively offers to, and in fact does, purchase
from and sell foreign currency ta customers
who are not contrelled taxpayers in the
ordinary course of its trade or business in the
United States and countries X and Y. In all
the same jurisdictions, C also regularly and
actively offers to, and in fac1 does, enter into,
assume, offset, assign, or otherwise terminate
pasitions in interest rate and cross-currency
swaps with customers who are not controlled
taxpayers. In addition, C regularly makes
loans to customers through its U.S. and
foreign branches. C regularly sells these loans
to a financial institution that repackages the
loans into securities.

(ii} C is a regular dealer in securities within
the meaning of §1.482-8(a)(2){ii) because it
purchases and sells foreign currency and
enters into interest rate and cross-currency
swaps with customers. Because C conducts
these activities through U.5. and foreign
branches, these activities constitute a global
dealing operation within the meaning of
§1.482-8(a}(2){). The income, expense, gain
or loss from C's global deating operation is
saurced under §§ 1.863-3(h) and 1.988-4(h}.
Under §1.482-8(a}{2)(i), C's lending
activities are not, however, part of a global
dealing operation.

Example 4. Dissimilar products. The facts
are the same as in Example 1, but B, C, [,
and USFX also act as a market maker in
Malaysian ringgit-U.S. dollar cross-currency
options in the United States and couniries X,
Y, and ¥. The ringgit is not widely traded
throughout the world and is considered a
thinly traded currency. The functional
analysiz required by § 1.482-8{a)(3}(i} shows
that the development, marketing, pricing,
and risk management of ringgit-U.5. dollar
cross-currency option contracts are different
than that of other foreign currency contracis,
including option contracts. Moreover, the
contractual terms, risks, and economic
conditions of ringgit-U.S dollar cross-
currency option contracts differ considerably
from that of other foreign currency contracts,
including option contracts. See §1.482-
8(a){3}(1) thraugh (iv). Accordingly, the
ringglt-U.5. dollar cross-currency option
conitracts are not comparable to contracts in
ather foreign currencies.

Example 5. Relevant timre: perfod. i) USFX
is a LS. resident carporation that is a regular
dealer in securities acling as a market maker
in foreign currency by buying from and
seiling currencies to customers C performs
marketing and pricing activities with respect
to USFX's foreign currency operation.
Trading in Deutsche marks (DM} is
conducted between 10:00 a m. and 10:30 a.m.
and between 10:45 a.m. and 11:00 a.m. under
the following circumstances.

Uncentrolled Tramsaction.
Controlled Transaction.

Uncontrolled Transaction
Uncontrolled Transaction.
Controlled Transaction.

Uncontrolled Transaction,
Unconirolled Transaction.
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{ii) USFX and C are participants in a glohal
dealing operation under § 1.482-8(a}(2){1).
Therefore, USFX determines its arm'’s length
price for its controlled DM contracts under
§1.482-8(2)(4). Under § 1.482-8(a} (4), the
relevant arm's length range for setting the
prices of USFX's controtled DM transactions
occurs between 10:00 a.m. and 10:30 a.m.
Because USFX has no controlled transactions
between 10:45 am. and 11:00 a.m., and the
price movernert during this later time period
continued to decrease, the 10:45 am. to 1 1:00
a.m. time period is not part of the relevant
arm's length range for pricing USFX's
cantrolled transactions.

{b) Comparable uncontrolled financial
transaction method—

{1) General rule. The comparable
uncontrolled financial transaction
{CUFT) method evaluates whether the
amount charged in a controlled
financial transaction is arm'’s length by
reference to the amount charged in a
comparable uncontrolled financial
transaction.

(2) Comparability and reliability—(i}
In general. The provisions of §1.482-
1(d}, as modified by paragraph (a}{(3) of
this section, apply in deterrnining
whether a controlled financial
transaclion is comparable to a particular
uncontrolled financial transacticn. All
of the relevant factors in paragraph
{a){3) of this section must be considered
in determining the comparability of the
two financial transactions.
Comparability under this method
depends on close similarity with respect
to these factors, or adjustments to
account for any differences.
Accordingly, unless the controlled
taxpayer can demonstrate that the
relevant aspects of the controlled and
uncontrolled financial transactions are
comparable, the reliability of the results
as a measure of an arm'’s length price is
substantially reduced.

(ii) Adjusuments for differences
between controlled and uncontrolled
transactions. If there are differences
between conirelled and uncontrolled
transactions that would affect price,
adjustments should be made to the price
of the uncontrolled transaction
according to the comparability
provisions of § 1.482-1(d)(2) and
paragraph (a)(3) of this section.

(iii) Data and assumptions. The
reliability of the results derived from the

1.826DM: §1
1.824DM: $1 ..
1.825DM- §1 .
1.825DM: 81
1.827DM: $1 ..
1.824DM: $1 .
1.822DM: §1 ...
1.821DM: 31 .
1.822DM: $1 .
1.819DM: §1

CUFT method is affected by the
completeness and accuracy of the data
used and the reliability of the
assumptions made to apply the method.
See §1.482-1{c}(2)(ii). In the case of a
global dealing operation in which the
CUFT is set through the use of indirect
evidence, participants generally must
establish data from a public exchange or
quotation media contemporaneously to
the time of the transaction, retain
records of such data, and upon request
furnish to the district director any
pricing model used to establish indirect
evidence of a CUFT, in order for this
method to be a reliable means of
evaluating the arm’s length nature of the
controlled transactions.

(3) Indirect evidence of the price of a
comparable uncontrolled financial
transaction—{(i) In general. The price of
a CUFT may be derived from data from
public exchanges or quotation media if
the following requirements are met—

{A) The data is widely and routinely
uged in the ordinary course of business
in the industry to negotiate prices for
uncontrolled sales;

{B) The data derived from public
exchanges or quolation media is used to
set prices in Lthe controlled transaction
in the same way it is used for
uncontrolled transactions of the
taxpayer, or the sarme way it is used by
uncortrolled taxpayers; and

{C) The amount charged in the
controlled transaction is adjusted to
reflect differences in quantity,
contractual terms, coumcrparties, and
other factors that affect the price to
which uncontrolled taxpayers would
agree,

(i) Public exchanges or quotation
media. For purposes of paragraph
{b){3) (i} of this section, an established
financial market, as defined in
§1.1092(d)-1{b), quatifies as a public
exchange or a quotation media.

(iii) Limitation on use of data from
public exchanges or quotation media.
Use of data from public exchanges or
quoetation media is not appropriate
under extracrdinary market conditions.
For example, under circumstances
where the trading or transfer of a
particular country's currency has been
suspended or blocked by another
country, causing significant instability

Controlied Transaction.

Uncontrolled Transaction.
Uncantrolted Transaction.
Unconirolled Transaction.
Controlled Transactior.

Urncontrolled Transaction.
Uncontrolled Transaction,
Uncantrolled Transaction.
Uncontrolled Transaction.
Uncontrolled Transaction.

in the prices of foreign currency
contracts in the suspended or blocked
currency, the prices listed on a
quotaticn medium may not reflect a
reliable measure of an arm's length
result,

(4) Arm’s length range. See § 1.482-
1(e)(2) and paragraph (a)(4) of this
section for the determination of an arm's
length range.

(5) Examples. The following examples
illustrate the principles of this
paragraph {b).

Example 1. Comparable uncontrofled
financial transactions. (1) B is a foreign hank
resident in country X that acts as a market
maker in foreign currency in country X. C, a
country Y resident corporation, D, a country
Z resident corporation, and USFX, a U.5.
resident corparation are all members of a
controlled group of taxpayers with B, and
each acts as a market maker in foreign
currency. In addition to market marking
activities conducted in their respective
countries, C, D, and USFX each employ
marketers and traders, who also perform risk
management with respect to their foreign
currency operations. In a typical business
day. B, C, D, and USFX each enter into
several hundred spoet and forward conlracts
to purchase and sell Deutsche marks [DM)
with unrelated third parties on the interbank
market. In the ordinary caurse of business, B
C, I, and USFX aisc each enter into contracis
to purchase and sell DM with each other. On
a typical day, no more than 10% of USFX's
DM trades are with controlled taxpayers.
USFX's DM-denominated spot and forward
contracts do not vary in their terms, except
as to the volume of DM purchased or sold.
The differences in volume of DM purchased
and sold by USFX do not affect the pricing
of the DM USFX maintains
contempaoraneous records of its trades,
accounted for by type of trade and
counterparty. The daily volume of USFX's
DM-denominated spot and forward contracts
cansistently provides USFX with third party
transactions that are contemporaneous with
the fransactions between controlled
taxpayers.

{ii) Under § 1.482-8(a){2}(iil). B, C. D. and
USFX each are regular dealers in securities
because they each regularly and actively offer
0. and in fact do, purchase and sell
currencies to cistomers who are not
cantralled taxpayers, in the ordinary course
of thelr trade or business. Consequently, each
cantrolled taxpayer is also a participant.
Together, B, C, D, and USFX conduct a global
dealing operation within the meaning of
§1.482-8{a}{2){) because they execute
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customer ransactions in multiple tax
jurisdictions. To deterinine the comparability
of USFX's controlled and uncontralied DM-
deneminated spot and forward transactions,
the factors in § 1.482~8({a} {3} must be
considered. USFX perfarms the same
functions with respect to controtled and
uncontrolled OM-denominated spot and
torward transactions. See § 1.482-8{a}(3}{i}.
In evaluating the contractual terims under

§ 1.4B2-8(a}(3)(ii}, it is determined that the
volume of DM transactions varies, but these
variances da not affect the pricing of USFX's
uncontrolled DM transactions. Taking into
account the risk factors of § 1.482-8(a} (3}{ilt},
USFX's risk associated with both the
controlled and uncontrolled DM transactions
does not vary in any material respect. In
applying the significant factors for evaluating
the economic conditions under §1.482-
8a){3)(iv). USFX has sufficient third party
DM transactions to establish comparable
economic conditions for evaluating an arm's
length price. Accordingly, USFX's
uricontrolled transactions are comparable to
its controlled transactions in DM spot and
farward contracts

Example 2. Lack of comparable
unconirolled financial transactions. The facts
are the same as in Example 1, except that
USFX trades ltalian lira {lira} instead of DM.
USFX enters into few uncontrolled and
controlled lira-denominated forward
contracts each day. The daily volume of
USFX's lira forward purchases and sales does
not provide USFX with sufficient third party
transactions to eslablish that uncontrolled
transactions are sufficiently
contempoeranecus with controlled
transactions to he comparable within the
meaning of §1.482-8(a)(3}. In applying the
comparability factors of § 1.482-8(a) (3}, and
of paragraph (a}{3)[iv) of this section in
particular, USFX's controlled and
uncontrolled lira forward purchases and
sales are not entered into under comparable
economic conditions. Accordingly, USFX's
uricontrolled transactions in lira forward
cantracts are ol comparable to its controlled
lira farward transactions.

Example 3. Indirect evidence of the price
of a comparatle uncontrolled financial
transaction. (i} The facts are the same as in
Example 2, except that USFX uses a
computer quatation systern {CQS) that is an
interdealer market, as describied in
§1.1092(d)-1(b}{2]. to set its price on lira
forward contracts with controlled and
uncontrolled taxpayers. Other financial
institutions also use CQS to set their prices
on liva forward contracts, CQS is an
established financial markel within the
meaning of §1.1082{d}-1{b}.

{i1) Because CQS is an established financial
market, it is a public exchange or quotation
media within the meaning of § 1.482-
8(b)(3){i). Because uther financial institutions
use prices from CQS in the same manner as
USFX, prices derived from CQS are deemed
to be widely and routinely used in the
ordinary cowse of business in the industry
1o negotiate prices far uncontrolled sales. See
§1.482-8{b) {3111 (A) and (B). If USFX adjusts
the price quoted by CQS under the criteria
specified in § 1.482-8(b) (2} (ii}{A){3), the
controlled price derived by USFX from CQS

qualifies as indirect evidence of the price of
a comparable uncontrolled financial
transaction.

Example 4. Indirect evidence of the price
af a comparable uacontrolled financial
transaction—internal pricing models. (1) T is
a 1.5, resident corporation that acts as a
market maker in U.5. dollar-denominated
notional principal confracts. T's marketers
and tradess work together to sell notional
principal comracts (NPCs), primarily to T's
North and Scuth American customers. T
typically earns 4 basis points at the inception
of each standard 3 year U.5. dollar-
denominated interest rate swap that is
entered into with an unrelated, financially
sophisticated, creditworthy counterparty. TS,
T's wholly owned UK. subsidiary, also acts
as a markel maker in U.S. dollar-
denominated NPCs, employing several
traders and marketers who initiate conracts
primarily with European customers. On
occasion, for vartous business reasons, TS
enters into a U.5. dollar-denominated NPC
with T. The U.S. dallar-denaminated NPCs
that T enters into with unrelated parties are
comparable in all material respects to the
transactions that T enters into with TS, TS
prices all transactions with T using the same
pricing models that TS uses to price
transactions with third parties. The pricing
models analyze relevant data, such as interesl
rates and volatilities, derived from public
exchanges. TS records the data that were
used to determine the price of each
transaction at the time the transaction was
entered into Because the price produced by
the pricing models is a mid-market price, TS
adjusts the price so that it receives the same
4 basis point spread on its transaction with
T that it would earn on comparable
transactions with comparable counterparties
during the same relevant time period.

(}i} Under § 1.482-8(a){Z}, T and TS are
participants in a global dealing operation that
deals in U].5. dollar-denominated NPCs,
Because the prices produced by TS's pricing
model are derived from information on
public exchanges and TS uses the same
pricing model to set prices for controlled and
uncontrelled fransactions, the requirements
of §1.482-8(b}(3)(i){A) and (B} are met.
Because the U.5S. dollar-denominated NPCs
that T enters into with customers
{uncontrolled transactions) are comparable to
the transactions between T and T3 within the
meaning of § 1 482-8{a){3} und TS earns 4
basis points at inception of its uncontrolled
wransactions that are comparable to ils
canirolled transactions, 15 has also satisfied
the requirements of § 1,482-B () (3) (1) (C).
Accordingly, the price produced by TS's
pricing model constitutes indirect evidence
of the price of a comparable uncontrolied
financial transaction.

{c) Gross margin method—(1} General
rule. The gross margin method evaluates
whether the amount aliccated to a
participant in a global dealing operation
is arm'’s length by reference to the gross
profit margin realized on the sale of
financial products in comparable
uncontrolied transactions. The gross
margin method may be used t{o establish
an arm's length price for a transaction

where a participant resells a financial
product to an unrelated party that the
participant purchased from a related
party. The gross margin method may
apply to transactions involving the
purchase and resale of debt and equity
instrurents. The method may alsc be
used to evaluate whether a participant
has received an arm's length
commission for its activities in a glebal
dealing operaticn when the participant
has not taken title to a security or has
not become a party to a derivative
financial product. To meet the arm’s
tength standard, the gross profit margin
on controlied transactions should be
similar to that of comparable
uncontrolled transactions.

(2) Determination of an arm'’s length
price—I(i) In general The gross margin
method measures an arm's length price
by subtracting the appropriate gross
profit from the applicable resale price
for the financial product involved in the
controlied transaction under review,

(ii) Applicable resale price. The
applicable resale price is equal to either
the price at which the financial product
invelved is sold in an uncontrelied sale
or the price at which contemporaneous
resales of the same product are made. If
the product purchased in the controlled
sale is resold io one or more related
parties in a series of controlled sales
before being resold in an uncontrolled
sale, the applicable resale price is the
price at which the product is resold to
an uncontrolled party, or the price at
which contemporaneous resales of the
same product are made. In such case,
the determination of the appropriate
gross profit will take into account the
functions of all members of the
contrelled group participating in the
series of controlled sales and final
unconirolled resales, as well as any
other relevant factors described in
para raph (a)(3) of this section.

(iii) Appropriate gross profit. The
appropriate gross profit is computed by
mulliplying the applicable resale price
by the pross profit margin, expressed as
a percentage of {otal revenue derived
from sales, earned in comparable
uncontrolled transactions.

(3) Comparability and reliahifity—{i}
In general The provisions of §1.482-
1{d), as madified by paragraph (a}(3) of
this section, apply in determining
whether a controlled transaction is
comparable Lo a particular uncontrolied
transaction. All of the factors described
in paragraph (a}{3] of this section must
be considered in determining the
comparability of two financial products
transactions, including the functiens
performed. The gross margin method
considers whether a participant has
carncd a sufficient gross profit margin
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on the resale of a financial product {or
line of products) given the functions
performed by the patticipant. A
reseller’s gross profit margin provides
compensation for performing resale
functions related to the product or
products under review, including an
operating profit in return for the
reseller's investinent of capital and the
assumgption of risks. Accordingly, where
a participant does not take title, or does
not become a party to a financial
product, the reseller’s return to capital
and assumption of risk are additional
factors that must be cansidered in
determining an appropriate gross profit
margin. An appropriate gross profit
margin primarily should be derived
from comparable uncentrolled
purchases and resales of the reseller
involved in the controlled sale. This is
because similar characteristics are more
likely to be found among different
resales of a financial product or
products made by the same reseller than
among sales made by other resellers. In
the absence of comparable uncontrolled
transactions involving the same reseller,
an appropriate gross profit margin may
be derived from comparable
uncontrolled transactions of other
resellers.

{ii) Adjustments for differences
between controlled and uncontroiled
transactions. If there are material
differences between controlled and
uncontrolled transactions that would
affect the gross profit margin,
adjustments should be made to the gross
profit margin carned in the uncontroiled
transaction according to the
comparability provisions of §1.482-
1{d){2) and paragraph {aj (3) of this
section. For this purpose, consideration
of operating expenses associated with
functions performed and risks assumed
may be necessary because differences in
functions performed are often reflected
in operating expenses. The effect of a
difference in functions performed on
gross profit, however, is nol necessarily
equal to the difference in the amount of
related operating expenses.

(iii) Reliabilny. In order for the grass
margin method to be considered a
reliable measure of an arm’s length
price, the gross profit should ordinarily
represent an amount that would allow
the participant who resells the product
to recover its expenses (whether direcily
related to selling the product or more
generally related to maintaining its
operations) and to earn a profit
commensurate with the functions it
performed. The gross margin method
may be a reliable means of establishing
an arm's length price where there is a
purchase and resale of a financial
product and the participant who resells

the property does not substantially
participate in developing a product or in
tailoring the product to the unique
requirements of a customer prior to the
resale.

(iv} Data and assumptions—(A) In
general. The reliability of the results
derived from the gross margin method is
affected by the completeness and
accuracy of the data used and the
reliability of the assumptions made to
apply the method. See §1.482-
1{c){2}{ii). A participant may establish
the gross margin by comparing the bid
and offer prices on a public exchange or
quotation media. In such case, the
prices must be contemporaneous to the
controlled transaction, and the
participant must retain records of such
data.

(B) Consistency in accounting. The
degree of consistency in accounting
practices between the controlled
transaction and the uncontrolled
transactions may affect the reliability of
the gross margin method. For example,
differences as between controlled and
uncontrolled transactions in the method
used to value similar financial products
(including methods of accounting,
methods of estimation, and the timing
for changes of such methods) could
affect the gross profit. The ability to
make reliable adjustments for such
differences could affect the reliability of
the results.

(4} Arm's length range. See §1.482-
1{e}{2) and paragraph (a}{4) of this
section for the determination of an arm'’s
length range.

(5) Example. The following example
illustrates the principles of this
paragraph (c).

Example 1. Gross margin method. (i) T is
a U.S. resident financial institution that acts
as a market maker in debt and equity
instruments issued by UL.5. corporations.
Most of T"s sales are to 11.8.-based customers.
TS5, T's UK. subsidiary, acts as a market
maker in debt and equity instrumenis issued
by European corporations and conducts most
of its business with European-based
custamers. On occasion, however, a cusiomer
of TS wishes to purchase a security that is

“either held by or moare readily accessible to

T. To facilitate this transaction, T sells the
security it owns or acquires 1o TS, who then
promptly sells it to the custamer. T and TS
generally derive the majority of their profit
on the difference between the price at which
they purchase and the price at which they
sell securities {the bid/offer spread). On
aveyage, TS's gross profit margin on its
purchases and sales of securities from
unrelated persons is 2%. Applying the
comparability factors specified In §1.482-
B(a)(3). T's purchases and sales with
unrelated persons are comparable to the
purchases and sales between T and TS.

{ii) Under §1.482-8(a}(2}, T and TS are
participanis in a global dealing operation that

deals in debt and equity securities. Since T's
related purchases and sales are comparahle tn
its unrelated purchases and sales, if TS's
gross profit margin on purchases and sales of
comparable securities from unrelated persons
is 2%, T3 should also typically carp a 2%
gross profit an the securities il purchases
fram T. Thus, when TS resells for $100 a
security that it purchased from T, the arm's
length price at which TS wauld have
purchased the security from T would
normally be $98 ($100 sales price minus (2%
gross profit margin x $100)}.

{d} Gross markup method—(1)
General rule. The gross markup method
evaluates whether the amount allocated
to a participant in a global dealing
operation is arm's length by reference to
the gross profit markup realized in
comparable uncontrolled transactions.
The gross markup methoed may be used
to establish an arm’s length price for a
transaction where a participant
purchases a financial product from an
unrelaled party that the participant sells
to a related party. This methed may
apply to transactions involving the
purchase and resale of debt and equity
instruments, The method may also be
used to evaluate whether a participant
has received an arm’s length
cornmission for its role in a globa)
dealing operation when the participant
has not taken title to a security or has
not become a party to a derivative
financial product. To meet the arm's
length standacd, the gross profit markup
on controlled transactions should be
similar to that of comparable
uncontrolled transactions.

(2) Determination of an arm’s length
price—{i} In genteral. The gross markup
method measures an arm's length price
by adding the appropriate gross profit to
the participant’s cost or anticipated cost,
of purchasing, holding, or structuring
the financial product involved in the
controlled transaction under review {or
in the case of a derivative financial
product, the initial net present value,
measured by the anticipated cost of
purchasing, holding, or structuring the
product).

{ii) Appropriate gross profit. The
appropriate gross profit is computed by
multiplying the participant's cost ar
anticipated cost of purchasing, holding,
or structuring a transaction by the gross
profit markup, expressed as a
percentage of cost, earned in
comparable uncontrolied transactions.

(3} Comparability and reliability—(i}
In general The provisions of §1.482-
1{d), as modificd by paragraph (a}(3) of
this section, apply in determining
whether a controlled transaction is
comparable to a particular uncontirolled
transaction. All of the factors described
in paragraph {a}(3] of this section must
be considered in determining the
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comparability of twe financial products
transactions, including the functions
performed. The gross markup method
considers whethier a participant has
earned a sufficient gross markup on the
sale of a financial product, or line of
products, given the functions it has
performed. A participant's gross profit
markup provides compensation for
purchasing, hedging, and transactional
structuring functions related Lo the
transaction under review, including an
operating profit in return for the
investment of capital and the
assumption of risks. Accordingly, where
a participant does not take title, or does
not become a party to a financial
product, the reseller’s return to capital
and assumption of risk are additional
[actors that must be considered in
detenmining the gross profit markup. An
appropriate gross profit markup
primarily should be derived from
comparable uncentrolled purchases and
sales of the participant involved in the
controlled sale. This is because similar
characteristics are more likely to be
found among different sales of property
made by the same participant than
among sales made by other resellers. In
the absence of comparable uncontrolled
transactions invelving the same
participant, an appropriate gross profit
markup may be derived from
comparable uncontrolled transactions of
other parties whether or not such parties
are members of the same controlled
group

(i) Adjustments for differences
between controlled and uncontrolled
transactions. If there are material
differences between controlled and
uncontrelled transactions that would
affect the gross profit markup,
adjustments should be made to the gross
profit markup earned in the
unconirolled transaction according to
the comparability provisions of § 1 482-
1{d}(2) and paragraph (a}{3) of this
section, For this purpose, consideration
of operating expenses associated with
the functions performed and risks
assumed may be niecessary, because
differences in functions performed are
often reflected in operating expenses.
The effect of a difference in functions on
gross profit, however, is not necessarily
equal to the difference in the amount of
relaled operating expenses.

(iii} Reliability. In order for the gross
rmarkup method to be considered a
reliable measure of an arm’s length
price, the gross profit should ordinarily
represent an amount that would allow
the participant who purchases the
product to recover its expenses (whether
directly related te selling the product or
more generally related 1o maintaining its
operations} and to earn a profit

commensurate with the functions it
performed. As with the gross margin
method, the gross markup method may
be a reliable means of establishing an
arm'’s length price where there is a
purchase and resale of a financial
product and the participant who resells
the property does not substantially
participate in develaping a product or in
tailoring the product to the unique
requirements of a customer prior to the
resale.

{iv) Data and assumptions—{A) In
general. The reliability of the results
derived from the gross markup method
is affected by the completeness and
accuracy of the data used and the
rejiability of the assumptions made to
apply the method. See §1.482-
1{c){2)(ii). A participant may establish
the gross markup by comparing the bid
and offer prices on a public exchange or
quotation media. [n such case, the
prices must be contemporaneous with
the contrelled transaction, and the
participant must retain records of such
data.

(B) Consistenicy in accounting. The
degree of consistency in accounting
practices between the contrelled
transaction and the uncontrolled
transactions may affect the reliability of
the gross markup method. For example,
differences as between controlled and
uncontrelled transactians in the method
used to value similar financial products
{including methods in accounting,
metheds of estimation, and the timing
for changes of such methods) could
affect the gross profii. The ability to
make reliable adjustments for such
differences could affect the reliability of
the results.

(4) Arny's length range. See §1.482-
1(e){2) and paragraph (a){4) of this
section for the determination of an arm’s
length range.

{e) Profit split method—/(1) General
rule. The profit split method evaluates
whether the allocation of the combined
operating profit or loss of a global
dealing operation to one or more
participants is at arm’s length by
reference to the relative value of cach
participant’s contribution to that
combined operating profit or loss. The
combined operating profit or loss must
be derived from the most narrowly
identifiable business activity of the
participants for which data is available
that includes the controlled transactions
[relevant business activity).

(2} Appropriate share of profit and
foss— (i) In gencral. The relative value of
cach participant’s contribution to the
global dealing activity must be
determined in a manner that reflects the
functions performed, risks assumed, and
resources employed by each participant

in the activity, consistent with the
comparability provisions of §1.482-
1{d), as modified by paragraph {(a)(3) of
this section. Such an allocation is
intended to correspond to the division
of profit or loss that would result from
an arrangement between uncontrelled
taxpayers, each performing funciions
similar to those of the various controlled
taxpayers engaged in Lhe relevant
business activity. The relative value of
the contributions of each participant in
the global dealing operation should be
measured in a manner thai most reliably
reflects each contribution made te the
global dealing operation and each
participant’ s role in that contribution.
In appropriate cases, the parlicipants
may find that a multi-factor formula
most reliably measures the relative
value of the contributions to the
profitability of the global dealing
operation. The profit allocated to any
particular participant using a profit split
method is not necessarily limited to the
total operating profit from the global
dealing operation. For example, in a
given year, otie participant may carn a
profit while another participant incurs a
loss, so long as the arrangement is
comparable to an arrangemnent to which
two uncontrolted parties would agree.
In additicn, it may not be assumed that
the combined operating profit or loss
from the relevant business activity
should be shared equally or in any other
arbitrary proportion. The specific
method must be determined under
paragraph (e}{4) of this section.

(ii) Adjustment of factors to measure
contribution clearly. In order to reliably
measure the value of a participant’s
contribution, the factors, for example,
those used in a multi-factor formula,
must be expressed in units of measure
that reliably quantify the relative
contribution of the participant. If the
data or information is influenced by
factors other than the value of the
contribution, adjustments must be made
for such differences so that the factors
used in the formula only measure the
relative value of each participant’s
contribution. For example, if trader
compensation is used as a factor o
measure the value added by the
participant’s trading expertise,
adjustments must be made for variances
in compensation paid to traders due
salely to differences in the cost of living.

{3} Definitions. The definitions in this
paragraph {e}{3) apply for purposes of
applying the profit split methods in this
paragraph (g},

Gross profit is gross income earned by
the giobal dealing operation.

Operating expenses includes al!
expenses not included in the
computation of gross profit, except for
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interest, foreign income taxes as defined
in §1.901-2(a), domestic income taxes,
apd any expenses not related to the
global dealing activity that is evaluated
under the profit split method. With
respect (o interest expense, sce section
864(e) and the regulations thereunder
and §1.882-5.

Operating profit or loss is gross profit
less operating expenses, and includes
all income, expense, gain, loss, credits
or allowances attributable to each global
dealing activity that is evaluated under
the profit split method. It does not
include income, expense, gain, loss,
credits or allowances from activities that
are not evaluated under the profit split
method, nor does it include
extraordinary gains or losses that do not
relate 1o the continuing global dealing
aclivities of the participant.

(4) Application. Profit or loss shall be
allocated under the profit split method
using either the total profit split,
described in paragraph {e)(5) of this
section, or the residual profit split,
described in paragraph (¢){6) of this
section,

(5) Total profit split—(1) In general.
The total profit split derives the
percentage of the combined operating
profit of the participants in a global
dealing operation allocable to a
participant in the global dealing
operation by evaluating whether
unconirolled taxpayers who perform
similar functions, assume similar risks,
and employ similar resources would
allocate their combined operating
profits in the same manner.

(ii} Comparability. The total profit
split evaluates the manner by which
comparable uncontrelled taxpayers
divide the combined operating profit of
a pariicular global dealing activity. The
degree of comparability between the
controlled and uncontrolled taxpayers is
determined by applying the
comparability standards of § 1.482-1{d),
as modified by paragraph (a}{(3) of this
section. In particular, the functional
analysis required by § 1.482-1(d}(3)(i)
and paragraph (a)(3) (i} of this section is
essential to determine whether two
situations arc comparable. Nevertheless,
in certain cases, no comparable ventures
between uncontrolled taxpayers may
exist. In this situation, il is necessary to
analyze the rernaining factors set forth
in paragraph (a)(3) of this section that
could affect the division of operating
profits between partics. If there are
differences between the controlled and
uncontrolled taxpayers that would
maierially affect the division of
operating profit, adjustments must be
made according to the provisions of
§51.482-1(d}{2) and paragraph (a}(3) of
this section.

(iii) Reliability. As indicated in
51.482-1{c)(2)(i), as the degree of
comparability between the cantrolled
and unconirolled transactions increases,
the reliability of a total profit split also
increases. In a global dealing operation,
however, the absence of external market
benchmarks (for example, joint ventures
between uncantrolled taxpayers) on
which to base the allocation of operating
profits does not preclude use of this
methed if the allocation of the aperating
profit takes into account the relative
contribution of each participant. The
reliability of this method is increased to
the extent that the allocation has
economic significance for purposes
other than tax {for example, satisfying
regulatory standards and reporting, or
determining bonuses paid to
management or traders). The reliability
of the analysis under this method may
also be enthanced by the fact that all
parties to the controlied transaction are
evaluated under this method. The
reliability of the results, however, of an
analysis based on information from all
parties to a transaction is affected by the
reliability of the data and assumptions
pertaining to each party to the
conirolled transaction. Thus, if the data
and assumpitions are significantly more
reliable with respect to one of the
parties than with respect to the others,

a different method, focusing solely on
the tesults of that party, may yield more
reliable results.

{(iv] Data and assumptions—(A) In
general, The reliability of the results
derived from the total profit split
method is affected by the quality of the
data used and the assumptions used to
apply the method. See §1.482-
1{c){2){33). The reliability of the
allocation of income, expense, ar other
attributes between the participants’
relevant business activilies and the
participants’ other activities will affect
the reliability of the determination of
the combined operating profit and its
allocation among the participants. I it is
not possible to allocate incormne,
expense, or other attributes directly
based on factual relationships, a
reasonable allecation formula may be
used. To the extent direct allocations are
not made, the reliability of the results
derived from application of this methed
is reduced relative to the results of a
method that requires fewer allocations
of income, expense, and other attributes.
Similarly, the reliability of the results
derived from application of this method
is affected by the extent to which it is
possible to apply the method to the
participants’ financial data that is
related solely to the contralled
transactions. For example, if the

relevant business activity is entering
into interest rate swaps with both
conirolled and uncontrolled taxpayers,
it may not be possible to apply the
method splely to financial data related
to the contralled transactions. 1n such
case, the reliability of the results
derived from application of this method
will be reduced.

{B) Consistency in accounting. The
degree of consistency between the
controiled and uncontrolled taxpayers
in accounting practices that materially
affect the items that determine the
amount and allocation of operating
profii. affects the reliability of the result.
Thus, for example, if differences in
financial product valuation or in cost
allocation practices would materially
affect operating profit, the ability to
make reliable adjustments for such
differences would affect the reliability
of the results.

(6) Residual profit split—(i) In
general, The residual profit split
allocates the combined operating profit
or loss between participants following
the two-step process set forth in
paragraphs (e){6){ii) and (ii) of this
section.

(i) Allocate income to routine
comtributions. The first step allocates
operating income to each participant to
provide an arm's length return for its
routine contributions to the global
dealing operation. Routine contributions
are contributions of the same or similar
kind as those made by uncontrotled
taxpayers involved in similar business
activities for which il is possible to
identify market returns. Routine
contributions ordinarily include
contributions of tangible property,
services, and intangibles thal are
generally owned or performed by
uncentrolled taxpayers engaged in
similar activities. For example,
transactions processing and credit
analysis are typically routine
contributions. In addition, a participant
that guarantees obligations of or
otherwise provides credit support to
anather controlled taxpayer in a giobal
dealing operation is regarded as making
a routine contribution. A functional
analysis is required to identify the
routine contributions according to the
functions performed, risks assumed, and
resources employed by each of the
participants. Market returns for the
routine contributions should be
determined by reference 10 the returns
achieved by uncontrolled taxpayers
engaged in similar activities, consistent
with the methods described in §§ 1.482-
2 through 1.482-4 and 1his §1.482-8.

(iii) Allocare residual profit. The
allocation of income to the participani's
routine contributions will not reflect
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profits attributable to each participant’s
valuable nonroutine contributions to the
global dealing cperation. Thus, in cases
where valuable nonroutine
contributions are present, there
normally will be an unallocated residual
profit after the allocation of income
described in paragraph {e)(6}(ii} of this
section. Under this second step, the
residual profit generally should be
divided among the participants based
upon the relative value of each of their
nonroutine contributions. Nonroutine
contributions are coniributions so
integral to the global dealing operation
that it is impossible to segregate them
from the operation and find a separate
market return for the contribution.
Pricing and risk managing financial
products almost invariably involve
nonroutine contributions. Similarly,
preduct development and information
technology are generally nonroutine
contributions. Marketing may be a
nonroutine contribution if the marketer
substantially participates in developing
a product or in tailoring the product to
the unique requirements of a customer.
The relative value of the nonroutine
contributions of each participant in the
global dealing operation should be
measured in a manner that most reliably
reflects each nonroutine contribution
made to the global dealing operation
and each participant’s role in the
nonroutine contributions.

{iv) Comparability. The first step of
the residual profit split relies on
external market benchmarks of
profitability. Thus, the comparability
considerations Lthat are relevant for the
first step of the residual profit split are
those that are relevant for the methods
that are used to determine market
returns for routine contributions. 1n the
second step of the residual profit split,
homwever, it may not be possible to rely
as heavily on external market
benchimarks. Nevertheless, in order to
divide the residual profits of a glohal
dealing operation in accordance with
each participant’s nonroutine
contributions, it is necessary to apply
the comparability standards of § 1.482-
1{d). as modified by paragraph (a)(3) of
this section. In particular, the Functional
analysis required by § 1.482-1{d)(3) (i)
and paragraph (a)(3) (i) of this section is
essertial to determine whether two
situations are comparable. Neveriheless,
in certain cases, no comparable ventures
between uncontrolled taxpayers may
cxist. I this situation, it is necessary to
analyze the remaining factors set forth
in paragraph {a}(3) of this section that
could affect the division of operating
profits between parties. If there are
differences between the controlled and
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uncontrolled taxpayers that would
materially affect the division of
operating profit, adjustments must be
made according to the provisions of
§1.482-1{d)(2) and paragraph {a){3) of
this section.

(v} Reliability. As indicated in
§1.482-1(c}{2){i). as the degree of
comparability between the controlled
and uncontrolled transactjions increases,
the reliability of a residual profit split
also increases. In a global dealing
operation, however, the absence of
external market benchmarks (for
example, joint ventures between
unconirolled taxpayers) on which to
base the allocation of operating profits
does not preclude use of this method if
the allocation of the residual profit takes
inte account the relative contribution of
each participant. The reliability of this
method is increased to the extent that
the allocation has economic significance
for purposes other than tax {for
example, satisfying regulatory standards
and reporting, or determining bonuses
paid to management or traders). The
reliability of the analysis under this
method may also be enhanced by the
fact that all parties to the controlled
transaction are evaluated under this
method. The reliability of the results,
however, of an analysis based on
information from all parties to a
transaction is affected by the reliability
of the data and assumptions pertaining
to each party to the cantrolled
transaction. Thus, if the data and
assumptions are significantly mare
refiable with respect to one of the
parties than with respect to the athers,
a different method, focusing solely on
the results of that parly, may yield more
reliable results.

(vi) Data and assumptions—{A)
General rule. The reliability of the
results derived from the residual profit
split is measured under the standards
set forth in paragraph (e}{5}{iv}{A) of
this section.

(B] Consistency in accounting. The
degree of accounting consistency
between contrelled and uncontrolled
taxpayers is measured under the
standards sct focth in paragraph
{e]{5){iv} (B} of this section.

{7} Arm's length range. See § 1.482-
1(e}(2) and paragraph {(a}{4) of this
section for the determination of an
arm's length range.

(8) Examples. The following examples
illustrate the principles of this
paragraph {(e}.

Example 1. Total profit split. (i) P,a U S,
carporation, esiablishes a separate U.S.
subsidiary {LJSsub} to conduct a global
dealing aperation in over-the-caunter
derivatives. USsub in turn cstablishes
subsidiaries incorpoerated and doing business

in the LK. (UKsub) and Japan (Jsub). Ussub,
Uksub, and Jsub each employ marketers and
traders who work closely together 1o design
and sell derivative products to meet the
particular needs of custormers. Each also
employs personnel who process and confirm
trades, recancile trade tickets and provide
ongolng administrative support {back office
services) for the global dealing operation. The
global dealing operation malntains a single
common book for each type of risk, and the
book 1s maintained where the head trader for
that 1ype of risk is located. Thus, notional
principal contracts denominated in North
and Scuth American currencies are booked
in USsub, notional principal contracts
denominated in Eurppean currencies are
booked in UKsub, and notional principal
contracis denomipated in Japanese yen are
boaked in Jsub. However, each of the
affiliates has authorized a trader Jocated in
each of the other affiliates to risk manage its
books during periods when the booking
iocation is closed. This grant of authority is
necessary because marketers, regardless of
their location, are expected to sell all of the
group’s products, and need to receive pricing
information with respect to products during
their clients business hours, even if the
booking location is closed. Moreover, F is
known for making a substantial amount of its
profits from trading activities, and frequently
does not hedge the positions arising from its
customer transactions in an aitemnpt to profit
from market changes. As a result, the traders
in “off-hours” locations must have a
substantial amount of trading authority in
order to react to market changes.

{ii} Under § 7.482-8{a) (2}, USsub, UKsub
and Jsub are participants in a global dealing
operation in over-the-counter derivatives P
determines that the total profit split method
is the best method to allocate an arm's Jenglh
amount of income to each participant. P
allocates the operating profit from the glabal
dealing operation between USsub, UKsub
and Jsub on the basis of the relative
compensation paid to marketers and traders
in each lacation. In making the allocation, P
adjusts the compensation amounts to account
for factors unrelated to job performance. such
as the higher cost of living in certain
jurisdictions. Because the traders receive
sipnificantly greater compensation than
marketers in order to account {or thelr greater
contribution to the profits of the global
dealing operation, P need not make
additional adjustments or weight the
compensation of the lraders more heavily in
allocating the operating profit between the
alfiliates. For rules concerning the source of
income allorated to Ussab, Uksub and Jsub
(and any U.S. trade or business of the
participants), see §1.863-3(h).

Example 2. Total profit split. The facts are
the same as in Example 1, except that the
Yabor market in Japan is such that traders
paid by Jsub are paid the same as marketers
paid by Jsub at the same seniority level, even
though tha traders contribute substantially
more to the profitability of the global dealing
operation. As a result, the allocation method
used by P is unlikely to compensate the
functions provided by each affiliate so as to
be & reliable measure of an arm’s length
result under §5 1.482-8(e)(2} and 1.482-
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1(c}(1). unless P weights the compensation of
traders more heavily than the compensation
of marketers ar develops another method of
measuring the contribution of traders to the
profilability of the global dealing operation.

Examnple 3. Total profit split. The facts are
the same as in Example 2, except that, in P's
annual report to shareholders, P divides its
operating profit from customer business into
“dealing profit” and “trading profit.”
Because bath marketers and traders are
ipvolved in the dealing function, P divides
the "'dealing profit’” between the affiliates on
the basis of the relative compensation of
marketers and traders. However, because
anly the traders contribute to the trading
profit, P divides the trading profit between
the affiliates on the basis of the selative
compensation only of the traders. In making
that allocation, P must adjust the
compensation of traders in Jsub in order 10
account for factors not related to job
performance.

Example 4. Total profit spfit. The facts are
the same a5 in Example 1, except that P is
required by its regulators to hedge its
custorner positions as much as possible and
therefore does not earn any “trading profit.”
As a result, the marketing intangibles, such
as customer relationships, are relalively more
important than the intangibles used by
traders. Accordingly, P must weight the
compensalion ol marketers more heavily than
the compensation of traders in order to take
inta account accurately the contribution each
function makes to the profitability of the
business.

Example 5. Residual profit split. {i} P is a
U.S. corporation that engages in a global
dealing operation in foreign currency options
directly and through controlled raxpayers
that are incorporated and operate in the
United Kirngdorm (UKsub) and Japan {Jsub),
Fach controlled taxpayer is a participant in
a global dealing operation. Each participant
employs marketers and traders who work
closely together 1o design and sell foreign
currency options that meet the particular
needs of customers. Each participant also
employs salespeople who sell foreign
currency options with standardized terms
and conditions, as well as other financial
products offered by the controlled group. The
traders in each locution risk manage a
cammon book of transactions during the
relevani business hours of each location. P
has a AAA credit rating and is the legal
counterparty to all third party transactions.
The traders in each location have discretion
ta excctte contracts in the name of P. UKsub
employs personnel who process and confirm
trades, reconcile trade tickets, and provide
ongoing administrative support {(back office
services) for all the participants in the global
dealing operation. The global dealing
operation has generated $192 of operating
prafit for the period.

{ii) After analyzing the foreign currency
options business. has determined that the
residual profit split methed is the best
method (o allocate the operating profit of the
global dealing operation and to determine an
arm’'s length amount of compensation
allocable to each participant in the global
dealing operation,

{iii} The first step of the residual profi$
split method (8 1.482-8(¢) (6){il)} requires P to

identify the routine contributions performed
by each participant. F determines that the
functions performed by the salespeople are
routine. P determines that the arm's length
compensation for salespeaple is $3, 34, and
$35 in the United States. the United Kingdom,
and Japan, respectively. Thus, P allocates $3,
34, and $5 to P, UKsub, and Jsub,
respectively.

(iv} Although the back office function
would nat give rise to participant status, in
the context of a residual profit split
allocation, the back office function is relevant
for purposes of receiving remuncration for
routine contributions to a global dealing
operation. P determines that an arm's length
compensation for the back affice is $20.
Since the back office services constitute
routine contributions, $20 of income is
allocated to UKsub under step | of the
residual profit split method. In addition, P
determines that the comparable arm’s length
compensation for the risk toe which P is
subject as counterparty is $40. Accordingly,
$40 is allocated to P as compensation for
acting as counterparty to the transactions
entered into in P's name by Jsub and UKsub.

{(v] The second step of the residual profit
split method (§1.482-8(e} (6}{iii)) requires
that the residual profit be allocated to
participants according to the relative value of
their noncoutine contributions Under P's
transfer pricing method, P allocates the
residual profit of $120 ($192 pross income
minus $12 salesperson commissions minus
$20 payment for back office services minus
$40 compensation for the routine
contribution of acting as counterparty) using
a multi-factor formula that reflects the
relative value of the nonroutine
contributions. Applying the comparability
factors set out in §1.482-8(a}(3). P allocates
40% of the residual profit to UKsub, 35% of
the residual profit to P, and the remaining
25% of residual profit to Jsub Aceordingly,
under step 2, $48 is allocated to UKsub, $42
is allocated to P, and $30 is allocated to Jsub.
See §1.863-3(h) for the source of income
allocated to P with respect to its counterparty
function.

{f} Unspecified methods. Methods not
specified in paragraphs {b).{c).{d), or {¢)
of this section may be used to evaluate
whether the amount charged in a
controlled transaction is at arm’s length.
Any method used under this paragraph
{f) must be applied in accordance with
the provisions of § 1.482-1 as modified
by paragraph (a)(3) of this section.

(g) Seurce rule for qualified business
units. See §1.863-3(h) for application of
the rules of this section for purposes of
determining the source of income, gain
ot loss from a global dealing operation
among gualified business units (as
defined in section 989%(c} and 59 1.863~
3(h)(3){iv} and 1.989(a)-1}.

Par. 7. Section 1.863-3 is amended as
follows:

1. Paragraph (h} is redesignated as
paragraph (i).

2. A new paragraph (h} is added.

The addition reads as follows:

§1.863-3 Allocation and apportionment of
inecome from certain sales of inventory.
* * * * *

(h} Income from a global dealing
operation—(1} Purpose and scope. This
paragraph {h) provides rules for
sourcing income, gain and loss from a
global dealing operation that, under the
rules of §1.482-8, is earned by or
allocated to a controlled taxpayer
qualifying as a participant in a global
dealing operation under § 1.482-
8{a}(2)(ii}. This paragraph (h) does not
apply to income earned by or allocated
tc a conteolled taxpayer qualifying as a
participartt in a global dealing operaticn
that is specifically sourced under
sections 861, B62 or 865, or to substitute
payments earned by a participant in a
global dealing operation that are
sourced under § 1.B61-2(a}(7) or
§1.861-3()(6).

(2} In general. The source of any
income, gain or loss to which this
section applies shall be determined by
reference to the residence of the
participant. For purposes of this
paragraph (h), the residence of a
participant shall be determined under
section 988(a)(3)(B).

(3) Qualfified business units as
participants in global dealing
operations—(i} In general. Except as
otherwise provided in this paragraph
{h), where a single controlled taxpayer
conducts a global dealing operation
through one or more qualified business
units (QBUs), as defined in section
989(a) and §1.989{a)~1, the source of
income, gain or loss generated by the
global dealing operation and earned by
or allocated to the contralled taxpayer
shall be determined by applying the
rules of §1.482-8 as if each QBU that
performs activities of a regular dealer in
securities as defined in §1.482~
B{a){2) (ii) (A} or the related activities
described in § 1.482-8(a)(2)(ii)(B) were a
separate controlled taxpayer qualifying
as a participant in the global dealing
operation within the meaning of
§1.482-8(a}{2){ii}. Accordingly, the
amount of income sourced in the United
States and outside of the United States
shall be determined by treating the QBU
as a participant in the global dealing
operation, aliocating income to each
participant under § 1.482-8, as modified
by paragraph (h}{3)(ii} of this section,
and sourcing the income to the United
States or outside of the United States
under § 1.863-3{h}{2).

(il) Economic effecis of a single legal
entity. In applying the principles of
§1.482-8, the taxpayer shall take 1nto
account the cconemic effects of
conducting a glebal dealing operation
through a single entity instead of
multiple legal entities. For example,
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since Lhe entire capital of a corporation
supports all of the entity's transactions,
regardless of where those transactions
may be booked, the payment of a
guarantee fee within the entity is
inappropriate and will be disregarded.

{ii1) Treatmenr of interbranch and
interdesk amounts. An agreement
among QBUs of the same taxpayer to
allocate income, gain or loss from
transactions with third parties is not a
transaction because a taxpayer cannot
enter into a contract with itself. For
purposes of this paragraph (h){3).
however, such an agreement, including
a risk transfer agreement (as defined in
§ 1.475(g)~2(b}} may be used to
determine the scurce of global dealing
income from transactions with third
parties in the same manner and to the
same extent that transactions between
controlled Laxpayers in a global dealing
operation may be used to allocate
income, gain or loss from the global
dealing operation under the rules of
51.482-8.

{iv} Deemed QBU. For purposes of
this paragraph (h)(3), a QBU shall
include a U.S. trade or business that is
deemed to exist because of the activities
of a dependent agent in the United
States, without regard to the books and
records requirernent of § 1.98%(a)-1{b).

(v) Examples. The following examples
illustrate this paragraph (h)(3).

Example 1. Use of comparabln
uncontralled financial transactions method
to spurce global dealing income between
branches. () F is a forelgn bank that acts as
a matket maker in foreign currency through
branch offices in Londan, New York, and
Taokyo. In a 1ypical business day, the foreign
exchange desk in F's U.S. branch (USFX}
enters into several hundred spot and forward
contracts on the interbank market to
purchase and sell Deutsche marks (DM) with
unrelated thied parties. Fach of F's branches,
including USFX, employs both marketers and
traders for their foreign curreney dealing. In
addnicn, USFX occasionally transfers risk
with respect to ils third party DM contracts
to F's London and Tokyo branches.

These interbranch transfers are entered
inta i the same manner as trades with
unrelated third parties Cn a typical day, risk
management responsibility for no more than
10% of USFX's DM trades are transferred
interbranch. F records these ransfers by
making notations on the books of each
branch that is a party 10 the transfers. The
accounting procedures are nearly identical to
those followed when a branch enters into an
offsetting hedpe with a third party. USFX
maintains contemporaneous recards of its
interbranch transfers and thicd party
transactions, separated according to type of
trade and counterparty. Moreover, the
volume of USFX's DM spal purchases and
sules each day consistently provides USFX
wilh third party transactjons that are
contemporanecus with the transfers between
the branches.
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(i1} As provided in paragraph (h)}(3)(1) of
this section, USFX and F's other branches
that trade DM are participants ip a global
dealing operation. Accordingly, the
principles of § 1.482-8 apply in determining
the source of income earned by F's qualified
businiess units that are participants in a
giobal dealing operation. Applying the
comparability factors in § 1.482-8(a}(3)
shows that USFX's interbranch transfers and
uncontrolled DM-denominated spot and
forward cantracts have no material
differences. Because USFX sells DM in
uncontrolled transactions and transfers risk
management responsibility for DM-
denominated contracts, and the uncontrolled
transactions and interbranch transfers are
consistently entered into contemporaneously,
the interbranch transfers provide a reliable
measure of an arm'’s length allocation of third
party income from F's global dealing
operation in DM-denominated contracts. This
allocation of third party income is treated as
1.5, source in accordance with §§ 1.863-3(h)
and 1.988-4{h} and accordingly will be
treated as income effectively connected with
F's U.S trade or business under §1.864-4,

Example 2. Residual profit split between
branches, (i} F is a bank organized in country
X that has a AAA credit rating and engages
in a global dealing operation in foreign
currency options through branch offices in
London, New York, and Tokyo. F has
dedicated marketers and traders in each
branch who waork clesely together to design
and sell foreign cusrency options that meet
the particilar needs of customers. Each
branch also employs general salespeople who
sell standardized foreign currency options, as
well as other financial products and foreign
currency offered by F. F's traders work from
a common hook of transactions that is risk
managed at each branch during local
business hours. Accordingly, all three
branches share the responsibility for risk
managing the book of products. Personnel in
the home office of F process and confirm
trades, reconcile trade tickets, and pravide
ongoing administrative support [back office
services) for the ather branches. The glabal
dealing operation has generated $223 of
operating profit for the period.

(ii} Under § 1.863-3(h], F applies § 1.482~
8 ta allocate global dealing income among its
branches, because F's London. New York,
and Tokyo branches are treated as
participants in a global dealing operation that
deals in foreign currency options under
§1.482-8(a}(Z}. After analyzing the foreign
currency options business, F has delermined
that the residual profit split method is the
best method to determine an arm’s length
amount of compensation allocable to each
participant in the global dealing operation.

(iif} Under the first step of the residual
profit split method (§ 1.482-8(e} (B){ii)), F
identifies and compensates the routine
contributions performed by each participant.
F determines that an arm’s length
compensation for general salespeople is §3,
34, and 35 in New York, London, and Tokyo,
respectively. and that the home office
incurred $11 of expenses in providing the
back office services. Since F's capital legally
supports all of the obligations of the
branches, no amount is allocated to the home
office of F for the provision of capital.

{iv) The second step of the residual profit
split method {§1.482-8(e}{B){iii}} reguires
that the residual profit be allecated to
participants according to their nonroutine
contributions. F determines that a multi-
factor formula best reflects these
coniributions. After a detailed functional
analysis, and applying the comparability
factors in § 1.4B2-8(a} (3}, 40% of the residual
profit is allacated 10 the London branch, 35%
to the New York branch, and the remaining
25% to the Takyo branch. Thus. the residual
profit of $200 {$223 operating profit minus
$12 peneral salesperson cammissions minus
$11 back office aliocation) is allocated $80 to
London (409 allocartionx$200], $70 10 New
York {35%4x$200) and $50 to Tokyo
[(25%x3200).

Example 3. Residual profit split—deemed
branches. (i) P, a UK. corporation, conducls
a global dealing operation in notional
principal contracts, directly and through a
U.S. subsidiary {USsub} and a Japanese
subsidiary {Jsub). P is the counterparty to all
transactions entered into with third parties.
P, USsub, and Jsub each employ marketers
and traders who work closely together 1o
design and sell derivative products to meet
the particular needs of customers. USsub also
employs personnel wha process and confirm
trades, reconcile trade tickets and provide
ongoing administrative support (back office
services) for the glabal dealing operation. The
global dealing opesation raintains a single
commoan book for each type of risk, and the
book is mainfained where the head trader for
that type of risk is located. However, P,
Ussub, and Jsub have authorized a trader
located in each of the other affiliates to risk
manage its books during perinds when the
primary trading location is closed. This grant
of authority is necessary because marketers,
regardless of their focation, are expected to
sell all of the group’s products, and need to
receive pricing information with respect to
products dursing their clients business hours,
even if the booking location is closed. The
global dealing operation has generated $180
of operating profit for the period.

{ii} Because employees of USsub have
authority tn enter into contracts in the name
of P, P is treated as being engaged in a trade
or business in the United States through a
deemed QBU. § 1.863-3(b){3){(iv). Similarly,
under U.5. principies, P would be treated as
being engaged in business in Japan through
a QBU Under §1.482-8{3}{2). P, USsub, and
Jsub are participanis in the global dealing
aperation rejating to nolional principal
cantracts. Additionally. under §1.863~
3(h}(3), the U.5. and japanese QBUs ate
treated as participants in a global dealing
operation for purposes of sourcing the
income from that operation. Under § 1.863-
3{t1), P applies the methods in §1.482-8 to
determine the source of income allocated to
the U.S. and non-U.S. QBUs ol P.

(iii) After analyzing the notional principal
contract business, P has concluded that the
residual profil split method is the best
methixd to allocate income under §1.482-R
and to saurce income under §1.863-3{h).

{iv) Under the first step of the residual
profit split method (§ 1.482-8(e) (BI{ii)), P
identifles and compensates the routine
contributions performed by each participant.
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Although the back office function does not
give rise to participant sfatus, in the context
of a residual profit split allocation, the back
affice function is relevant for purposces of
receiving remuneration for a routine
contribution to a global dealing operation. P
determines that an arm’s length
compensation for the back office is $20.
Since the back office services constitute a
routine contribution, $20 of income is
allocated to USsub under step 1 of the
residual profit split method. Similarly, as the
arm’s Jength compensatinn for the risk to
which P is subject as counterparty is 540, $40
is allocated to P as compensatian for acting
as counterparty.

{v} The second step of the residual profit
split method (§ 1.482-8(e)(6) (iii}} requires
that the residual profit be allocated to
participants according to the relative value of
their nonroutine contributions. Under P's
transfer pricing method, P allocates the
residual profit of $120 ($180 gross income
minus $20 for back office services minus $40
compensation for the routine contribution of
acting as counterparty) using a multi-factor
formula that reflects the relative value of the
nanroutine contributions. Applying the
comparability factors set out in §1.482-
B(a}{3}. P allocates 40%% of the residual profit
to P, 35% of the residual profil to USsub, and
the remaining 25% of residual profit to Jsub.
Accordingly, under step 2, $48 is allocated to
P, $42 is allocated to USsub, and $30 is
allocated to Jsub. Under § 1.863-3(h), the
amounts allocated under the residual profit
split is sourced according to the residence of
each participant to which it is allocated.

{vi) Because the $40 allaocated to P consists
of compensalion far the use of capital, the
allocation is sourced according to where the
capital is employed. Accordingly. the $40 is
sourced 35% to P's deemed QBU In the
Linited States under § 1.863-3(h) (3} (iv) and
65% to non-U.S sources.

* * * ¥ *

Par. 8. Section 1.863-7(a){1) is
amended by revising the second
sentence to read as follows:

§1.863-7 Allocation of income attributable
to certain notlonal principal contracts under
section B63(a).

(@) Scope—(1) Introduction. * * *
This section does not apply to income
from a section 988 transaction (as
defined in section 988(c} and §1.988-
1(a}), or to income from a global dealing
operation (as defined in §1.482-
8{a){2)(1)} that is sourced under the rules
0f§1863 3hy.* + *

* # * * *

Par. 9. Section 1.864-4 is amended as
follows:

1. Paragraphs (c W2){iv), (€)(2)v),
(c}{3)(ii), and (¢} (5)(vi)(a) and {#) are
redesignated as (r)(Z)(v () (2){vi).
{){(3)(iii), and {£)(5)(vi) (B) and (o),
respectively.

2. New paragraphs {c) (2}{iv}, (¢)(3)(i).
and {(c){5)(vi)(a) are added.

The additions read as follows:

§1.864—4 U.5. source income effectively

connected with U.S, business,
* " % Y ¥

{C) * & F

(2} LI T

(iv} Special rule refating to a global
dealing operation. An asset used in a
global dealing operation, as defined in
§1.482-8(a)(2){(i}. will be treated as an
asset used in a U.S. trade or business
only if and to the extent that the U.5.
trade or business is a participant in the
global dealing operation under § 1.863-
3{h)(3). and income, gain or loss
produced by the asset is U.S. source
under § 1.863-3(h) or would be treated
as U.S. source if § 1.863-3(h) were to
apply to such amounts.

* * * * ¥

{3} ¥ %k *

(ii) Special rule relating to a global
dealing operation. A U.S. trade or
business shall be treated as a rmaterial
factor in the realization of income, gain
or loss derived in a global dealing
operation, as defined in § 1.482-

(a}(2)(i), only if and to the extent that
the U.S. trade or business is a
participant in the global dealing
operation under § 1.863-3(h)(3). and
income, gain or loss realized by the U.S.
trade or business is U.S. source under
§1.863-3{h) or would be treated as U.S.
source if § 1.863-3(h) were to apply to
such amounts.

* * * * ®
(5] * ok *
(v'i ¥ ¥

(@) Certain income earned by a global
dealing operation. Notwithstanding
paragraph (c)(5) (i) of this section, U.S.
source interest, including substitute
interest as defined in § 1.861-2(a){7).
and dividend income, including
substitute dividends as defined in
§1.861-3(a)(6), derived by a participant
in a global dealing operation, as defined
in § 1.482-8(a)(2)(i), shall be treated as
attributable to the foreign corporation’s
U.S. trade or business, only if and to the
extent that the income would be treated
as 1.8, source if § 1.863-3(h) were to
apply te such amounts.

Par. 10. Section 1.8564-6 is amended
as follows:

1. Paragraph (b)(2){(if}(d){3} and
(b}(3)(i1){c) are added.

2. Paragraph (b} (3}i) is revised by
adding a new sentence after the Jast
Sentence.

The additions and revision read as
follows:

§1.864-6 Income, gain or loss atirlbutable
to an office or other fixed place of business
in the United States.

x # Y 3 *

(b}* P
{2)* %

i) * * *

(d) & ok X

{3) Certain income earned by a giobal
dealing aperation. Notwithstanding
paragraphs (b} (2)(ii) (2) or {b)} of this
section, foreign source interest,
including substitute interest as defined
in §1.861-2(a){7), or dividend income,
including substitute dividends as
defined in §1.861-3{a)(6), derived by a
participant in a global dealing
operation, as defined in §1.482-
8(a}(2){i) shall be treated as attributable
to the foreign corporation’s U.5, trade or
business only if and to the extent that
the income would be treated as .S,
source if § 1.863-3(h) were to apply o
such amounts, * * *

3 ko

{i) * * * Notwithstanding paragraphs
(b)(3)G) {1) and {2 of this section, an
office or other fixed place of business of
a nonresident alien individual or a
foreign corporation which is located in
the United States and which isa
participant in a global dealing
operation, as defined in §1.482-
8{a){2){i). shall be considered to be a
material factor in the realization of
foreign source income, gain or loss, only
if and to the extent that such income,
gain or loss would be treated as U.S,
source if § 1.863-3{h) were to apply to
such amounts.

(@) * * *

{c) Property sales in a global dealing
operation. Notwithstanding paragraphs
(b)(3){ii) (&} or {B) of this sectian,
personal property described in section
1221{1} and sold in the active conduct
of a taxpayer's global dealing operation,
as defined in § 1.482-8(a}(2](i), shall be
presumed to have been sold for use,
consurnption, or disposition outside of
the United States only if and to the
extent that the income, gain or loss to
which the sale gives rise would be
sourced outside of the United States if
§1.863-3(h) were to apply to such
amounts,

Par. 11. Section 1.894-1 is amended
as follows:

1. Paragraph (d) is redesignated as
paragraph {e).

2. New paragraph (d) is added.

The addition reads as follows:

§1.894-1 Income affected by treaty.

* * * * ¥

(d) Income from a global dealing
operation. If a taxpayer that is engaged
in a global dealing operation, as defined
in §1.482-8{a)(2)(i), has a permanent
establishment in the United States
under the principles of an applicable
11.S. income tax treaty, the principles of
§1.863-3(h), §1.864-4(c}{2)(iv),
§1.864-4(c}(3)(ii}, § 1.864-4{c) () (vi){a)
or §1.864-6(b){2){ii)(){3) shall apply
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for purposes of determining the income
attributable ta that U.S. permanent
establishment.
* * 3 * *

Par. 12, Section 1.988-4 {s amended
as follows:

1. Paragraph (b} is redesignated as
paragraph (i}.

2. A new paragraph (h) is added.

The addition and revision read as
follows:

§1.988—4 Source of gain or loss realized
on a section 988 transfer.
+ * # * *

{h) Exchange gain or foss from a
global dealing operation.
Notwithstanding the provisions of this
section, exchange gain or loss derived
by a participant in a global dealing
operation, as defined in § 1.482~
8(a)(2}(i), shall be sourced under the
rules set focth in § 1.863-3(h).

* * * * *
Michael P. Dolan,

Deputy Commissioner of Internal Revenue.
{FR Doc. 98-5674 Filed 3-2-98; 1:50 pm}
BILLING CODE 4830-01-P

DEPARTMENT CF DEFENSE

Defense Logistics Agency

32 CFR Part 323
[Defense Logistics Agency Rey. 5400.21]

Defense Logistics Agency Privacy
Program

AGENCY: Defense Logistics Agency, DoD.
ACTION: Proposed rule.

SUMMARY: The Defense Logistics Agenicy
proposes to exempt a system of records
identified as S500.60 CA, entitled 'DLA
Complaint Program Records’ from
certain provisions of the Peivacy Act.
The exemptions are intended to increase
the value of the system of records {or
law enforcement purposes, to comply
with prohibitions against the disclosure
of certain kinds of information, and to
protect the privacy of individuals
identified in the system of records.
DATES: Comments must be received on
or before May 5, 1998, to be considered
by this agency.

ADDRESSES: Send comments to the
Privacy Act Officer, Defense Logistics
Agency, ATTN: CAAR, 8725 John J.
Kingman Road, Suite 2533, Fort Belvoir,
VA 22060-6221.

FOR FUATHER INFORMATION CONTACT: Ms.
Susan Salus at (703) 767-6183.
SUPPLEMENTARY INFORMATION:

Execulive Order 128686, It has been
determined that this Privacy Act rule for
the Department of Defense does not

constitute ‘significant regulatory action’.
Analysis of the rule indicates that it
does not have an annual effect on the
economy of $100 million or more; does
pot create a serious inconsistency ot
otherwise interfere with an action taken
or planned by another agency; does not
materially alter the budgetary impact of
entitlements, grants, user fees, or loan
programs or the rights and chligations of
recipients thereof; does not raise navel
legal or policy issues arising out of legal
mandates, the President’s priorities, or
the principles set forth in Executive
Order 12866.

Repulatacy Flexibility Act. 1t has been
determined that this Privacy Act rule for
the Department of Defense does not
have significant economic impact on a
substantial number of small entities
because it is concerned only with the
administration of Privacy Act systems of
records within the Department of
Defense.

Paperwork Reductian Acl. It has been
determined that this Privacy Act rule for
the Department of Defense imposes no
information requirements beyond the
Department of Defense and that the
information collected within the
Department of Defense is necessary and
consistent with § U.5.C. 552a, known as
the Privacy Act, and 44 U.S.C. Chapter
35.

This proposed rule would add an
exernpt Privacy Act system of records to
the DLA inventory of systems of
records. DLA operates a complaint
system whereby individuals may report
instances of suspected fraud, waste, or
abuse; mismanagement; contractl
deviations, noncompliance, or
impropriefies; adminisiralive
misconduct; or adverse treatment under
the complaint program. Allegations are
investigated and appropriate corrections
are instituted. The proposal to exempt
the system reflects recognition that
certain records in the system may be
deemed to require protection from
disclosure in order to protect
confidential sources mentioned in the
files and avoid compromising,
impeding, or interfering with
investigative and enforcement
proceedings. The Director proposes to
adopt these exemptions for the reasons
provided.

List of Subjects in 32 CFR part 323
Privacy.

Accordingly, 32 CFR part 323 is
proposed to be amended as follows:

PART 323-DEFENSE LOGISTICS AGENCY
PRIVACY PROGRAM.

1. The authorily citation for pan 323
continues to read as follows:

Authority: Pub. L. Y3-579, B8 Siat 1896 (5
U.5.C. 552a).

2. Appendix H to Part 323 is proposed
to be amended by adding paragraph e.
as follows:

Appendix H to Part 323-DLA Exemption
Rules,

¥ * * * *
e. ID: 5500.60 CA (Specific
exemption).

1. System name: DLA Complaint
Program Records.

2. Exemption: {i) Investigatory
material compiled for Jaw enforcement
purposes may be exernpt pursuant to 5
11.5.C. 552a{k)(2). However, if an
individual is denied any right. privilege,
or benefit for which he would otherwise
be entitled by Federal law or for which
he would otherwise be eligible, as a
result of the maintenance of the
information, the individual will be
provided aceess to the information
except to the extent that disclosure
would reveal the jidentity of a
confidential source.

(ii} Investigatory material compiled
solely for the purpose of determining
sultability, eligibility, or qualifications
for federal civilian employment,
military service, federal contracts, or
access to classified information may be
exempt pursuant to 5 U.S.C. 552a(k){5),
but only to the extent that such material
would reveal the identity of a
confidential source.

3. Authority: 5 U.8.C. 552a(k)(2) and
{k){5), subsections (c}{3), (d){1) through
ESJ (). (e)(1). (e)(4)(G), {H). and {I). and

4. Reasons: (i) From subsection (c)(3)
because to grani access to an accounting
of disclasures as required by the Privacy
Act, including the date, nature, and
purpose of each disclosure and the
identity of the recipient, could alert the
subject to the existence of the
investigation or prosecutive interest by
DLA or other agencies. This could
serjously compromise case preparation
by prematurely revealing its existence
and nature; compromise or interfere
with witnesses or make witnesses
reluctant to cooperale; and lead to
suppression, alteration, or destruction of
evidence.

{ii) From subsections {d}(1) through
(d)(4). and (f} because providing access
Lo records of a civil or administrative
investigation and the right to contest the
contents of those recerds and force
changes to be made to the information
contained therein would seriously
interfere with and thwart the orderly
and unbiased conduct of the
investigation and impede case
preparation. Providing access rights
normally afforded under the Privacy Act
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4-YEAR SPREAD OF ADRISTMENTS—In the case of
r wheo elects under subsection (e} or {£) of section 4;;
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3 10 change its method of accounting for the taxable
hich includes the date of the enactment of this Act—
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count by the taxpayer under section 451 of such Code
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1ply to such trade or business—

on any security held in connection with such
year as il such security were sold for its fair
taxable year, and

zount for such taxable year.

ny gain or loss subsequently realized [or eain
sentence. The Secretary may provide by
h at times other than the times provided in

Income Tax—Methods of Accounting
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(B) EXCEPTION.~—Subparagraph {A) shali not apply to any security—
(i) which is established to the satisfaction of the Secretary as having na connection to
the activities of such person as a trader, and
(ii) which is clearly identified in such person's records as being described in clause {i)
before the close of the day on which it was acquired, originated, or entered into (or such
other time as the Secretary may by regulations prescribe).
If a security ceases to be described in clause (i) at any time after it was identified as such under
¢lause (ii), subparagraph (A) shall apply to any changes in value of the security occurcing after

the cessation.

{C) COORDINATION WITRH SECTION 1259.—Any sccurity to which subparagraph (A} applies
and which was acquired in the normal course of the taxpayer's activities as a trader in securities
shall not be taken inte account in applying section 1259 to any position te which subparagraph

{A) doses not apply.

(D) OTUER RULES TO APPLY.—Rules similar o the rules of subsections {(bX4) and {(d) shall
apply to securities held by a person in any {rade or business with respect to which an election

wnder this paragraph is in effect.

{2) TRADERS IN COMMOBITIES.—In the case of a persen who is engaged in a trade or business as a
trader in commodities and who elects to have this paragraph apply te such trade or business,
paragraph (1} shall apply to commaodities held by such trader in connection with such trade or
pusiness in the same manaer as paragraph (1) applies to securities held by a trader in securities.

(3} ELECTION.—The elections under paragraphs (1) and (2) may be made separately for each
wrade or business and without the consent of the Secretary. Such an election, once made, shall apply
to the taxable year for which made and all subsequent taxable years unless revoked with the consent

of the Secretary.
Amendments Far the effective date of the above amendment, see
Act Sec. 1001(dX4]) in the amendment nates following
. 105-34, § 1001(bX
"'f;d Gec, 100HY) amended Code Sec. 475 by redesignating  Code Sex. 475(e).
tion (e} as subsection {g) and by inserting after new
bwection (€) 2 new subsection {f) to read as above.
[Sec. 475(g))

{g) REGULATORY AUTHORITY.—The Secretary shall prescribe such regulations as may be necessary or
approgriate to carry out the purposes of this section, including rules—
(1) to prevent the use of year-end transfers, related parties, or other arrangements to aveid the

provisions of this section, and

{210 provide for the application of this section to any security which is a hedge which cannst be
identified with a specific security, pesition, right to income, or liability.

Amendments

PL. 10534, § 1001(h):

Azt Sec. 1001(b) amender Code Sec. 475 by redesignating
whsection (€) as subsection (g).

Fur the effective date of the above amendment, sce
Act Sec. 1001(dX(4) in the ameandment notes following
Cade Sec. 475¢).

P.L. 103-56, § 1322X(a):

Act Sec. 13223a) amended subpart D of part IT of
subchapter E of chapter 1 by adding at the end thereol new
Code Ser. 475 to read as above,

The ahove amendment generally applies to all tax
rears endfin g om ot after December 31, 1993. For a special
rule, see Act Sec. 1322MeN21(3), below.

PL. 1366, § 1322XcX D3y
Act Sec. 1322 cX 2)(J) pravidex

{2) CHANGE IN METHOD UF ACCOUNTING —In Lhe case of any
taxpayer required by this section te change its method of
accounting for any taxable year—

{A) such change shall be treated as imuatvd by the
laxpayer, )

{B} such change shall be treated as made wath the consenl
Wl the Secretary, and

{Chencept as provided in paragraph (37, the pet amoupt 1f
the adjustments required to be laken ity account by the
laxpayer under section 481 of the Internal Revenue Code of
1386 shall be 1aken into account ralably nver the S-taxable
vear period beginning with the Jirst taxable year ending on or
alter December 33. 1993

Internal Revenue Code

{3} SPECIAL RULE POR FLOOR SPECLALISTS AND MARKET MAK-
EBS.—

{A) IN GENERAL.—IF—

(i} a taxpayer (or any predecessor) used the last-in first-out
{LIFO} method of accounting with respect 1o any gualified
securities jor the S-1axable year period emding with its last
taxable year ending before December 31, 1993, and

{ii} any portion of the net amount described in paragraph
{2XC)is artributable 15 the use of such method of accounting,
thep paragraph (2XC) shall be applisd by taking such
porlion inlo account ratably over the 15+axable year perod
beginping with Lhe first taxable vear ending on or alier
December 11, 1993,

{BY QUALTFIED SECURITY .—For purposes of this paragraph.
1he termn "qualified security” means any secunly acguired—

{1} by a floor specialist (as defined in section L23&(AXN 2) of
the Internal Revenue Code of 1986} in connection with the
specialist's duties as a specialist on an exchange, but only if
Lhe security is one in which the specialist 1s registered with
the exchange, or

(11} by a taxpayer who is a market maker in connection
with the taxpayer's duties as a markel marker, bul only f[—

(1) the security is included on Lhe Natiopal Associatum uf
Security Dealers Automaled Quotation Systern,

{11} the Laxpayer is registered as 3 markel maker in such
security with the National Association of Security Dealers,
and

(ITT) as of the last day of the taxable year preceding the
taxpayer's first taxable year ending on or alter December 31,

1993, the 1axpayer (or any predecessor} has been actively

Sec. 475(g)
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{5Y SPECTM XLLE FOR PRE-1954 ADJUSTMENTS IN CASE OF  Josses sustained in taxable years begintung afier Deces
CERTAIN DECEIHATY —A change from the cash receipts and 31, 1969,
disbursement« methed to the accrual method in any case
invehiing the us ol inventosies, made o or after August 16, P L. 85-866, § 2(a). (b):
1954, and before January 1, 1958, {or a {axable year to which
this section apphes, by the execuior of adminmstrator of a Sec 2¥a) added paragraphs (4), (5), and 167 10 submer o
decedent’s estate 1n the first return filed by such executor or 10 Tead as above The amendment applies 10 any changr «
adminisirator o behalf of Lhe decedent, shail be given efleer  method of accounling where the year of the change w 4
in determiming 14xable income (ather than for the purpose of ~ ta¥able year beginning after 12.31-53 and ending e
computing 2 net vperaung loss carryback to any prior 81654, However, (he amendment docs not apply s bews
taxable year of the decedent), and, if the net amounl of any ~ 9-2-58 the taxpayer applied for a change in meted «
adjustments required by subsection (a) in respect of taxabie  #ccounting in the manner provided by regulauions an ne
years (o which U5 sectivn does nol apply would increase the  18xpayer and the Secretary or his delegaile agreed w
1axable incame of the decedent by more than $3,000, then the  terms and cenditions for making the change.
tax attributable 1o such net adjusiments shall not exceed an |
amount equal to the tax that would have been payable on the Sec. Z9(b)i1) amended Code Sec. Wl(ng_y 1nserting ""1'
cash receipts and disbursements method for the years for | Subseclion [aX2)" each p la;e it ’hpp”he m parur:fﬂ;’-
which the executor or adminsstrator filed returns on behalfof %, (23 the foliowing. ™, other than amlaun_tb
the decedent, computed for each such yesr as though a  Adjustmentsto which paragraph (4] or (3) apphes.
ratable poruion of the 1axabie income for such year had been Sec. 20(bX2) amended Code Sec. 481(b} by subsutetme
received wn each of 10 taxable years beginning and ending on “the eggregale mcrease in the taxes” far “the aggrepate 'l
the same dates 4~ the taxabie year for which the tax s being 30 taes iy paragraph {1},
Computed.

{6) APPLICATHIN [} PARAGRAPH (4)—Paragraph (4) shall
not apply with respect Lo any taxpayer, if the taxpayer elects
to take the nei amount of the adjustments described in
paragraph (4] {AUinto sccount in the manner provided by
paragraph {13 or (2} An election 1o take the net amount of .
suchsadjusxmems imo account in the manner provided by Bec. 29{b)4} amended Code Sec. 481(b) by '“’ef.m“hf
paragraph (1) o1 (21 may be made only il the taxpaver  “the net increase in the taxes under this chapter” 1 P
consents 1 wriling to the assessment, within such period as  &72ph {2) the following words “(or under Lhe corres
may be agreed on with Lhe Secretary or hus delegate, of any  provisions of prior revenue laws)”
deficiency Tur the vear of the change, to the extent attribula- i ar
ble to takeng the net amount of the adpustments described in | 580 Z9(b)5) amended Code See. 481(b) b;l::::;lgu
paragraph (4} (A1 \nto account in the manner provided by Paragraph (2)" each place it appeared “; pa av
paragraph (1) or 12), even though at the time of iling such  #nd insesting in hew 1hereol paragraph (1) ot ol
consent 1he assessment of such deficiency would otherwise be , , in met
prevented by the operation of any law or rule of law. An | C:;‘:“?: ei?’ren;n:;enpép:: o}ulh:nih::::ﬁ a tagable ¥
election under this paragraph shall be made at such time and begi £ frer 12.31 23 and ending after &16-5% Lle
in such manner as the Secretary or his delegate shall by EINAINE aller 1wt g

Sec. 2XbK3) amended Code Sec. 481(b) by subsulwmt
“which would result if one-third of such intrense ih Lshs
income” for “which would result if one-thizd of such =
crease” in patagraph (1}

e

that the amendments made by Sec. 29(b)(1} do not e P

regulations prescribe before 9-2.58 the taxpayer applied for a change 10 T¢! e

P.L 91172, § 512(f: accounting in the manner provided by regulation® ’10 e
Amended Code Sec 48{(bN3IHA) by adding “carcyback  taxpayer and the Secretary or his delegate 28F

or” after “capetal loss” Effective wilh respect 1o net capital  terms and conditions for making the changt

[Sec. 481(c)) he

{c) ADJUSTMENTS UNDER REGULATIONS —In the case of any change described in subsectiod “";w
taxpayer may, in such manner and subject to such conditions as the Secretary may by reg'ula
prescribe, take the adjustments required by subsection {a) {2} into account in computing the tax 1
by this chapter for the taxable year or years permitted under such regulations.

Amendments
P.L. 34-455, § 1906(bX 13X A
Amended 1954 Cude by substituting “Secretary” for “*Sec-

retary or his delegate™ each place it appeared Elfective
Fehruary 1, 1977

[Sec. 481(d)—Repealed) MENT

E
Amendements “(d) EXCEPTION FOR CHANGE TO INSTALY S
P, L. 96471, § 26X BASIS.—This secuon shall not apply to a Chsnszlhﬂd‘ w
Repealed Code Sec 481(d). effective for dispositions made *IFlioﬂ 453 (relaling (e change 1o instaliment ™
after October 15, 1980, e taxable vears ending after that paes
date Pror Lo repeal, Code Sec. 4B14d) provided:

{Sec. 482]
SEC. 482. ALLOCATION OF INCOME AND DEDUCTIONS AMONG TAXPAYERS'

. . . ) e[hfr
In any case of two or more organizations, trades, or businesses (whether or not incorporatet: ‘”}:1\,
or not organized in the United States, and whether or not affiliated) owned or controlled diret”

Sec. 481(c)
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i he Secretary tna
same interests, 1
o byr:el;ts or allowances between Or amon
B “;sat sucrh distribution, apportmnmem}.jox i
“mmmes ; 1y 1o vefiect the incomé of any of such ott
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peet i comm
:pcu 1o such transfer or license shall
Amendments
1):
PL oSk § X 2 by sdding a1
e 8100 mended S e
eof a new SERLE: )
* mdmmr amendment applies 10 fax years beglnning
mpeee However, sec Act Sec.
[ mber 31, 1986. i
SN IHS), below. .
Aq Bec. 1231(ZN2HS). as amended by P.L. 10064
191X(n), provides:
' 12+ SPECIAL RULE FOR TRANSFER OF INTANGIBLES.— -
A" I GENERAL —The amendments made by subsbe:rusnt
wianall apply 10 1axable yrars peginning after Decemhe 3
19 but anly with respect Lo transiers afier Novem! h[daté
19, o heenses granted after such diae {or before 5::b ae
Wb respect L0 preperty not in existence of owme iy be
uxpaver on such date) In the tasé of any Lrans :;dm
bommse) which is not to a foreign person. the %e 1936?‘
watenee shall be applied by substtuting August 16,
b “November 16, 1985, .
{B7 SPECIAL RULE FOR SECTION 936—For ;:;rpo?e‘ )
wenon B36(hXSNC) of the Internal Revenue C x e of 1986
the amendments made by subsectien (€) shal appt)l; -
wubiz years beginning after December 31, 1986, n::de
regard Lo when the Aransfer {or license}, il any, was .
{3 SumsecTion {).—The nmendme}\t made by subs;:l;:{l
wﬂ apply 10 Laxable years beginning after Decemoer 52,

) TRANSITIONAL RULE—Tn the case of a corporation—
(A} with tespect 1o which an election under section 936 of
the Inttrngd Revenue Code of 1986 {relaung to POSSESSIONs
tax credit) is in effect, 3
{Biwhich produced sn end-product form in Puerte Ricoon
w before Seprember 3, 1982, h
iC) which began manufactuting a component of suc
:'nl:iduu in Puerto Rico in its taxable year beginmng o 1983,

D1 with respect to which a Pueric Rican Lax exemption

™I granted on June 27, 1983, such corporation shall trea
::h “°mmnzntjas a Be;;arale product for such taxable yeat
¥

Urposes of determinimg whethes suchlcorp?raliop had a
enulicant business presence in Puerto Rico with respect 10
Wrb producy and igs income with respect to such product

[Se
B8EC. 483, INTEREST ON CERTAIN DEF]

{Sec
{2) AMOUNT CONSTITUTING INTEREST —For P!
(1) under any contract for the sale or ext

(2) to which this section applies,

there ghayt be treated as interest that portion of il
*rmned in a manner consistent with the m
Properly allocable to such payment.

(St

(5) Torar UNsTATED INTEREST.—For putp
®ans, with respect 1o a contract for the sale o1 1

{1} the sum of the paymenls to which t
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indirectly by the same interests, the Secretary may distribute, apportion, or allecate gross income,
deductions, credits, or allowances between or among such organizations, trades, or businesses, if he
determines that such distribution, apportionment, or allocation is necessary in order to prevent evasion of
taxes or clearly to reflect the income of any of such organizations, trades, or businesses. In the case of any
transfer (or license) of intangible property {within the meaning of section 936(h %3 B)), the income with
respect to such transfer or license shall be commensurate with the income attributable to the intangible.

Amendments
P.L 99514, §1231eX1):

Act Sec. 1231{e)(1} amended Code Sec 482 by adding at
the end thereof a new sentence Lo read as above.

The above amendment applies 10 tax years beginning
after December 31, 1986, However, see Act Sec.
1231(gX2)-(8), below.

Act Sec. 1231(gX2)5), as smended by P.L. 100-547,
§ 1012(n), provides:

{2) BPECIAL RULE FOR TRANSFER OF INTANGIBLES. —

{A) IM GENERAL —The amendments made by subsection
(e} shall apply to tazable years peginmng after December 31,
1986, but anly with respect to transfers afler November 16,
1985, or licenses granted after such date (or before such date
with respect te property not in existence or owned by the
taxpayer on such date). Tn the case of any transfer {or
ticense) which is not to a foreign pecson, the preceding
sentence shall be applied by substituting “August 15, 19867
for ""November 16, 1985"

{B) SPECIAL RULE FOR SECTION 936 —For purposes of
section 93G(hXSNC) of the Internal Revenue Code of 1986
the amendments made by subsection {¢) shall apply to
axable years beginning after Decermber 31, 1986, without
regard to when the transfer (or license), if any, was made.

{3 SUBSECTION {f}.—The amendment made by subsection
{{y shall apply to taxable years beginning after December 31,
1982,

(43 TRANSITIONAL RULE —In the case of a corporation—

{A) with respect to which an election under section 936 of
the Internal Revenue Code of 1980 (relaling to possessions
tax credit) is in eifect,

{B) which produced 2n end-product form in Puernig Rico on
or before September 3, 1982,

tCy which began jacturing a comp of such
product in Puerte Rico in its 1axable year beginning in 1983,
and

{D) with respect to which a Puerto Rican Lax exemption
was granted on June 27, 1983, such corporation shall treay
such compenent as a separate product Tor such taxabie year
for purposes of determining whether such corporation had a
sigmiicant business presence in Puerte Rico with respect to
such product and its intome with respect 1o such product

Amended 1954 Code by substicuting “Secretary” for “Sec-

retary or his delegate” each place it appeared Elfective
February 1, 1977

{57 TRANSITIONAL RULE FOR INCREASE IN GROSS INCOME
TEST—

(A} [N CENERAL.—[f—

{i}a corporation fails to meet the requirements of subpara-
graph (B) of secuion 936(a X2 of the Internal Revenue Code
of 1986 (as amended by subsection (dX 1)} for any taxable
year beginning in 1987 or 1988,

(i} such corporation would have met the requirements of
such subparagraph (B} if such subparagraph had been ap-

plied withoul regard to the amendment made by subsection
(dX13 and

wm) 7S percent or more of the gross inecome of such
corporation for such taxable year {or, in the case of a taxable
vear beginning 1n 1988, for the perid consisting of such
taxable year and the preceding taxable year) was derived
from the active conduct of a trade or business wilthin a
possession of the United States, such corparation shal! never.
theless be treated as meeting the requirements of such
subparagraph (B) for such 1axable year if it elects to reduce
the amount of the qualified possession source invesiment
income for the taxable year by the amount of the shortfall
determined under subparagraph (B} oi this paragraph.

{B) DETERMINATION OF SHORTFALL.—The shortfall deter.
mined under this subparagraph for any taxable year is an
anmount equal to the excess of—

{1175 percent of the gross income of the corporation for the
3-year period (or pact thereof) referred (o i section
3 aXZNA) of such Tode, over

{1i) the amount of the gross income of such corporation for
such period (or part thereel) which was derived [rom the
active conduct of a trade or business within a possession of
the United States,

{CYSPECIAL RULE.—Any income attributabie to the invest.
ment of the amount not treated as qualifed possession source
investment income under subparagraph {A) shall not be

treated as qualified possession source investment income for
any taxabie year.

[Sec. 483)
SEC, 483. INTEREST ON CERTAIN DEFERRED PAYMENTS.

[Sec. 483(a)]
{a) AMOUNT CONSTITUTING INTEREST.—For purposes of this title, in the case of any payment-—
{1) under any contract {or the saie or exchange of any property, and

(2) to which this section applies,

there shall be treated as interest that portion of the total unstated interest under such contract which, as
determined in a manner consistent with the method of computing interest under section 1272{a), is

praperly ailocable to such payment.

[Sec. 483(b)]

{b} ToTat, UNSTATED INTEREST —For purposes of this section, the term “total unstated interest”
means, with respect to a contract for the sale or exchange of property, an amount equal to the excess of—

(1} the sum of the payments to which this section applies whick are due under the contract, over

Sec. 483(b)
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» general rules, see Act Sec. 1216 Sollowing Code

851,
L97-34, § B3@N2X .
_862(a) by striking out “and'’ al the
mmd:: (;c:heé?hy su('ilt.ing out the period a1 the end of
of th 8(‘5) and inserting 2 sermcolon, by Sll‘.n.'ké:g out
.fe. fiting'" in paragraph {7) and insening “underwsi.
Ty 1riking out the period at Lhe end of paragraph {7}
i 3;@; «. and", and by adding paragraph (8) to read a3
\:: appliu;ﬂe ta dispositions after June 18, 1980, in tay
s 'ending after that dale.

.. 94455, § § 1035(b), 1901(bX26):
ymended Code Sec. 8621a) as {ollows:

h (7) to read as above,
) added a new paragrap
?e}:?irée( iL,a tazable years beginming alter December 3t
76, _—
stituted sale or exchange” for “sale” in
E:;.;L(r?fs?a;\:a {6). Effective for Laxable years beginning

.er December 31, 1976.

b} ‘

—From the items of gross income
II:::D r?:eiﬁisogses, and other deductions properly
' peexpt:.nses, losses, or other deductions which
:sas[}icome. The remainder, if any. shall be treated
d States. In the case of an individual who does nat
deduction shall be considered a deduction which

ros8s income.

an—.
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Amendments L. 95-30, § 102b)30):

p.L. 99-514, § 104(b)X12). Amended Code Sec. 862(h) by adding Lhe last sentence,
Act Bec. 104(bX(12) amended Code Sec. 862(by by striking  tffective for taxable years beginning after December 31,
out "the 2eTo bracket amount™ and inserting in heu thereol 1976,

“'¢he standard deduction”. For special rules regarding atlocation of R & E expendi-
The above amendment applies to tax years beginning tures under Code Sec. 861, see P.L. 98-369, § 126, following
altet December 31, 1986, Cude Sec. 861(b).

[Sec. B62(c)}—Repealed]
Amendments The above amendment is effective asif included in the
P L. 100-647, § 1012(eX(4): provision af the Tax Reform Act of 1986 (P.L. 93-514) to
“act Sec. 1012(eX4) repealed Code Sec. 862(c). Prior to  Which it relates. .
, Code Sec. 86:X(¢) read as follows: For a special rule, see Act Sec. 4009 in the amendment
(c) CROSS REFERENCE.~— notes following Code Sec. 861(a).
For seurce of amounts altributable to certain aircralt and P.L. 92-178, § 314(b):
vessels, see section B61e). Added Code Sec, 862(c).

[Sec. 863)
SEC. 863. SPECIAL RULES FOR DETERMINING SOURCE.

[Sec. 863(a)]

(a) ALLOCATION UNDER REGULATIONS.—Iterns of gross income, expenses, losses, and deductions, other
than thase specified in sections 861(a) and 862(a), shall be allocated or apportioned to sources within or
without the United States, under regulations prescribed by the Secretary. Where items of gross income
are separately allocated te sources within the United States, there shall be deducted (for the purpose of
computing the taxable income therefrom) the expenses, losses, and other deductions properly apportioned
o allocated thereto and a ratable part of other expenses, losses, or other deductions which cannct
definitely be allocated to some item or class of gross income. The remainder, if any, shall be included in
{ull a5 taxable income from sources within the United States.

Amendments
p.L. M55, § 1906(BX1IXAY.
Amended 1954 Code by substituting ~Secretary” for "Sec-
retacy o his delegate” each place it appeared. Effective
February 1. 1977

{Sec. 863(b)]

(b} INCOME PARTLY FROM WITHIN AND PARTLY FROM WITHOUT THE UINITED STATES.—In the case of

inceme derived from spurces-partly within and partly without the United States, the taxable income
may first be computed by deducting the expenses, losses, or other deductions apportioned or allocated
thereto and a ratable part of any expenses, fasses, or other deductions which cannot definitely be allocated
to some item or class of gross income; and the portjon of such taxable income aftributable to sources
within the United States may be determined by processes or formulas of general apportionment
prescribed by the Secretary. Gains, profits, and income—

(1) from services rendered partly within and partly without the United States,

(2) {rom the sale or exchange of inventory property (within the meaning of section 865(iX1))
produced (in whole or in part} by the taxpayer within and sold or exchanged without the United
States, or produced (in whole or in part) by the taxpayer without and sold or exchanged within the
United States, or

{3) derived from the purchase of inventory property (within the meaning of section 865{(i) 1))
within a possession of the United States and its sale or exchange within the United States,

shall be treated as derived partly from sources within and partly from sources without the United States.

Amendments. The above amendment applied to tax years beginning
PL i01-239, § 781 1GX2) after December 31, 1986. However, for a special ruie, see
Act Sec. 781 1(iX2) amended Code Sec. 863(0X2) by strik- At Sec. 1211{eX2), helow.

"mel)“ and inserting "86XiX 1. Act Sec. 1211{(cX2) provides:

Fi.101-239, § 78110X 2

R : {2) SPECIAL RULE FOR FOREIGN PERSONS, —Tn the case of any

AF%S;‘;‘ ?Bl.!m(Z) Mdd Codc se"' B6I(BX3} by strik- foreign person other than any controlled foreign corpocations

n“e AIF" and inserting 865(0“! . ip s . {within the meaning of section 257(a) ol the Internal Reve-

mmx‘* "'F‘:’:d{;_'e";’ ,"“If ?ﬂ:";’l‘fe ai'l“"’d“dRed M nue Code of 1954), the amendments made by this section

on of the Technical an iscellaneous Reve- i ; p
wee Act of 1988 (P11 7310 which they relate, shail‘apply I transactions entered intv after March 18,

1986
PL9SI4, 5121 X1XAY.
Act Ser. 1211(BX1KA) amended Code Sec. 863(hX2)and  ©-L- 99514, § 121 2e:

U by sinking out “'personal property” and inserting in lieu Act Ser. 1212(e) amended Code Sec 861bX 1) by striking
nwentory property (within the meaning of secson  out 'transportation or other services” and inserting in lieu
. thereol “services'.
Wternal Revenue Code
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The abeve amendment generally applies te tax years
beginning after December 31, 1986, Hawever, for special
rules see Act Sec. I2IA0(2(3)} folioming Cede Sex, 861,

For special rudes regarding allcation of R & B expendi-
tures under Code Sec. 861, see P.L 9364, § 126, foljowing
Code Sec. 861(b).

P L. 94455, § § 1901(LX(26). 1906(bX 13X AY

Amended Code Sec. BEIb} as {othuws

§ 1901(b)(26) substituted “sale or exchange (o “yy-
“sold or " for “sobd” In paragraph
tive foc taxable years beginning after Duru:bqs},z}f;:"
§ 1906(bX 13X A) amended 1954 Code by i
"Secretary” for “Secretary or his delegale” each placy i
appeared. Effective February 1, 1977,

[Sec. 863(c)]
{c)} SOURCE RULE ¥OR CERTAIN TRANSPORTATION INCOME. —

{1) TRANSPORTATION BLGINNING AND ENDING IN THE UNITED STATES.~—All transportation income
attributable to transportation which begins and ends in the United States shall be treated as derived

from sources within the United States,

(2} OTHER TRANSPORTATION HAVING UNITED STATES CONNECTION.—
{A} IN GENERAL.~—50 percent of all transportation income attributabie to transportatioo

which—

() is not described in paragraph (1), and
(ii) begins vr ends in the United States,
shall be treated as from sources in the Upited States,

(B) SPECIAL RULE FOR PERSONAL SERYICE INCOME.—Subparagraph (A) shall not apply to any
transportation inceme which is income derived from personal services performed by the
taxpayer, unless such income is attributable to transportation which—

{i) begins in the United States and ends i a possession of the United States, or
(i) begin« in a possession of the United States and ends in the United States.

[Caution: The fast sentence of Code Sec. BSXcX2XB), below, as added by P.L. 105-34,
applies to remuneration for services performed in tax years beginning after December
31, 1997.1

In the case of transportation income derived from, or in connection with, a vessel, ‘this
subparagraph shall only apply if the taxpayer is a citizen or resident alien.

{3} TRANSPORTATION INCOME.—For purposes of this subsection, the term “"transportation
income” means any income derived from, or in connection with—

(A) the use (or hiring or leasing for use) of a vessel or aircraft, or
(B} the performnance of services directly related to the use of a vessel or aircraft. .
Fur purposes of the preceding sentence, the term “vessel or aircraft™ includes any container used in

connection with a vessel or aircraft.

Amendments
P.L. 185-34, § 1174(a X2}

Act Sec. Ji74(a}2) amended Code Sec. B53cX2XB) by
adding at the end a new flush sentence Lo read as above.

The above amendment applies to remuneration for
services performed in tax years beginning after Decem-
ber 31, 1997,

P.L. 99514, § 121a):

Act Sec. 1212(a) amended Code Sec. 863(cX2) 1o read as
abowve Prior 10 amendment, Code Sex BB3cX2) read as
fallows,

{27 TRANSPORTATION BETWEEN UMITED STATES AND ANY
POSSESSION ~—

(A) IN GENERAL.—50 pervent of all transportation income
atiributable to transportation which

(i} begins in the Uniled States and ends in a possession of
the United States, ar

{ii) begins in a possession of the Umted States and ends in
the United Slates,
shall be treated as derived from <ources within the United
States.

(B) SPECIAL RULE FQR CERTAIN LESSORS OF ATRCRAFT.—1~"

(i} the taxpayer owns an aircraft which is section 3:
property and Jeases such aircraft 1o a United States o
(other than a member of the same controlled grovP 3
corporations (as defined in section 1563) as the taxpays®
and

(i} such United States person is 8 reguiarly scheduled av
carier,
subparagraph (A) shall be applied by substituting 100
percent” for “' 50 percent”.

The above amendment generally applies to tax Y"_rsl
beginning after December 31, 1986. However, for 8 ;’
rules see Act Sec. 12121X2)(3) following Code Sec. B8

P.L. 98-359, § 124(a):
Act Sec. 124(a) added Code Sec. 863(c).

The above amendment appliea to transporation ke
ginning after July 18, 1984 in tax years ending after suc
date. Speciat rules appear in P.L. 95-369. § 126, fotlowing
Code Sec. 861(b).

[Sec. 863(d)]
(d) SaURCE RULES FOR SPACE AND CERTAIN OCEAN ACTIVITIES. —
(1} IN GENERAL.—Except as provided in regulations, any income derived from a space or ocean

activity—

Sec. 863(c)

E B st i
_ income Tax—

(A}l derived by a United States p

(By i derived by a person other t}
United States.
(2) SPACE OR OCEAN ACTIVITY.—For pur

(A IN GENERAL.—The term " spal
(i) any activity conducted in
(ii) any activity conducted_ot
by the United States) of a foreig
States.
Such term includes any activity cond
(B} EXCEPTION FOR CERTAIN ACT
include— .
(i) any activity giving rise 1
(i) any activity giving ris
subsection (eX2)), and
(iii) any activity w:th Tespt
the extent within the prted 5
States (as defined in section 638

For purposes of applying section 63
any jurisdiction not recognized by

Amendments

P.L. 99514, § 1213(a): _
Act Sec. 1213a) amended Code Sec. 863 ty adding
tnd thereof new subsection (d) to read as above.

(€) INTERNATIONAL COMMUNICATIONS IN
(1) SOURCE RULES.~—
(A) UNITED STATES PERSONS—

interpational communications ‘mc_t
such income shall be sourced outsit

{B) FOREIGN PERSONS.—

(i) In GENERAL.-—I';xoepi
person other than a Umtefl S
be sourced outside the Unite

(ii) SPEC1AL RULE FOR I}
THE UNITED sTATES.~—1n the
majntains an office or other
communications income att
sourced in the United States

(2) DEFINITION —For purposes o
includes all income deri(ved from ;il;z
1o any foreign country (or posses
of the United States) to the United

Amendments

PL. 100.647, § 101 2eX3XAY e heating
Act Sec, 1012(eX3HA) amended ! g 1
3 10 read ?1:‘» :;)ofve. Prior to amendment, L

Cnde Sec_ 863 read as follaws

SEC, gs3. ITEMS NOT SPECIFIED IN

851 OR Be2.

L. 100-647, § 100201 ’
Act Sec. 1012(f) amended Code Sec. 86

9 "fyreign country” each place it appears an
Leu theregl "oreign cousivy {of Pessession ¢
Matesy”,

Internal Revenue Code




v g B
N, Part !
o aale”
. pange for 52
uted sale o SRS o Effec-
) subsm}_l[ rgold” P b:' 31, 1976.

vy substi.tuti.ng
SKA) amendtd lg?dfgte" gach place it

NI {ED 5T TES. -—-‘hu 44 anSDOI tation INCDIME
A 5
e UnltEd b{a{es Shan be tr EatEﬁ as dert lng

oN— )
wec‘:come attributable to transportation
jen i

‘ shall not apply toany
‘[’S"‘;‘fézﬁrﬁpﬁﬁm pecformed by the
rom ]

3 sqn which—

:pma;:;on of the United States, o

. pD:nd ends in the {United States.

es

105-34.
added by P-L-
Bj)c’ :ee:!‘::i):;inning after December
&

. ith, & vessel, this
. nnectlo‘“ withn,
o, of 0 €O

ident alien- .
tyzen Of residen 3 ot
ill‘:‘s subsection. the term ~Lraf port
1)
on With—
5sel oF aircraft, oF - .
dto vhe use of a vesseh of rcra.(‘ S
for aircraft” includes any conta
el
LESIORS OF AIRCRAFT—1—
s o 3
oeTS aycralt which 18 section
i i tes person
e 1l such a‘;rir‘gt to a United 131.:3 "

s
her ! y a5 the taxpayerl
than & sped i SECUSR 1563
ations {(as deft

SEECIAL RULE FOR CERTATY

. farly scheduled 3¢
cuch United Stes PeEs s ares

o vy

. figd by substitutiod
shall be 3PP

\ragraph (M) ,.

.. .- cenl’ . tan yeard
o for Snmp:ndment le“e"“yﬁ?:\‘r‘e?e:for special
gt Desembe T oo CodeSe
v 121
,see Act Sec

op-369, § 1248%: BEME).
¢ Sec, 124(a) added €od¢ e o
) &n £
he ahm\‘? ;‘:?:t{%ﬂw o 1an ‘.‘9’2?;96;.“‘5 125, {dln"
uag s{'t:\ cules appear inPL.

y
e Sec. a51b)-

i
TIVITIES.—

: H H asp o
ans any lncﬂme derv EdI
1 " TV O act

Amendments
L. 99514, § 1213a):

oo thereof sew subsection (d) 10 read as above.

(1) SOURCE RULES.—

Income Tax—Sources of Income

Act Sec. 1213(a) amended Code Sec. B63 by adding at the

(B) if derived by a person other than a United States person, shall be sourced outside the
United States.

(2) SPACE OR OCEAN ACTIVITY.—For purposes of paragraph (I }—
(A) IN GENERAL.—The term "space or ocean activity’” means—
(i) any activity conducted in space, and

{ii} any activity conducted on or under water nat within the jurisdiction {as recognized
by the United States) of a foreign country, possession of the United States, or the United
States.

Such term includes any activity conducted in Antarctica.

(BY EXCEPTION FOR CERTAIN ACTTVITIES.—The term “space or ocean activity” shall not
include—

{i) any activity giving rise ko transportation income (as defined in section 863(c)),

(i1} any activity giving rise to international communications income (as defined in
subsection {e)X2)), and

(iii} any activity with respect to mines, oil and gas wells, or other natural depaosits to

the extent within the United States or any foreign country or possession of the United
States {as defined in section 638).

For purposes of applying section 638, the jurisdiction of any foreign country shall not include
any jurisdiction not recognized by the United States.

The aborve amendment applies to tax years beginning
after December 31, 1986,

For general rules, see Act Sec, 1216 following Code
Sec. BA].

[Sec. 863(e))
{¢) INTERNATIONAL COMMUNICATIONS INCOME.—

(A) UNITED STATES PERSONS.—In the case of any United States persom, 50 percent of any

international communications inceme shall be sourced in the United States and 50 percent of
such income shall be sourced outside the United States.

{B) FOREIGN PERSONS.—

(i) IN GENERAL —Except as provided in regulations or clause {ii), in the case of any
person other than a United States person, any international commuunications income shall

be sourced outside the United States.

{ii) SPECIAL RULE FOR INCOME ATTR(BUTABLE TO OFFICE OR FIXED PLACE OF RUSINESS IN
THE UNITED STATES.—In the case of any person (other than a United States person) who
maintains an office or other fixed place of business in the United States, any interpational

communications income attributable te such office or other fixed place of business shall be
sourced in the United States.

{2) DEFITION. —For purposes of this section, the term “intermational communications income™
inclades all income derived from the transmission of communications or data from the United States
W any foreign country (or passession of the United States) or from any foreign country (or pessession

of the United States) to the United States,
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The abuve amendments are effective as if included in

the provisions of the Tax Reform Act of 1986 (P L.
95-514) to which they relate.

For s special rule, see Act See, 4009 in the amendment
notes following Code Sec. B6((a).

L. 99-514, § 1213{a):

Act Ser. 1213a) amended Code Sec. 863 by adding at the
vngd thereof new sybsection (e} to read as above

The above amendment applies to tax years beginning
after December 31, 1986,

For general rules. see Act Sec. 1216 fatlowing Code
Soc, 8561,

Sec. 863(e)
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