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Estimates of capital or start-up costs andome from notional principal contracts,dealing operations that replace the speci-
costs of operation, maintenance, and putnder which such income will be treatedied methods in §81.482-3 through
chase of services to provide information.as U.S.-source ECI if it arises from thel.482-6.

The collections of information in theseconduct of a U.S. trade or business under This document also contains proposed
proposed regulations are in §81.475(g)principles similar to those that applyregulations addressing the source of in-
2(b), 1.482-8(b)(3), 1.482-8(c)(3),under section 864(c)(2). An identical rulecome earned in a global dealing operation
1.482-8(d)(3), 1.482-8(e)(5), 1.482-applies for determining U.S. source EChnd the circumstances under which such
8(e)(6), and 1.863-3(h). The informatiorunder §1.988—4(c) from foreign exchang@acome is effectively connected to a for-
is required to determine an arm’s lengtigain or loss from certain transactions deeign corporation’s U.S. trade or business.
price. The collections of information arenominated in a foreign currency. The regulations proposed under section
mandatory. The likely recordkeepers are Because no regulations were issued 863 generally source income earned in a
business or other for-profit institutions. response to the comments that were rgiobal dealing operation by reference to

An agency may not conduct or sponsogeived after Announcement 90-106, therthe residence of the participant. For these
and a person is not required to respond toemain a number of uncertainties regardsurposes, residence is defined under sec-
a collection of information unless the coling the manner in which the existing regution 988(a)(3)(B) such that global dealing
lection of information displays a valid lations described above apply to financiahcome may be sourced between separate
control number assigned by the Office oinstitutions that deal in financial instru-qualified business units (QBUSs) of a sin-
Management and Budget. ments through one or more entities ogle taxpayer or among separate taxpayers

Books or records relating to a collectrading locations. Many financial institu-who are participants, as the case may be.
tion of information must be retained agions have sought to resolve these proli=xceptions to this general rule are dis-
long as their contents may become matelems by negotiating advance pricingcussed in further detail below.
ial in the administration of any internalagreements (APAs) with the IRS. In Proposed amendments to the regula-
revenue law. Generally, tax returns and994, the IRS published Notice 94—-40tions under section 864 provide that the
tax return information are confidential, ast994-1 C.B. 351, which provided aprinciples of the proposed section 482
required by 26 U.S.C. 6103. generic description of the IRS’s experitegulations may be applied to determine

Estimated total annual recordkeepingnce with global dealing operations conthe amount of income, gain or loss from a
burden: 20,000 hours. Estimated averaghicted in a functionally fully integratedforeign corporation’s global dealing oper-
annual burden per recordkeeper is 4anner. Notice 94-40 specified that iation that is effectively connected to a
hours. Estimated number of recordkeepwvas not intended to prescribe rules for ful.S. trade or business of a participant.
ers: 500. ture APAs or for taxpayers that did notSimilar rules apply to foreign currency
enter into APAs. Moreover, Notice 94—4Qransactions that are part of a global deal-
provided no guidance of any kind for fi-ing operation.

In 1990, the IRS issued Announcemerff@ncial institutions that do not conduct The combination of these allocation,
90-106, 1990-38 I.R.B. 29, requestin heir global dealing operations in a funcsourcing, and effectively connected in-
jonally fully integrated manner. come 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 opera-

Background

comments on how the regulations und
sections 482, 864 and other sectiong cF_fpranation of Provisions
the Internal Revenue Code could be im-
proved to address the taxation issuek Introduction >
raised by global trading of financial in- This document contains proposed regio": ,
struments. Section 482 concerns the alltations relating to the determination of an 1his document also contains proposed
cation of income, deductions, credits andrm’s length allocation of income amond€dulations under section 475 to coordi-
allowances among related parties. Separticipants engaged in a global dealing2t® the accounting rules governing the
tion 864 provides rules for determiningoperation. For purposes of these reguidiMing of income with the allocation,
the income of a foreign person that is “eftions, the terms “global dealing operaSOUrcing, and effectively connected in-
fectively connected” with the conduct of ation” and “participant” are specifically ©°Me rules proposed in this document and
U.S. trade or business and therefore cafefined. The purpose of these regulatiorfiScussed above.
be'taxed on a net i'n'come basis in.this to provide g.uid.ance on applying the, Explanation of Specific Provisions
United States. Provisions under sectiorerm’s length principle to transactions be-
864(c)(2) and (3) provide rules for detertween participants in a global dealing opA. 81.482-1(a)(1)
mining when U.S. source income is effeceration. The general rules in the final reg- Section 1.482-1(a)(1) has been
tively connected income (ECI); sectionulations under section 482 that provideamended to include expressly transactions
864(c)(4) provides rules for determiningthe best method rule, comparabilityundertaken in the course of a global deal-
when foreign source income is ECI. analysis, and the arm’s length range aieg operation between controlled taxpay-
The rules for determining the source ofjenerally adopted with some modifica-ers within the scope of transactions cov-
income generally are in sections 861, 862ions to conform these principles to theered by section 482. The purpose of this
863 and 865, and the regulations promutlobal dealing environment. In additionamendment is to clarify that the principles
gated under those sections. Sectiothe proposed regulations contain newf section 482 apply to evaluate whether
1.863-7 provides a special rule for inspecified methods with respect to globaglobal dealing transactions entered into
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between controlled taxpayers are at armtdealing operation. However, if a persoiing is a related activity that may give rise
length. makes a market in, by buying and sellingo participant status. Related activities do
) asset-backed securities, the income fromot include credit analysis, accounting

B. 81.482—(a)—General Requirements .+ activity may be covered by these regservices, back office services, or the pro-
Section 1.482-8(a)(1) lists specifieq, atigng; regardless of whether the dealefision of a guarantee of one or more
methods that may be used to determine ffas 5 narty to the loans backing the sectransactions entered into by a regular
global dealing transactions entered intfyie s Therefore, income earned frondealer in securities or other participant.
between controlled taxpayers are at Mg, ch lending activities or from securitiesThis definition is significant because the
Ienth. The enumerated. methods must b for investment is not income from aransfer pricing methods contained in this
aPP“ed in accordance.wnh a_II of the pro; lobal dealing operation and is not govsection can only be used by participants,
visions of §1.482-1, including the bes rned by this section. A security may band only to evaluate whether compensa-
m_gthod rule 9f 81.482-1(c), the COMpargye|q for investment for purposes of thigion attributable to a regular dealer in se-
b'l't),' analysis of §1.482-1(d), and thesection even though it is not identified asurities or a marketing, sales, pricing, risk
arms Ier_lgth range rule_ of §1'482_1(e()Peld for investment under section 475. management or brokering function is at
_T_he section further requires that_ any mod- activities unrelated to the conduct of aarm'’s length. Whether the compensation
|f|cat_|0ns or supplemental C_Ons'derat'o_n%lobal dealing operation are not covereg@aid for other functions performed in the
appllcabl_e to a global dealing operatio y these regulations, even if they are acourse of a global dealing operation (in-
set forth in 81.482-8(a)(3) be taken NQounted for on a mark-to-market basiscluding certain services and development

account when applying any of the tranSfeAccordingly, income from proprietary of intangibles) is at arm’s length is deter-

pricing methods. Specific mOOIIfICat'onstrading that is not undertaken in conneanined under the appropriate section 482

?&tgi;afgzrzl:(:;,gﬁteer:;w'?gnzoemr%"’l‘;ag'rl'tion wit.h a global dealing operation, andegulations applicable to those transac-

provided in §1.482-8(a)(3). These modie-éther fln-anci-al transqctions thgt are nations. o .

fications and épecial conéiderations arentered into in a dealing capacity are not _The definition of a global dealing oper-

discussed in more detail under their r (?overed by these proposed regulationstion does not require that the global deal-
; . ®he regulations require that participanttng operation be conducted around the

spective headings below.

engaged in dealing and nondealing activivorld or on a twenty-four hour basis.

C. §1.482-8(a)(2)—Definitions ties and/or multiple dealing activities segThese regulations will apply if the con-
Applicable to a Global Dealing regate income and expense attributable toolled taxpayers, or QBUs of a single
Operation each separate dealing operation so that ttexpayer, operate in the aggregate in more

Section 1.482-8(a)(2) defines “globabest method may be used to evaluatean one tax jurisdiction. It is not neces-
dealing operation,” “participant,” “regular Whether controlled transactions enteresdary, however, for the participants to con-
dealer in securities,” and other terms thadfto in connection with a particular deal-duct the global dealing operation in more
apply for purposes of these regulationdng activity are priced at arm’s length.than one tax jurisdiction. For example, a
These definitions supplement the generdihe regulations also require that taxpayparticipant that is resident in one tax juris-
definitions provided in §1.482-1(i). ers segregate their dealer activities frordiction may conduct its participant activi-

The rules of §1.482-8 apply only to dheir lending, proprietary trading or othetties in the global dealing operation
global dealing operation. A “global deal-investment activities not entered into irthrough a trade or business in another ju-
ing operation” consists of the execution ogonnection with a global dealing operarisdiction that is the same jurisdiction
customer transactions (including markettion. Comments are solicited on whethewhere the dealer activity of a separate
ing, sales, pricing and risk managemerthe proposed regulations issued undeontrolled taxpayer takes place. In this
activities) in a particular financial productsection 475 in this notice of proposedituation, the rules of this section apply to
or line of financial products, in multiple rulemaking are sufficient to facilitate determine the allocation of income, gain
tax jurisdictions and/or through multipleidentification of the amount of incomeor loss between the two controlled tax-
participants. The taking of proprietary pothat should be subject to allocation undepayers even if all of the income, gain or
sitions is not included within the definitionthe global dealing regulations. loss is allocable within the same tax juris-
of a global dealing operation unless the The term “participant” is defined as adiction.
proprietary positions are entered into by aontrolled taxpayer that is either a regular The term “regular dealer in securities”
regular dealer in securities in connectiodealer in securities within the meaning ofs specifically defined in this regulation
with its activities as such a dealer. Thus, 81.482-8(a)(2)(iii), or a member of aconsistently with the definition of a regu-
hedge fund that does not have customegsoup of controlled taxpayers which in-lar dealer under §1.954-2(a)(4)(iv).
is not covered by these regulations. Postludes a regular dealer in securities, sdnder these proposed regulations, a
tions held in inventory by a regular dealefong as that member conducts one atealer in physical securities or currencies
in securities, however, are covered bynore activities related to the activities ofs a regular dealer in securities if it regu-
these regulations even if the positions arguch dealer. For these purposes, such tarly and actively offers to, and in fact
unhedged because the dealer is takinglated activities are the marketing, salesloes, purchase securities or currencies
view as to future market changes. pricing, and risk management activitiesrom and sell securities or currencies to

Similarly, lending activities are not in- necessary to the definition of a globatustomers who are not controlled taxpay-
cluded within the definition of a global dealing operation. Additionally, broker-ers in the ordinary course of a trade or
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business. In addition, a dealer in derivativity entered into as part of a global dealeontrolled transaction may be a relevant
tives is a regular dealer in securities if itng operation. For example, if a taxpayefactor in determining the reliability of the
regularly and actively offers to, and inoperates its global dealing activity in nouncontrolled transaction as a measure of
fact does, enter into, assume, offset, aional principal contracts differently thanthe arm’s length price. The relevant time
sign or otherwise terminate positions irts foreign exchange trading activity, therperiod will depend on the price volatility
securities with customers who are nothe income from notional principal con-of the particular product.
controlled entities in the ordinary coursdracts may be allocated using a different The district director may, notwithstand-
of a trade or business. The IRS solicitmethodology than the income from foring 81.482-1(e)(1), adjust a taxpayer’s re-
comments on whether these regulationsign exchange trading. Moreover, theults under a method applied on a transac-
should be extended to cover dealers ibest method rule may require that differtion-by-transaction basis if a valid
commodities and/or persons trading foent methods be used to determine whethstatistical analysis demonstrates that the
their own account that are not dealers. different controlled transactions ardaxpayer’s controlled prices, when ana-
. priced at arm’s length even within thelyzed on an aggregate basis, provide re-
D. Best Method and Comparability — game product line. For example, onsults that are not arm’s length. See
Consistent with the general principlesyethod may be the most appropriate t§1.482—1(f)(2)(iv). This may occur, for
of section 482, the best method rule aRyetermine if a controlled transaction beexample, when there is a pattern of prices
plies to evaluate the most appropriat§yeen a global dealing operation and arin controlled transactions that are higher
method for determining whether the conger husiness activity is at arm’s lengthor lower than the prices of comparable
trolled transactions are priced at arm§je 4 different method may be the mostincontrolled transactions.
length. New specified methods which rez 5 riate to determine if the allocation Comments are solicited on the types of
place the specified methods of 881.482—¢¢ i,come and expenses among particanalyses and factors that may be relevant
through 1.482-6 for a global dealing 0pyants in a global dealing operation is afor pricing controlled financial transac-
eration are set forth in §81.482-8(b) g length. tions in a global dealing operation. Sec-
through 1.482-8(f). The comparable gection 1.482-8(a)(3) reiterates thation 1.482—1(e) continues to apply in its
profits method of §1.482-5 has been &4pe principle of comparability in §1.482—entirety to transactions among partici-
cluded as a specified method for a global ) applies to transactions entered intpants that are common to businesses other
dealing operation because of the higRy 5 global dealing operation. The comthan a global dealing operation. In this
variability in profits from company 10 o rapility factors provided in §1.482—regard, the existing rules continue to
company and year to year due to differg5)(3y (functional analysis, risk, and ecoapply to pricing of certain services from a
ences in business strategies and fluctuggmic conditions), however, must be apparticipant to a regular dealer in securities
tions in the financial markets. plied in place of the comparability factorsother than services that give rise to partic-
The proposed regulations do not applyjiscyssed in §1.482-1(d)(3). The compdpant status.

specific methods to certain trading modzajity factors for contractual terms in

els, §uch as thosg cor_nmonly ref(?‘rred to 1 482-8(a)(3) supplement the compara{:-' Compara}ble Uncontrolled Financial
the fmalncwyl’l “serwces industry as separatgi”ty factors for contractual terms in 1ransaction Method . .
enterprise,” “natural home_, central|zed§1_482_1(d)(3)(“)_ The comparability The c_omparable uncontro_lled fmanugl
product management,” or “integrated trade; ~tors in this section have been includelfansaction (CUFT) method is set forth in
ing.” Rather, the proposed regulationg, provide guidance on the factors tha$l-482-8(b). The CUFT method evalu-
adopt the.best method rule of _§1'482_1(9?1ay be most relevant in assessing comp?xt-es whether controlled transactions sat-
to.d.etermme the most ap_propnate transfqébi”ty in the context of a global dealing!Sfy the arm’s length standard by_ compar-
pricing methodology, taking into accoumoperation. ing the price of a controlled financial
all of the facts and circumstances of a par- transaction with the price of a comparable
ticular taxpayer’s trading structure. ConE. Arm’'s Length Range uncontrolled financial transaction. Simi-
sistent with the best method rule, there is In determining the arm’s length rangelarity in the contractual terms and risks
no priority of methods. §1.482-1(e) will apply except as modi-assumed in entering into the financial
Application of the best method rulefied by these proposed regulations. In ddéransaction are the most important compa-
will depend on the structure and organizaermining the reliability of an arm'’s rability factors under this method.
tion of the individual taxpayer’s globallength range, the IRS believes that it is Ordinarily, in global dealing opera-
dealing operation and the nature of thaecessary to consider the fact that thions, proprietary pricing models are used
transaction at issue. Where a taxpayer mmarket for financial products is highlyto calculate a financial product’s price
engaged in more than one global dealingolatile and participants in a global dealbased upon market data, such as interest
operation, it will be necessary to segreing operation frequently earn only thinrates, currency rates, and market risks.
gate each activity and determine on profit margins. The reliability of using aThe regulations contemplate that indirect
transaction-by-transaction basis withirstatistical range in establishing a compaevidence of the price of a CUFT may be
each activity which method provides theable price of a financial product in aderived from a proprietary pricing model
most reliable measure of an arm’s lengthglobal dealing operation is based on facti§the data used in the model is widely and
price. It may be appropriate to apply thend circumstances. In a global dealingoutinely used in the ordinary course of
same method to multiple transactions odperation, close proximity in time be-the taxpayer’s business to price uncon-
the same type within a single business atween a controlled transaction and an urirolled transactions, and adjustments are
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made to the amount charged to reflect diexceeds the brokerage function, it bek Profit Split Methods
ferences in the factors that affect the priceomes more difficult to find comparable New profit split methods are proposed
to which uncontrolled taxpayers wouldfunctions because the contributions mad®r global dealing participants under
agree. In addition, the proprietary pricingn structuring one complex financial prod-81.482—8(e). Global dealing by its nature
model must be used in the same mannact are not likely to be comparable to thénvolves a certain degree of integration
to price transactions with controlled andtontributions made in structuring a differ-among the participants in the global deal-
uncontrolled parties. If a taxpayer uses itsnt complex financial product. Accord-ing operation. The structure of some
internal pricing model as evidence of angly, the regulations provide that the religlobal dealing operations may make it
CUFT, it must, upon request, furnish thebility of this method is decreased wherdifficult to apply a traditional transac-
pricing model to the district director ina participant is substantially involved intional method to determine if income is
order to substantiate its use. developing a financial product or in tai-allocated among participants on an arm’s
loring the product to the unique requiretength basis. Two profit split methods,

G. Gross Margin MethOd . _ments of a customer prior to resale. the total profit split method and the resid-
The gross margin method is set forth in ual profit split method, have been in-

§1.482-8(c) and should be considered iH. Gross Markup Method cluded as specified methods for determin-
situations where a taxpayer performs only Like the gross margin method, theng if global dealing income is allocated
a routine marketing or sales function agross markup method set forth in §1.482zt army's length.
part of a global dealing operation. Fre8(d) should generally be considered in sit- profit split methods may be used to
quently, taxpayers that perform the salesations where a taxpayer performs only @ygjuate if the allocation of operating
function in these circumstances particiroutine marketing or sales function as pagrofit from a global dealing operation
pate in the dealing of a variety of, ratheof a global dealing operation, and, as igompensates the participants at arm’s
than solely identical, financial products.often the case, handles a variety of finanength for their contribution by evaluating
In such a case, the variety of financiatial products within a relevant time pe-f the allocation is one which uncontrolled
products sold within a relevant time period. The gross markup method is geneparties would agree to. Accordingly, the
riod may limit the availability of compa- ally appropriate in cases where th?eliability of this method is dependent
rable uncontrolled financial transactionstaxpayer performs a routine sales functionpon clear identification of the respective
Where the taxpayer has performed a simin buying a financial product from an un-contributions of each participant to the
lar function for a variety of products, controlled party and reselling or transferglobal dealing operation.
however, the gross margin method can ling the product to a controlled party. In general, the profit split methods
used to determine if controlled transac- The gross markup method determines fyust be based on objective market
tions are priced at arm’s length by referthe gross profit earned on the purchase genchmarks that provide a high degree of
ence to the amount earned by the taxpayfnancial products from uncontrolled parreliability, i.e., comparable arrangements
for performing similar functions with re- ties and sold to controlled taxpayers is atetween unrelated parties that allocate
spect to uncontrolled transactions. arm’'s length by comparing that profit toprofits in the same manner and on the
The gross margin method determines the gross profit earned on uncontrollegame basis. Even if such comparable un-
the gross profit realized on sales of finartransactions. Like the gross margircontrolled transactions are not available,
cial products acquired from controlledmethod, comparability under this methothowever, the taxpayer may be able to
parties is at arm’s length by comparinglepends on the similarity of the functiongiemonstrate that a total profit split pro-
that profit to the gross profit earned omperformed and risks assumed in the coWides arm’s length results that reflect the
uncontrolled transactions. Since comparolled and uncontrolled transactions. Aceconomic value of the contribution of
rability under this method depends on theordingly, adjustments should be made fasach participant, by reference to other ob-
similarity of functions performed anddifferences between the functions perjective factors that provide reliability due
risks assumed, adjustments must be matt#med in the sale or transfer of financiato their arm’s length nature. For exam-
for differences between the functions perproducts to controlled parties, and thele, an allocation of income based on
formed in the disposition of financialfunctions performed with respect to therader bonuses may be reliable, under the
products acquired in controlled transacsale or transfer of financial products to unparticular facts and circumstances of a
tions and the functions performed in theontrolled parties. Although close productjiven case, if the taxpayer can demon-
disposition of financial products acquiredsimilarity will tend to improve the reliabil- strate that such bonuses are based on the
in uncontrolled transactions. Althoughity of the gross markup method, the reliavalue added by the individual traders. By
close product similarity will tend to im- bility of this method is not as dependent ogontrast, an allocation based on head-
prove the reliability of the gross marginproduct similarity as the CUFT method. count or gross expenses may be unreli-
method, the reliability of this method is As in the gross margin method, the regable, because the respective participants
not as dependent on product similarity aslations provide that the reliability of thismight, for example, have large differ-
the CUFT method. method generally is decreased where ences in efficiency or cost control prac-
Participants in a global dealing operaparticipant is substantially involved in detices, which would tend to make such
tion may act simply as brokers, or theweloping a financial product or in tailor-factors poor reflections of the economic
may participate in structuring complexing the product to the unique requirevalue of the functions contributed by
products. As the role of the participantnents of a customer prior to resale. each participant.
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The proposed regulations define gross The total profit split method entails a Guidance on the use of a comparable
profit as gross income earned by thene step process whereby the operatimgofits method has specifically not been
global dealing operation. Operating exprofit is allocated among the participanténcluded as a specified method in the pro-
penses are those not applicable to the deased on their relative contributions to thposed regulations because use of that
termination of gross income earned by thprofitability of the global dealing opera-method depends on the existence of
global dealing operation. The operatingion. No distinction is made between rouarrangements between uncontrolled tax-
expenses are global expenses of thme and nonroutine contributions. Thepayers that perform comparable functions
global dealing operation and are subtotal profit split method may be useful toand assume comparable risks. Global
tracted from gross profit to determine thallocate income earned by a highly intedealing frequently involves the use of
operating profit. Taxpayers may need tgrated global dealing operation where allinique intangibles such as trader know-
allocate operating expenses that relate toutine and nonroutine dealer functionkiow. Additionally, anticipated profit is
more than one global dealing activity.  are performed by each participant in eactften influenced by the amount of risk a

The regulations state that in appropriatiocation. Accordingly, total profit or loss participant is willing to bear. Accord-
circumstances a multi-factor formula mayof the global dealing operation may be alingly, the IRS believes it is unlikely that
be used to determine whether an allocdecated among various jurisdictions basethe comparability of these important func-
tion is at arm’s length. Use of a multi-fac-on the relative performance of equivalentions can be measured and adjusted for
tor formula is permitted so long as the forfunctions in each jurisdiction. accurately in a global dealing operation.
mula allocates the operating profit or loss The residual profit split method entails _
based upon the factors that uncontrolled two step process. In the first step, th§: Source of Global Dealing Income
taxpayers would consider. The regularoutine functions are compensated with a Under current final regulations in
tions do not prescribe specific factors tanarket return based upon the best transft-863—7(2), all of the income attributable
be used in the formula since the approprpricing method applicable to that transadl® & notional principal contract is sourced
ateness of any one factor will depend otion. Routine functions may include, but?y "€ference to the taxpayer’s residence.
all the facts and circumstances associatede not limited to, functions that wouldEXCeptions are provided for effectively
with the global dealing operation. How-not give rise to participant status ang°nnected notional principal contract in-
ever, the regulations require that thevhich should be evaluated undefOMe, and forincome earned by a foreign
multi-factor formula take into account all§§1.482—3 through 1.482-6. After comQBU 0f @ U.S. resident taxpayer if the no-
of the functions performed and risks aspensating the routine functions, the relional principal contract is properly re-
sumed by a participant, and attribute theaining operating profit (the “residualfl€cted on the books of the foreign QBU.
appropriate amount of income or loss trofit’) is allocated among the partici-Attribution of all of the income from a no-
each function. The IRS also solicits compants based upon their respective nonrof|on@! principal contract to a single loca-
ments concerning which factors may béne contributions. tion has generally been referred to as the
appropriate (for example, initial net pre- It should be noted that, while in appro- &/l Or nothing” rule. The current final
sent value of derivatives contracts) angriate cases a profit split method may bEegulations do not provide for multi-loca-
the circumstances under which specifiosed to determine if a participant is comtOn sourcing of notional principal con-
factors may be appropriately applied.  pensated at arm’s length, use of the profifaCt income among the QBUs that have

The purpose of the factors is to measplit method does not change the contraP2rticipated in the acquisition or risk
sure the relative value contributed by eactual relationship between participants, ndf'@nagement of a notional principal con-
participant. Thus, adjustments must beoes it affect the character of intercomtf@ct and therefore do not recognize that
made for any circumstances other than thgany payments. For example, if a Con_§|gn|f|c§nt activities, '”C'“_d'”g structur-
relative value contributed by a participantrolled taxpayer provides solely trading"d Of risk managing derivatives, often
that influence the amount of a factor s@ervices to a global dealing operation in Q_CCl_"r_thrOUQh QBUs in more than one ju-
that the factor does not allocate income tparticular jurisdiction, any payment it re-fisdiction. o )

a participant based on circumstances thagives as compensation for services re- R€c0gnizing the need for multi-loca-

are not relevant to the value of the functains its character as payment for servicd@n sourcing of income earned in a global
tion or activity being measured. For exand, under the regulations, is not cond€@ling operation, the proposed regula-
ample, if trader compensation is used tgerted into a pro rata share of each item §°NS provide a new rule under 81.863-3
allocate income among participants, angross income earned by the global dealingfich sources income from a global deal-

the traders in two different jurisdictionsoperation. ing operation in the same manner as the
would be paid different amounts (for ex- income would be allocated under §1.482—
ample, due to cost of living differences)). Unspecified Methods 8 if each QBU were a separate entity.

to contribute the same value, adjustments Consistent with the principles underly-However, the rules must be applied differ-
should be made for the difference so thdfg the best method rule, the regulationsntly to take into account the economic
the factors accurately measure the valygovide the option to use an unspecifiedifferences between acting through a sin-
contributed by the trading function. Themethod if it is determined to be the besgle legal entity and through separate legal
IRS solicits comments regarding the typegiethod. The IRS solicits comments omntities.

of adjustments that should be made, hothe extent to which the variety of methods Accordingly, income from a single
to make such adjustments, and the ne&th which specific guidance has been prdransaction may be split-sourced to more
for further guidance on this point. vided is adequate. than one location, so long as the alloca-
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tion methodology satisfies the arm’sand policy control functions do not giveto the income, gain or loss, or property is
length standard. The all or nothing rule ofise to participant status in a global dealkeld for use in the active conduct of a
§1.863—7(a) continues to apply to noing operation but are services that should.S. trade or business, or the business ac-
tional principal contract income attribut-be remunerated and sourced separatélyities conducted by the U.S. trade or
able to activities not related to a globalinder existing rules. This principle alsdusiness are a material factor in the real-
dealing operation. Correspondingapplies where a taxpayer bears risk indization of income, gain or loss. As noted
changes have been made in proposedctly, such as through the extension of above, the current final regulations do not
§1.988-4(h) to exclude exchange gain gyuarantee. Accordingly, the sourcing rulg@ermit the attribution of income, gain or
loss derived in the conduct of a globabf §1.863-3(h) does not apply to interestpss from a global dealing operation that
dealing operation from the general sourcdividend, or guarantee fee income reis allocated and sourced to a U.S. trade or
rules in 81.988-4(b) and (c). ceived by an owner or guarantor of dusiness under 81.863-3(h) shall be ef-
These special source rules apply onlglobal dealing operation that is conductetectively connected. In this regard, an
with respect to participants that perform &y another controlled taxpayer. Theasset used in a global dealing operation is
dealing, marketing, sales, pricing, risksource of interest, dividend and guarantdeeated as an asset used in a U.S. trade or
management or brokering functionfee income, substitute interest and substpusiness to the extent that an allocation is
Moreover, these rules do not apply to intute dividend payments sourced undenade to a U.S. QBU. Similarly, the U.S.
come, such as fees for services, for whicg§1.861-2(a)(7) and 1.861-3(a)(6), antfade or business is also treated as a mate-
a specific source rule is provided in secsther income sourced by section 861, 862al factor in the realization of income,
tion 861, 862 or 865 of the Code. Accorder 865 continues to be governed by thgain or loss for which an allocation is
ingly, if a controlled taxpayer providessource rules applicable to those transatade to a U.S. QBU. A special rule for
back office services, the amount angions. U.S. source interest and dividend income,
source of an intercompany payment for The proposed regulations provide, conincluding substitute interest and substitute
such services is determined under existingstent with U.S. tax principles, that ardividends, earned by a foreign banking or
transfer pricing and sourcing rules applicagreement between two QBUs of a singlgéimilar financial institution in a global
able to those services without regard tgaxpayer does not give rise to a transaé€lealing operation treats such income as
whether the controlled taxpayer is also @on because a taxpayer cannot enter ingtributable to a U.S. trade or business to
participant in a global dealing operation. nor profit from a “transaction” with itself. the extent such income would be sourced
If an entity directly bears the risk as-See, e.g., §1.446-3(c)(1). The IRS bdo the United States under §1.863-3(h).
sumed by the global dealing operation, ifeves, however, that these agreements bAny foreign source income allocated to
should be compensated for that functionween QBUSs of a single taxpayer mayhe United States under the principles of
In providing, however, that the sourceyrovide evidence of how income from the81.863-3(h) is also treated as attributable
(and effectively connected status) ofaxpayer’s transactions with third partie0 the U.S. trade or business.
global dealing income is determined b¥should be allocated among QBUs. It is a The proposed regulations also limit an
reference to where the dealing, marketingommon practice for taxpayers to allocatgntity’s effectively connected income
sales, pricing, risk management or brokefncome or loss from transactions withiffom a global dealing operation to that
ing function that gave rise to the incomehijrd parties among QBUs for internalPortion of an item of income, gain or loss
occurred, the regulations effectively prozontrol and risk management purposeghat would be sourced to the U.S. trade or
vide that compensation for risk bearingzccordingly, the proposed regulationdusiness if the rules of §1.863-3(h) were
should be sourced by reference to wheigecifically provide that such allocationd® apply. These rules are intended to en-
the capital is employed by traders, marmay be used to source income to the sarfigf€ that income for which a specific
keters and salespeople, rather than th§tent and in the same manner as th&purce rule is provided in section 861,
residence of the capital provider. Thishay pe used to allocate income betweetf2 Or 865 does not produce effectively
principle applies where a taxpayer dirglated persons. Conversely, such tran§onnected income unless it was earned
rectly bears risk arising from the conducctions may not be used to the extent thdrough functions performed by a U.S.

of a global dealing operation, such agg not provide an arm’s length result. BU of the taxpayer.

when it acts as a counterparty without With respect to notional principal con-
performing other global dealing func-L. Determination of Global Dealing tract income and foreign exchange gain or
tions. A special rule provides that the ac- Income Effectively Connected with a loss, proposed §§1.863-3(h) and 1.988—
tivities of a dependent agent may give rise U.S. Business 4(h) also provide that such income, gain

to participant status through a deemed After determining the source of in-or loss is effectively connected with the
QBU that performs its participant func-come, it is necessary to determine the exonduct of a U.S. trade or business to the
tions in the same location where the ddent to which such income is ECI. Undeextent that it is sourced to the United
pendent agent performs its participanturrent law, the general rule is that all otates under §1.863-3(h).
functions. The deemed QBU may be crehe income, gain or loss from a global In certain circumstances, the global
ated without regard to the books andealing operation is effectively connectediealing activities of an entity acting as the
records requirement of §1.989-1(b). with a U.S. trade or business if the U.Sagent of a foreign taxpayer in the United
As indicated, accounting, back officetrade or business materially participates iBtates may cause the foreign taxpayer to
credit analysis, and general supervisiothe acquisition of the asset that gives risee engaged in a U.S. trade or business.
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Any income effectively connected with§1.882-5 (T.D. 8658, 1996-1 C.B. 161pate the application of sections 6662 and
the U.S. trade or business must be rd62, 61 F.R. 9326, March 5, 1996), th&038C where necessary.

ported by the foreign corporation on aules contained in §1.882-5 are the exclu- No inference should be drawn from the
timely filed U.S. tax return in order for sive rules for allocating interest expenseexamples in these proposed regulations
the foreign corporation to be eligible forincluding under U.S. income tax treaties.concerning the treatment or significance
deductions and credits attributable to such Proposed regulations have been issued liquidity and creditworthiness or the ef-
income. See 8§1.882—4. In addition, thender sections 882 and 884 (INTL-00544ect of such items on the valuation of a se-
agent must also report any income earnédb, 1996-1 C.B. 844, 61 F.R. 9377c¢urity. The purpose of the proposed regu-
in its capacity as agent on its own tax reMarch 5, 1996) for purposes of allocatingations under section 482 is not to provide
turn. The provisions governing the timenterest expense and determining the U.§uidance on the valuation of a security,
and manner for foreign corporations t@ssets and/or liabilities reflected on theut rather to determine whether the prices
make elections under §81.882-5 anblooks of a foreign corporation’s U.S.of controlled transactions satisfy the
1.884—1 remain in force as promulgatedrade or business that are attributable to itg/m’s length standard. Section 475 and
Under current rules, these formalitiesictivities as a dealer under section 47%he regulations thereunder continue to
must be observed even if all of the globalhe proposed regulations (and similagovern exclusively the valuation of secu-
dealing income would be allocated befinal regulations) under section 884 adrities.

tween a U.S. corporation and a foreigulress the treatment of assets which give _

corporation’s U.S. trade or business. These to both effectively connected and\- Section475 o

IRS believes that these requirements ar@n-effectively connected income. Those A dealer in securities as defined in sec-
justified because of potential differencegules thus address a situation analogoustﬂgn 475 is generally requwed_ t_O mark its
that might occur with respect to the realthe split-sourcing situation addressed igecurities to market. Securities areé ex-
ization of losses and between actual divihese proposed regulations. The IRS afmpt from mark-to-market accounting if
dend remittances of a U.S. corporatioficipates issuing proposed regulation&e securities are held for investment or
and deemed dividend remittances undémnder section 861 that provide a similapot held for sale to customers and are
the branch profits tax. The IRS, howeverrule for purposes of allocating interest exProperly identified on the taxpayer’s
solicits comments regarding whethepense of a U.S. corporation that has assd@oks and records. Additionally, securi-
these filing requirements can be simplithat give rise to split-sourced incometies that hedge positions that are not sub-
fied, taking into consideration the policiescomments are solicited on the compati€ct to mark-to-market accounting are ex-
underlying the filing requirements ofbility of the proposed regulations con-empt from mark-to-market accounting if
§1.882-4. tained in this document with the princi-they are properly identified.

The Business Profits article containedles of the proposed regulations that Under the current regulations, a tax-
in U.S. income tax treaties requires th@ddress a foreign corporation’s allocatioayer may not take into account an agree-
United States to attribute to a permanef®¥ interest expense, including its compument between separate business units
establishment that portion of the incoméation of U.S. assets included in step 1 ofithin the same entity that transfers risk
earned by the entity from transactionthe §1.882-5 formula and component liaanagement responsibility from a non-
with third parties that the permanent edoilities included in steps 2 and 3 of thedealmg business unit to a dealing business
tablishment might be expected to earn if {#1.882-5 formula. unit. Moreover, such an agreement may
were an independent enterprise. BecauseThe IRS believes that the transfer pricrot be used to allocate income, expense,
the proposed regulations contained in thi&d compliance issues associated with @ain or loss between activities that are ac-
document allocate global trading incom@lobal dealing operation are substantiallyounted er on a mark-to-market basis
among permanent establishments und8&imilar to those raised by related partynd activities that are accounted for on a
the arm’s length principle of the Associtransactions generally. The IRS also b@on-mark-to-market baSI.s. I_n contrast,
ated Enterprises article of U.S. income talieves that the existing regulations undethe regulations proposed in this document
treaties, such rules are consistent with o§€ction 6662 adequately address these lsader sections 482, 863, 864, 894, and
obligations under the Business Profits asues. Accordingly, amendments have n&i88 allow a taxpayer to take into account
ticle. Accordingly, a proposed rule undepeen proposed to the regulations und.q,secords of Internal transfers when allocat-
section 894 provides that, if a taxpayer i§ection 6662. Section 6662 may not ifing global dealing income earned from
engaged in a global dealing operatioffertain circumstances, h(_)wever, apply tthird parties for purposes of determmmg
through a U.S. permanent establishmerﬁ?e computation of effec_tlvely connectedsource and effectlvely connegted income.
the proposed regulations will apply to del"cOmMe in accordance with proposed reg'lihlls may cause a mlsmatch in the timing
termine the income attributable to thab!ations under section 475, 863, 864 oof income, expense, gain, or loss.

1388 contained in this document. The IRS For example, if a taxpayer’s lending

will propose regulations under sectiordesk enters into a third-party transaction
6038C regarding the information reportthat exposes the lending desk to currency
M. Relationship to Other Regulations ing and recordkeeping requirements apr interest rate risk, the lending desk may

The allocation rules contained hereirplicable to foreign corporations engagedransfer responsibility for managing the
do not apply to the allocation of interesin a global dealing operation. It is antici+isk for that particular transaction to an-
expense. As discussed in the preamble pated that these regulations will coordiether business activity that can manage

U.S. permanent establishment under t
applicable U.S. income tax treaty.
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the risk more efficiently (e.g., the deskulations to apply, income of the globalQBU’s position in the RTA would be a
that deals in currency or interest rate dedealing desk must be subject to allocatiohedge within the meaning of §1.1221—
rivatives). The dealing desk then, in themong two or more jurisdictions or be2(b) if the transaction were entered into
ordinary course of its business, may entexourced to two or more jurisdictions. with an unrelated entity. The IRS solicits
into a transaction such as a swap with a The purpose of the proposed regulacomments on whether this requirement is
third party to hedge the aggregate risk dfons under section 475 is to coordinatbroad enough to address the business
the dealing desk and, indirectly, the rislsection 475 with the proposed globaheeds of entities engaged in global deal-
incurred by the lending desk with respeatiealing regulations and to facilitate idening and nondealing activities. Comments
to the original transaction. Where, as isification of the amount of income, ex-that suggest broadening the requirement
generally the case, the dealing desk haspanse, gain or loss from third party transte.g., to include risk reduction with re-
large volume of transactions, it is not posactions that is subject to mark-to-markespect to capital assets) should address
sible as a practical matter to associate tleecounting. This rule is not intended tdhow such a regime could be coordinated
aggregate hedge with the risk of the lendallow a shifting of income inconsistentwith other relevant rules (e.g., the straddle
ing desk. Since the transactions enteregdth the arm’s length standard. rules). Additionally, if a taxpayer sug-
into by the dealing desk must generally be Under the proposed section 475 regulaests changes to the section 475 rules pro-
marked to market, the third-party transadions, an interdesk agreement or “rislposed in this notice, the IRS requests ad-
tion that hedges the aggregate risk of theansfer agreement” (RTA) includes aitional comments addressing whether or
dealing desk (which includes the riskransfer of responsibility for risk managenot corresponding changes should be
transferred from the lending desk) musinent between a business unit that is hedgiade to §1.1221-2(d).
generally also be marked. To the exterihg some of its risk (the hedging QBU) The proposed regulations also require
that a portion of the income, expenseand another business unit of the same tattiat the RTA be recorded on the books
gain, or loss from the aggregate hedgingayer that uses mark-to-market accounénd records of the QBU no later than the
transaction is allocated to the lendingng (the marking QBU). If the marking time the RTA is effective. RTAs that are
desk under the proposed global dealin@BU, the hedging QBU, and the RTA satnot timely recorded do not qualify under
regulations, the potential timing mis-isfy certain requirements, the RTA isthe proposed regulations. Additionally,
match described above will occur if theaken into account for purposes of detethe RTA must be accounted for in a man-
lending desk accounts for its positions omining the timing of income allocated byner that is consistent with the QBU’s
a non-mark-to-market basis. This misthe proposed global dealing regulations tasual accounting practices.
match could occur because the portion dhe separate business units of a taxpayer. If all of the requirements of the pro-
the income, expense, gain, or loss from The proposed amendments to the seposed regulations are satisfied, then for
the hedging transaction, although allotion 475 regulations require that the markpurposes of determining the timing of in-
cated to the lending desk for sourcing anthg QBU must be a dealer within thecome, expense, gain, or loss allocated to a
effectively connected income purposesneaning of proposed §1.482-8(a)(2)(iiilQBU under the global dealing regula-
will be accounted for on a mark-to-marketind that its income must be allocated to &bns, the marking QBU and the hedging
basis under the dealing desk’s method déast two jurisdictions under proposedBU account for their respective posi-
accounting. Entirely exempting the ag81.482-8 or sourced to at least two jurisions in the RTA as if the position were
gregate hedging transaction from markdictions under proposed §1.863-3(h)entered into with an unrelated third party.
to-market accounting does not adequatekdditionally, the RTA qualifies only if the _
solve this problem, because it results imarking QBU would mark its side of theSPecial Analyses
the portion of the income, expense, gaiRTA to market under section 475 if the |1 has been determined that this notice
or loss from the aggregate hedging trangransaction were with an unrelated thirg proposed rulemaking is not a signifi-
action that is allocated to the dealing desgarty. Thus, if the marking QBU were to;gnt regulatory action as defined in Exec-
being accounted for on other than a markeentify the RTA as a hedge of a position,tjyye Order 12866. Therefore, a regula-
to-market method. that is not subject to mark-to-market acgory impact analysis is not required. It is
As the example shows, respectingounting (such as debt issued by thgerepy certified that these regulations do
records of internal transfers for purposemarking QBU), the RTA would not qual- hot have a significant economic impact on
of sourcing without respecting these sami¢y. The IRS requests comments ory sybstantial number of small entities.
records for purposes of timing could prowhether the marking QBU should ever beris certification is based upon the fact
duce unpredictable and arbitrary resultsable to exempt its position in the RTAthat these regulations affect entities who
Accordingly, the proposed regulationsfrom mark-to-market treatment and acparticipate in cross-border global dealing
permit participants in a global dealing opcount for its position in the RTA. of stocks and securities. These regula-
eration to respect records of internal The proposed amendments to the segons affect the source of income and allo-
transfers in applying the timing rules oftion 475 regulations are intended to adcation of income, deductions, credits, and
section 475. Because the need to recodress situations where the hedging QBUllowances among such entities. The pri-
cile sourcing and timing exists only in thetransfers responsibility for the managemary participants who engage in cross-
context of a cross-border operation, thenent of risk arising from a transactiorborder global dealing activities are large
proposed regulations have a limitedvith a third party. Accordingly, the pro-regulated commercial banks and broker-
scope. In particular, for the proposed regosed regulations require that the hedgingge firms, and investment banks. Accord-
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ingly, the IRS does not believe that a sub& Products). However, other personnel (c)Requirements for application of oper-
stantial number of small entities engage ifrom the IRS and Treasury Departmenational rule—(1) The position in the RTA

cross-border global dealing activities covparticipated in their development. of one QBU (the hedging QBU) would
ered by these regulation. Therefore, a qualify as a hedging transaction (within the
Regulatory Flexibility Analysis under the R oox meaning of §1.1221-2(b)) with respect to
Regulatory Flexibility Act (5 U.S.C. that QBU if—

Chapter 6) is not required. Pursuant tgroposed Amendments to the Regulations (i) The RTA were a transaction entered
section 7805(f) of the Code, this notice of accordingly, 26 CFR part 1 is pro- Nt With an unrelated party; and

proposed rulemaking will be submitted tqyosed to be amended as follows: (if) For purposes of determining whether
the Chief Counsel for Advocacy of the the hedging QBU'’s position satisfies the
Small Business Administration for com-Part 1—INCOME TAXES risk reduction requirement in §1.1221-
ment on their impact on small business. o 2(b), the only risks taken into account are
Paragraph 1. The authority citation fokhe risks of the hedging QBU (that is, the

Comments and Public Hearing part 1 is amended by adding entries in Nyjsks that would be taken into account if the
merical order to read as follows: hedging QBU were a separate corporation

Before these proposed regulations are aythority: 26 U.S.C. 7805 * * * that had made a separate-entity election
a.ldopte'd as flpal regulatlons', considera- §1.475(g)-2 also issued under 2@nder §1.1221-2(d)(2));
tion will be given to any written com-y g ¢ 475, *** (2) The other QBU (the marking QBU)
ments that are submitted timely to the IRS g1 4878 also issued under 26 U.S.Gs a regular dealer in securities (within the
(a signed or|g|n_al and e!ght (8) Cop|e_s)482_ * % % meaning of §1.482—8(a)(2)(iii));
All comments will be available for public  gection 1.863-3(h) also issued under (3) The marking QBU would mark to
inspection and copying. 26 U.S.C. 863 and 26 U.S.C. 865(j). * * *market its position in the RTA under section
A public hearing has been scheduled geciion 1.988-4(h) also issued unde475 if the RTA were a transaction entered
for JU|y 9, 1998, at 10 a.m. in room 261526 U.S.C. 863 and 26 U.S.C. 988. * * * into with an unrelated party; and
Internal Revenue Building, 1111 Consti- pgr 2. Section 1.475(g)-2 is added as (4) Income of the marking QBU is sub-

tution Avenue NW, Washington, DC. Be-g|iows: ject to allocation under §1.482—8 to two or
cause of access restrictions, visitors will more jurisdictions or is sourced under
not be admitted beyond the Internal Rev81.475(g)-2 Risk transfer agreements ing1.863—3(h) to two or more jurisdictions.
enue Building lobby more than 15 min-a global dealing operation. (d) Operational rule.If the requirements
utes before the hearing starts. _ ) ) in paragraph (c) of this section are met,
The rules of 26 CFR 601.601(a)(3) (@ In general. This section provides g, oBY that is a party to a RTA (as de-
apply to the hearing. computational rules to coordinate the aneq in paragraph (b) of this section) takes

Persons that wish to present oral conflication of section 475 and 81.446—45 hosition in the RTA into account as if

ments at the hearing must submit writtel}/!th rules for allocation and sourcinginat QBU had entered into the RTA with an
comments by June 4, 1998, and submit fder the global dealing regulations. I{nrelated party. Thus, the marking QBU
outline of the topics to be discussed ant'® reauirements in paragraph (c) of thigyarks its position to market, and the hedg-
the time to be devoted to each topic b?ectlon are met, a risk transfer agreemefig QBU accounts for its position under
June 18, 1998. RTA) (as defined in paragraph (b) of thisg1.446-4. Because this section only effects

A period of 10 minutes will be allotted section) is accounted for under the rulegoordination with the allocation and sourc-
to each person for making comments.  ©f Paragraph (d) of this section. ing rules, it does not affect factors such as

An agenda showing the scheduling of () Definition of risk transfer agree- the determination of the amount of interest
the speakers will be prepared after thB1€Nt. FOr purposes of this section, a riskexpense that is incurred by either QBU and
deadline for receiving outlines hadransfer agreement (RTA) is a transfer ohat is subject to allocation and apportion-
gsk between two qualified business unitsnent under section 864(e) or 882(c).

passed. Copies of the agenda will b : ; X .
(QBUs) (as defined in §1.989(a)-1(b)) of Par. 3. Section 1.482-0 is amended as

available free of charge at the hearing.

the same taxpayer such that— follows:
Proposed Effective Date (1) The transfer is consistent with the 1. The introductory text is revised.
_ business practices and risk management2. The section heading and entries for
These regulations are proposed to hgjicies of each QBU: §1.482-8 are redesignated as the section
effective for taxable years beginning after (2) The transfer is evidenced in eac}h]eading and entries for §1.482-9.
the date final regulations are published ibBU'S books and records; 3. Anew section heading and entries for
theFederal Register. (3) Each QBU records the RTA on its81.482-8 are added.
Drafting Information book; and recorojs at a t.ime no later thaln The addition and revision read as fol-
the time the RTA is effective; and ows:

The principal authors of these regula- (4) Except to the extent required by§1.482—0 Outline of regulations under
tions are Ginny Chung of the Office ofparagraph (b)(3) of this section, the entr¥qion 482
Associate Chief Counsel (International)n the books and records of each QBU is
and Richard Hoge of the Office of Assisconsistent with that QBU’s normal ac- This section contains major captions
tant Chief Counsel (Financial Institutionscounting practices. for §81.482-1 through 1.482-9.
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O (4) Arm’s length range. 5. In paragraph (i), revise the introduc-

) . (5 Example. tory text.
§1.482-8 Allocation of income earned in 4y - Gross markup method. The additions and revisions read as fol-
a global dealing operation. (1) General rule. lows:
(@) tGeneraI requirements and defini(?) FI:))rieCteermmatlon of an arm's Iength§1.482—1 Allocation of income and
0 |fgz'nera|_ (|) In generlal. | deductions among taxpayers.
(2) Definitions. (i) Appropriate gross profit. (a) In general—(1) Purpose and scope.
() Global dealing operation. (3) Comparability and reliability. * % * Section 1.482-8 elaborates on the
(i) Participant. () Ingeneral. . rules that apply to controlled entities en-
(i) Regular dealer in securities. (i) Adjustments for differences betweengaged in a global securities dealing opera-
(iv) Security. controlled and uncontrolled transacyion, Finally, §1.482-9 provides exam-
(3) Factors for determining comparabil-  tions. ples illustrating the application of the best
ity for a global dealing operation.  (iii) Reliability. _ method rule.
(i) Functional analysis. (iv) Data and assumptions.
(i) Contractual terms. (A) In general. oo
(iii) Risk. (B) Consistency in accounting. (b) * * *
(iv) Economic conditions. (4) Arm’s length range. (2) ***
(4) Arm’s length range. (e) Profit split method. (i) Methods. Sections 1.482-2 through
(i) General rule. (1) General rule. 1.482—6 and §1.482-8 provide specific
(i) Reliability. (2) Appropriate share of profit and l0ss. methods to be used to evaluate whether
(iii) Authority to make adjustments. (i) Ingeneral. transactions between or among members
(5) Examples. (i) Adjustment of factors to measurepf the controlled group satisfy the arm’s
(b) Comparable uncontrolled financial ~ contribution clearly. length standard, and if they do not, to de-
transaction method. (3) Definitions. termine the arm’s length result.
(1) General rule. (4) Application. (c) Best method rute-(1) In general.
(2) Comparability and reliability. (5) Total profit split. * * * See §1.482-9 for examples of the
() Ingeneral. () Ingeneral. application of the best method rule.

(ii)

(i)
3)

(i)
(ii)

(i)

(4)
()
(©)
(1)
)

(i)
(ii)
(iii)
(3)
(i)
(ii)

(iii)
(iv)
(A)
(B)

Adjustments for differences between(ii) Comparability.

controlled and uncontrolled transac{iii) Reliability. oo

tions. (iv) Data and assumptions. (d) ***

Data and assumptions. (A) In general. (B)***

Indirect evidence of the price of a(B) Consistency in accounting. (v) Property or services* * * For
comparable uncontrolled financial(6) Residual profit split. guidance concerning the specific compa-
transaction. () Ingeneral. rability considerations applicable to trans-
In general. (if) Allocate income to routine contribu- fers of tangible and intangible property,
Public exchanges or quotation tions. see 881.482-3 through 1.482-6 and
media. (iii) Allocate residual profit. §1.482-8; see also §1.482-3(f), dealing
Limitation on use of public ex- (iv) Comparability. with the coordination of the intangible
changes or quotation media. (v) Reliability. and tangible property rules.

Arm’s length range. (vi) Data and assumptions. e e .

Examples. (A) General rule.

Gross margin method. (B) Consistency in accounting. (i) Definitions. The definitions set
General rule. (7) Arm’s length range. forth in paragraphs (i)(1) through (10) of
Determination of an arm’s length(8) Examples. this section apply to 881.482-1 through
price. (H Unspecified methods. 1.482-9.

In general. (g) Source rule for qualified business S,

Applicable resale price. units.

Appropriate gross profit. Par. 4. Section 1.482-1 is amended asPar. 5. Section 1.482-2 is amended as
Comparability. follows: follows:

In general. 1. In paragraph (a)(1), remove the last 1. In paragraph (a)(3)(iv), revise the
Adjustments for differences betweensentence and add two new sentences in ftst sentence.

controlled and uncontrolled transacplace. 2. Revise paragraph (d).

tions. 2. Revise paragraph (b)(2)(i). The revisions read as follows:
Reliability. . 3. In paragraph (c)(1), revise the Ias§1.482—2 Determination of taxable

Data and assumptions. sentence. income in specific situations

n general. 4. In paragraph (d)(3)(v), revise the '
Consistency in accounting. last sentence. (@) ***
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(3) *** (iv) The profit split method, described (A) Regularly and actively offers to,

(iv) Fourth, section 482 and paragraphs paragraph (e) of this section; and and in fact does, purchase securities from
(b) through (d) of this section and (v) Unspecified methods, described irand sell securities to customers who are
881.482-3 through 1.482-8, if applicableparagraph (f) of this section. not controlled taxpayers in the ordinary

may be applied by the district director to (2) Definitions—(i) Global dealing op- course of a trade or business; or

make any appropriate allocations, othegration. A global dealing operation con- (B) Regularly and actively offers to,
than an interest rate adjustment, to reflesists of the execution of customer transa@nd in fact does, enter into, assume, off-
an arm’s length transaction based upotions, including marketing, sales, pricingset, assign or otherwise terminate posi-
the principal amount of the loan or adand risk management activities, in a partions in securities with customers who are
vance and the interest rate as adjustdigular financial product or line of finan- not controlled entities in the ordinary
under paragraph (a)(3)(i), (i), or (iii) of cial products, in multiple tax jurisdictionscourse of a trade or business.

this section. * * * and/or through multiple participants, as (iv) Security.For purposes of this sec-
defined in paragraph (a)(2)(ii) of this section, a security is a security as defined in
tion. The taking of proprietary positionssection 475(c)(2) or foreign currency.

(d) Transfer of propertyFor rules gov- is not included within the definition of a (3) Factors for determining compara-
erning allocations under section 482 to reglobal dealing operation unless the probility for a global dealing operationThe
flect an arm’s length consideration forprietary positions are entered into by @omparability factors set out in this para-
controlled transactions involving theregular dealer in securities in its capacitgraph (a)(3) must be applied in place of
transfer of property, see §§1.482—®&s such a dealer under paragraptme comparability factors described in
through 1.482—6 and §1.482-8. (a)(2)(iii) of this section. Lending activi- §1.482-1(d)(3) for purposes of evaluating

ties are not included within the definitiona global dealing operation.

§1.482-8 [Redesignated as §1.482-9] of a global dealing operation. Therefore, (i) Functional analysisin lieu of the
Par. 6. Section 1.482-8 is redesignate'acome earned frp_m such Ien(_jing activitist set forth in §,_1.482—1(d)(3)(i)(A)
as §1.482—9 and a new §1.482-8 is addé'gs or_from securities held for myestmenthrough (H), funcfuons that_ may need to

) IS not income from a global dealing operbe accounted for in determining the com-
to read as follows: . . . . o :
ation and is not governed by this sectiorparability of two transactions are—
§1.482—8 Allocation of income earned inA global dealing operation may consist of (A) Product research and development;
a global securities dealing operation. several different business activities en- (B) Marketing;
gaged in by participants. Whether a sepa- (C) Pricing;

(a) General requirements and defini-rate business activity is a global dealing (D) Brokering; and
tions—(1) In general. Where two or gperation shall be determined with re- (E) Risk management.
more controlled taxpayers are participantspect to each type of financial product en- (ii) Contractual terms. In addition to
in a global dealing operation, the allocatered on the taxpayer’s books and recordge terms set forth in §1.482—1(d)(3)(ii)-
tion of income, gains, losses, deductions, (ji) Participant—(A) A participant is a (A), and subject to §1.482—1(d)(3)(ii)(B),
credits and allowances (referred to hereigontrolled taxpayer, as defined in §1.482significant contractual terms for financial
as income and deductions) from tha(i)(s), that is— products transactions include—
global dealing operation is determined (1) A regular dealer in securities as de- (A) Sales or purchase volume;
under this section. The arm’s length allofined in paragraph (a)(2)(iii) of this sec- (B) Rights to modify or transfer the
cation of income and deductions relategon; or contract;
to a global dealing operation must be de- (2) A member of a group of controlled (C) Contingencies to which the con-
termined under one of the methods listeghxpayers which includes a regular dealdract is subject or that are embedded in the
in paragraphs (b) through (f) of this secin securities, but only if that member concontract;
tion. Each of the methods must be apducts one or more activities related to the (D) Length of the contract;
plied in accordance with all of the provi-activities of such dealer. (E) Settlement date;
sions of §1.482-1, including the best (B) For purposes of paragraph (a)(2)- (F) Place of settlement (or delivery);
method rule of §1.482-1(c), the compara(ii)(A)(2) of this section, such related ac- (G) Notional principal amount;
bility analysis of §1.482-1(d), and thetivities are marketing, sales, pricing, risk (H) Specified indices;
arm’s length range of §1.482-1(e), asanagement or brokering activities. Such (I) The currency or currencies in which
those sections are supplemented or modielated activities do not include credithe contract is denominated;
fied in paragraphs (a)(3) and (a)(4) of thiainalysis, accounting services, back office (J) Choice of law and jurisdiction gov-
section. The available methods are—  services, general supervision and contr@rning the contract to the extent chosen by

(i) The comparable uncontrolled finan-over the policies of the controlled taxpayelthe parties; and
cial transaction method, described iror the provision of a guarantee of one or (K) Dispute resolution, including bind-
paragraph (b) of this section; more transactions entered into by a regulamg arbitration.

(i) The gross margin method, de-dealer in securities or other participant. (iii) Risk. In lieu of the list set forth in
scribed in paragraph (c) of this section;  (iii) Regular dealer in securitiessor 81.482-1(d)(3), significant risks that

(i) The gross markup method, de-purposes of this section, a regular dealeould affect the prices or profitability in-
scribed in paragraph (d) of this section; in securities is a taxpayer that— clude—

* * * * *
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(A) Market risks, including the volatil- aggregate basis, provide results that aBé)(2)(ii)(B). Accordingly, the determination of

ity of the price of the underlying property;not arm's length. See §1.482—1(f)(2)(iv)Whether transactions between B and D and other
members of the controlled group are at arm’s length

(B) Liquidity risks, including the fact This may occur, for example, when there " ©" . inder §1.482-8.

that the property (or the hedges of thés a pattern of prices in controlled transac- gxample 3. Scope of a global dealing operation.
property) trades in a thinly traded markettions that are higher or lower than thei c, a U.S. resident commercial bank, conducts a

(C) Hedging risks; prices of comparable uncontrolled transPanking business in the United States and in coun-
(D) Creditworthiness of the counter-actions. tries X and Y through foreign branches. C regularly
v and (5) Examples.The following examples and actively oﬁe_rs to, and in fact does, purchase
party; an . pies.ih g PI€S from and sell foreign currency to customers who are
(E) Country and transfer risk. illustrate the principles of this paragraphot controlled taxpayers in the ordinary course of its
(iv) Economic conditions.In lieu of (a). trade or business in the United States and countries
the list set forth in §1.482—1(d)(3)(iv)(A) X and Y. In all the same jurisdictions, C also regu-

L . : Example 1. Identification of participantgi) B |arly and actively offers to, and in fact does, enter
through (H), significant economic condi-g , foreign bank that acts as a market maker in fojnto, assume, offset, assign, or otherwise terminate

.tion's. th.at could affect the prices or profeign currency in country X, the country of which itpositions in interest rate and cross-currency swaps
itability include— is aresident. C, a country Y resident corporation, Buith customers who are not controlled taxpayers. In
(A) The similarity of geographic mar- & country Z resident corporation, and USFX, a U.Saddition, C regularly makes loans to customers

kets: resident corporation are all members of a controllethrough its U.S. and foreign branches. C regularly
’ : . ... .. group of taxpayers with B, and each acts as a markgglls these loans to a financial institution that
(B) The relative size and Sc)ph'St'ca'['oriaker in foreign currency. In addition to marketrepackages the loans into securities.
of the markets; making activities conducted in their respective (i) C is a regular dealer in securities within the
(C) The alternatives reasonably availeountries, C, D, and USFX each employ marketensieaning of §1.482-8(a)(2)(ii) because it purchases
able to the buyer and seller; and traders, who also perform risk management withnd sells foreign currency and enters into interest

h . respect to their foreign currency operations. In gate and cross-currency swaps with customers. Be-
(D) The V.Olat”lty of th(.a market; and . typical business day, B, C, D, and USFX each enterause C conducts thesye act:c\’/ities through U.S. and
) (E) The _tlme the particular transactionyy, several hundred spot and forward contracts tireign branches, these activities constitute a global
is entered into. purchase and sell Deutsche marks (DM) with unredealing operation within the meaning of §1.482—
(4) Arm’s length range- (i) General lated third parties on the interbank market. In the 08(a)(2)(i). The income, expense, gain or loss from
rule. Except as modified in this para_dinary course of business, E:] C, D, an :lJSFX alslgés global ((:]e)zalinc? operatio(rt:)is sotérceg under
: enter into contracts to purchase and sell DM witl§§1.863—-3 and 1.988-4(h). Under 8§1.482—
graph .(a)(4)' §1'4,82_1(e) will apply toeach other. P 8(a)(2)(i), C's lending activities are not, however,
determine the arm’s length range of trans- (if) Under §1.482-8(a)(2)(iii), B, C, D, and part of a global dealing operation.
actions entered into by a global dealingsrx are each regular dealers in securities because Example 4. Dissimilar productsThe facts are
operation as defined in paragraph (a)(2)(ihey each regularly and actively offer to, and in facthe same as in Example 1, but B, C, D, and USFX
of this section. In determining the arm’slo, purchase and sell currencies to customers wszi;? act as a market make_r in N_Ialaﬁ/sialbn _ringgist-u.s.
- . are not controlled taxpayers, in the ordinary cour ar cross-currency options in the United States
length range, Whether the participant is Of their trade or business. Consequently, each coand countries X, Y, and Z. The ringgit is not widely
buyer or seller is a relevant factor. trolled taxpayer is also a participant. Together, B, Graded throughout the world and is considered a
(i) Reliability. In determining the reli- b, and USFX conduct a global dealing operatiorhinly traded currency. The functional analysis re-
ability of an arm’s length range, it is necwithin the meaning of §1.482-8(a)(2)(i) becausdluired by §1.482-8(a)(3)(i) shows that the develop-
essary to consider the fact that the marktey execute customer transactions in multiple ta')’(lentjt Tjaéke;nliq pricing, and risk m?nagem;ant tOf
. . - . .1, jurisdictions. Accordingly, the controlled transac-fnggit-U.S. dollar cross-currency option contracts
for financial pI’OdUCtS IS hlghly. volatile Jtions between B, C, D? );md USFX are evaluatedre different than that of other foreign currency con-
and participants in a global dealing operas,ger the rules of §1.482-8. tracts, including option contracts. Moreover, the
tion frequently earn only thin profit mar- Example 2. Identification of participants(i) ~ contractual terms, risks, and economic conditions of
gins. The reliability of using a statisticalThe facts are the same as in Example 1, except tH§19git-U.S. dollar cross-currency option contracts
range in establishing a comparable priC@SFX is the only member of the group of controllecfiffer considerably from that of other foreign cur-

! - . . _taxpayers that buys from and sells foreign currenc{€NCy contracts, including option contracts. See
of a financial product in a global dealmgto customers. C performs marketing and pricing ag1-482-8(a)(3)(ii) through (iv). Accordingly, the

operation is based on facts and circumyties with respect to the controlled group's foreigninggit-U.S. dollar cross-currency option contracts
stances. In a global dealing operatiornsurrency operation. D performs accounting an@re not comparable to contracts in other foreign cur-
close proximity in time between a con-back office services for B, C, and USFX, but doegencies. _ _ _
trolled transaction and an uncontrolledot perform any marketing, sales, pricing, risk man- Example 5. Relevant time periodl) USFX is a

. - igement or brokering activities with respect to thé)-S. resident corporation that is a regular dealer in
transaction may be a relevant factor in dégomro”ed group’s foreign currency operation. BSecurities acting as a market maker in foreign cur-

termining the reliability of the uncon- provides guarantees for all transactions entered inf§ncY by buying from and selling currencies to cus-
trolled transaction as a measure of thg usrx. tomers. C performs marketing and pricing activities
arm’s length price. The relevant time pe- (i) Under §1.482-8(a)(2)(iii), USFX is a regular With respect to USFX's foreign currency operation.

. : ; i dealer in securities and therefore is a participant. €ading in Deutsche marks (DM) is conducted be-
r;]Od W|Il_de|pend (()jn the price VOIat"'ty of P P dween 10:00 a.m. and 10:30 a.m. and between 10:45
the parthU ar pro uct.

also is a participant because it performs activities re* : -
- ) lated to USFX's foreign currency dealing activities.2-M- @nd 11:00 a.m. under the following circum-
(iii) Authority to make adjustments.ysex's and C's controlled transactions relating tot2nces-

The district director may, notwithstandingtheir DM activities are evaluated under §1.482-8. @0:00 a.m. 1.827DM: $1 Uncontrolled Transaction

§1_482_1(e)(1), adjust a taxpayer’s resulis not a participant in a global dealing operation bet0:04 a.m. 1.827DM: $1 Controlled Transaction
under a method applied on a transactid;@lusedits ac_cggnting irjd bhack officg serv;cgi i;eznug:gg a.m. 1.§§6DM: il Uncontro::eg Transaction
. P . . .. felated activities within the meaning o . —10:08 a.m. 1.825DM: $1 Uncontrolled Transaction

by trar)sactlon basis if a valid Statls“Ca!?(a)(Z)(ii)(B). B also is not a participant in a global10:10 a.m. 1.827DM: $1 Controlled Transaction
analysis demonstrates that the taxpayergaiing operation because its guarantee function 10:12 a.m. 1.824DM: $1 Uncontrolled Transaction
controlled prices, when analyzed on anot a related activity within the meaning of §1.482-10:15 a.m. 1.825DM: $1 Uncontrolled Transaction
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10:18 a.m. 1.826DM: $1 Controlled Transaction (i) Data and assumptionsThe relia- currency contracts in the suspended or
10:20 a.m. 1.824DM: $1 Uncontrolled Transactionyjjity of the results derived from theblocked currency, the prices listed on a

10:23a.m. 1.825DM: $1 Uncontrolled Transaction, y e \nathod s affected by the com-quotation medium may not reflect a reli-

10:25 a.m. 1.825DM: $1 Uncontrolled Transaction
10:27 am. 1.827DM: $1 Controlled Transaction Pleteness and accuracy of the data usedlle measure of an arm’s length result.
10:30 a.m. 1.824DM: $1 Uncontrolled Transactiorand the reliability of the assumptions (4) Arm’s length range. See
10:45 a.m. 1.822DM: $1 Uncontrolled Transactiodade to apply the method. See 8§1.48%81.482-1(e)(2) and paragraph (a)(4) of
10:50 a.m. 1.821DM: $1 Uncontrolled Transactionl(c)(2)(ii). In the case of a global dealinghis section for the determination of an
10:55 a.m. 1.822DM: $1 Uncontrolled Transactionpperation in which the CUFT is setarm’s length range.
11:00 am. 1.819DM: $1 Uncontrolled Transactiony .o gh the use of indirect evidence, par- (5) Examples.The following examples
(i) USFX and C are participants in a global dealticipants generally must establish dat#lustrate the principles of this paragraph

ing operation under §1.482-8(a)(2)(i). Therefore ; ; b
USFX determines its arm’s length price for its con-from a pUb“C exchange or qUOtatlor( )

trolled DM contracts under §1.482-8(a)(4). undeMedia contemporanequsly to the time of Example 1. Comparable uncontrolled financial
§1.482-8(a)(4), the relevant arm's length range fdiN€ transaction, retain records of such,,sactions. (i) B is a foreign bank resident in
setting the prices of USFX's controlled DM transacdata, and upon request furnish to the digountry X that acts as a market maker in foreign cur-
tions occurs between 10:00 a.m. and 10:30 a.m. Bﬁf‘lct d|rect0r any pr|C|ng model used torency in country X. C, a country Y resident corpora-
cause USFX has no controlled transactions betwepé%tablish indirect evidence of a CUFT, iflion, D, a country Z resident corporation, and USFX,

10:45 a.m. and 11:00 a.m., and the price movement . . a U.S. resident corporation are all members of a con-
during this later time period continued to decreasé),rder for this method to be a re“ablqrolled group of taxpayers with B, and each acts as a

the 10:45 a.m. to 11:00 a.m. time period is not pafneans of evaluating the arm’s length Nas ket maker in foreign currency. In addition to
of the relevant arm’s length range for pricingture of the controlled transactions. market marking activities conducted in their respec-
USFX's controlled transactions. (3) Indirect evidence of the price of ative countries, C, D, and USFX each employ mar-

) .. comparable uncontrolled financial trans_keters and traders, who also perform risk manage-
(b) Comparable uncontrolled financial acti(?n—(i) In general. The price of a ment with respect to their foreign currency

transaction method-(1) General rule. ) operations. In a typical business day, B, C, D, and
The comparable uncontrolled financiaCYFT may be derived from data fromysgx each enter into several hundred spot and for-
transaction (CUFT) method evaluatefublic exchanges or quotation media ifvard contracts to purchase and sell Deutsche marks
whether the amount charged in a CorF_he following requirements are met— (DM) with unrelated third parties on the interbank

. . : . , A) The data is widelv and routinel market. In the ordinary course of business, B, C, D,
trolled financial transaction is arm’s (A) Y yand USFX also each enter into contracts to purchase

length by reference to the amount charge¢€d in the ordinary course of business if} ; <o pw with each other. On a typical day, no
in a comparable uncontrolled financiathe industry to negotiate prices for unconmore than 10% of USFX's DM trades are with con-
transaction. trolled sales; trolled taxpayers. USFX's DM-denominated spot

(2) Comparability and reliability—(i) (B) The data derived from public ex-and forward contracts do not vary in their terms, ex-

L. changes or quotation media is used to sgietasto the volume of DM purchased or sold. The
In general. The provisions of §1.482- 9 4 differences in volume of DM purchased and sold by

1(d), as modified by paragraph (a)(3) oP'ices in the controlled transaction in the;sey 4o ot affect the pricing of the DM. USFX
this section, apply in determining whethef@me way It Is used for uncontrollednaintains contemporaneous records of its trades, ac-
a controlled financial transaction is comiransactions of the taxpayer, or the sam®unted for by type of trade and counterparty. The
parable to a particular uncontrolled finanWay it is used by uncontrolled taxpayers?aily volume of USFX's DM-denominated spot and

. . and orward contracts consistently provides USFX with
cial transaction. All of the relevant fac- . third party transactions that are contemporaneous
tors in paragraph (a)(3) of this section (C) The amo_unt.Charged in the CONg;ity the transactions between controlled taxpayers.
must be considered in determining th&olled transaction is adjusted to reflect (i under §1.482--8(a)(2)(iii), B, C, D, and
comparability of the two financial trans-differences in quantity, contractual termsySFX each are regular dealers in securities because

actions. Comparability under this metho@ounterparties, and other factors that afoey each regularly and actively offer to, and in fact

depends on close similarity with respecf:eCt the price to which uncontrolled tax_do, purchase and sell currencies to customers who

) are not controlled taxpayers, in the ordinary course
to these factors, or adjustments to accouRYers Wou_ld agree. ~ of their trade or business. Consequently, each con-
for any differences. Accordingly, unless (i) Public exchanges or quotationtrolled taxpayer is also a participant. Together, B, C,
the controlled taxpayer can demonstrat@edia. For purposes of paragraphD, and USFX conduct a global dealing operation

that the relevant aspects of the controlle)(3)()) of this section, an established fiwithin the meaning of §1.482-8(a)(2)(i) because

K . . - - . they execute customer transactions in multiple tax
and uncontrolled financial transactiongiancial market, as defined in §1.1092(d)-— "

. e . jurisdictions. To determine the comparability of
are comparable, the reliability of the re-1(b), qualifies as a public exchange or 8srxs controlled and uncontrolled DM-denomi-
sults as a measure of an arm’s length priggiotation media. nated spot and forward transactions, the factors in
is substantially reduced. (iii) Limitation on use of data from §1.482-8(a)(3) must be considered. USFX per-
(i) Adjustments for differences bepublic exchanges or quotation mediaforms the same functions Wlth_ respect to controlled
tween controlled and uncontrolled trans-Use of data from public exchanges of"d Uncontrolled DM-denominated spot and for-
. . . .. . ward transactions. See §1.482-8(a)(3)(i). In evalu-
actions. If there are differences betweerguotation media is not appropriate undqting the contractual terms under §1.482-8(a)(3)(i),
controlled and uncontrolled transactionsxtraordinary market conditions. For eXit is determined that the volume of DM transactions
that would affect price, adjustmentsample, under circumstances where theuies, but these variances do not affect the pricing
should be made to the price of the uncortrading or transfer of a particular coun?ftgifc)f;inﬂﬁzn:ifﬁgczﬂ t;?r;sla Zts'cénsé'(a)Tg)(('?i?
trolled_ Fransact!o_n according to the comtry’s currency has been suspended_ SEx's risk associated with both the controlled and
parability provisions of §1.482-1(d)(2)blocked by another country, causing Sigincontrolled DM transactions does not vary in any

and paragraph (a)(3) of this section. nificant instability in the prices of foreign material respect. In applying the significant factors
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for evaluating the economic conditions undetransactions with T using the same pricing modelpancial product involved in the controlled
§1.482-8(a)(3)(iv), USFX has sufficient third partythat TS uses to price transactions with third partiegrgnsaction under review.
DM transactions to establish comparable economithe pricing models analyze relevant data, such as .. . . .
conditions for evaluating an arm’s length price. Acinterest rates and volatilities, derived from public (") Appllcaple r_esale prlce'.l'.he applIC- .
cordingly, USFX’s uncontrolled transactions areexchanges. TS records the data that were used to &€ resale price is equal to either the price
comparable to its controlled transactions in DM spaermine the price of each transaction at the time trat which the financial product involved is
and forward contracts. transaction was entered into. Because the price prgold in an uncontrolled sale or the price at
Example 2. Lack of comparable uncontrolled fi-duced by the pricing models is a mid-market priceWhiCh contemporaneous resales of the
nancial transactions.The facts are the same as inTS adjusts the price so that it receives the same
Example 1, except that USFX trades lItalian lirebasis point spread on its transactions with T that game prOd!JCt are made. |f the_prOdUCt
(ira) instead of DM. USFX enters into few uncon-would earn on comparable transactions with compddUrchased in the controlled sale is resold
trolled and controlled lira-denominated forwardrable counterparties during the same relevant tirf® one or more related parties in a series of
contracts each day. The daily volume of USFX'eriod. controlled sales before being resold in an
lira forward purchases and sales does not provide (i) Under §1.482-8(a)(2), T and TS are partici- ncontrolled sale, the applicable resale
USFX with sufficient third party transactions to es-pants in a global dealing operation that deals in U.g. . . . ' . .
tablish that uncontrolled transactions are sufficientlglollar-denominated NPCs. Because the prices pr@-rICe is the price at which the product is
contemporaneous with controlled transactions to bduced by TS's pricing model are derived from inforf€S0ld to an uncontrolled party, or the
comparable within the meaning of §1.482-8(a)(3)mation on public exchanges and TS uses the saqice at which contemporaneous resales of
In applying the comparability factors of §1.482—pricing model to set prices for controlled and unconthe same product are made. In such case,
8(a)(3), and of paragraph (a)(3)(iv) of this section irtrolled transactions, the requirements of §1'482fhe determination of the appropriate gross
particular, USFX'’s controlled and uncontrolled lira8(b)(3)(i)(A) and (B) are met. Because the U.S. dol- . . .
forward purchases and sales are not entered infar-denominated NPCs that T enters into with cusprOfIt will take into account the functions
under comparable economic conditions. Accordtomers (uncontrolled transactions) are comparab@f all members of the controlled group
ingly, USFX's uncontrolled transactions in lira for-to the transactions between T and TS within th@articipating in the series of controlled
ward contracts are not comparable to its controlletheaning of §1.482-8(a)(3) and TS earns 4 basiggles and final uncontrolled resales, as
lira forward transactions. points at inception of its uncontrolled transaction
Example 3. Indirect evidence of the price of ghat are comparable to its controlled transactions, T?éle,” as_any other relevant fa,CtorS _de_
comparable uncontrolled financial transactiof) ~ has also satisfied the requirements of §1.4g25cribed in paragraph (a)(3) of this section.
The facts are the same as in Example 2, except t&{b)(3)(i)(C). Accordingly, the price produced by (iii) Appropriate gross profit. The ap-
USFX uses a computer quotation system (CQS) th@S’s pricing model constitutes indirect evidence opropriate gross profit is computed by mul-
is an interdealer market, as described in §1.1092(djke price of a comparable uncontrolled financiahp|ying the applicable resale price by the
1(b)(2), to set its price on lira forward contracts withtransaction. . .
controlled and uncontrolled taxpayers. Other finan- gross prOfIt margin, eXpreSSEd_ as a per-
cial institutions also use CQS to set their prices on (C) Gross margin methed(1) General Ceéntage of total revenue derived from
lira forward contracts. CQS is an established finarryle. The gross margin method evaluategales, earned in comparable uncontrolled
cial market within the meaning of §1.1092(d)-1(b). whether the amount allocated to a particr_ransactions_

ket(")itBizczu;SbC”SSéfcﬁg:géat;'fgﬁgggnnc'ﬂgj?;')ant in a global dealing operation is arm’s (3) Comparability and reliability—(i)
within the meaning of §1.482-8(b)(3)(). Becausd€Ngth by reference to the gross profitn general. The provisions of 81.482—

other financial institutions use prices from CQS irmargin realized on the sale of financiall(}j), aS.mOdiﬁed by paragraph (@)(3) of
the same manner as USFX, prices derived from CQ$roducts in comparable uncontrolledhis section, apply in determining whether
are deemed to be widely and routinely used in thgansactions. The gross margin method controlled transaction is comparable to a

ordina_ry course of business in the industry to negoti- ay be used to establish an arm's |engmarticular uncontrolled transaction. All of
ate prices for uncontrolled sales. See §1.482—8(b5T—]_ . o . .
(3)()(A) and (B). If USFX adjusts the price quotedPliCe for @ transaction where a participarthe factors described in paragraph (a)(3)

by CQS under the criteria specified in §1.482-8(b)resells a financial product to an unrelate@f this section must be considered in de-
(2)(i)(A)(3), the controlled price derived by USFX party that the participant purchased frontermining the comparability of two finan-

from CQS qualifies as indirect'evide_nce of the _pric%l related party. The gross margin methogial products transactions, including the
of a comparable uncontrolled financial transactlon.amay apply to transactions involving thefunctions performed. The gross margin

Example 4. Indirect evidence of the price of o . ..
comparable uncontrolled financial transaction—in-PuUrchase and resale of debt and equity imethod considers whether a participant

ternal pricing models i) T is a U.S. resident corpo- struments. The method may also be uséuhs earned a sufficient gross profit margin
ration that acts as a market maker in U.S. dollar-dg¢o evaluate whether a participant has ren the resale of a financial product (or

no"ili”ate‘j ZO“Od”a' Pr”l‘(dpa' hcon"acltls- _T'Scleived an arm’s length commission for itdine of products) given the functions per-
marketers and traders work together to sell notional PR . . . HRE ’
principal contracts (NPCs) pr?marily to T's North dctivities in a gIObaI dealmg operatlonformed by. the pqrhmpapt. A reseller’s

and South American customers. T typically earns When th_e participant has not taken title tgross profit margin provides compensa-
basis points at the inception of each standard 3 yearSecurity or has not become a party totéon for performing resale functions re-

U.S. dollar-denominated interest rate swap that iderivative financial product. To meet thdated to the product or products under re-
eme:jed '”tdo_ with an unrelated, financially SOphh'Tl“arm’s length standard, the gross profiview, including an operating profit in

gjvtﬁec’j UK 'tsvnzrstid%af;“ar;;irzaclgyégasr’n;igtv  hargin on controlled transactions shouldeturn for the reseller's investment of cap-
in U.S. dollar-denominated NPCs, employing sevD€ Similar to that of comparable unconftal and the assump_tlpn of risks. Accord-
eral traders and marketers who initiate contracts prirolled transactions. ingly, where a participant does not take
marily with European customers. On occasion, for (2) Determination of an arm’s lengthtitle, or does not become a party to a fi-
?’a”gus b‘%s'”fsdsrziaéonihTTS eT”rt]erSU”‘Stoda h’-sadfirice—(i) In general. The gross margin nancial product, the reseller’s return to
r? ;}nﬁggjnﬁs@ that \f‘r" enters info with uonraerl;j‘tggnethod measures an arm’s length price lapital and assumption of risk are addi-
parties are comparable in all material respects to tRHbtracting the appropriate gross profitional factors that must be considered in

transactions that T enters into with TS. TS prices affom the applicable resale price for the fidetermining an appropriate gross profit
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margin. An appropriate gross profit marof the data used and the reliability of thevould have purchased the security from T would
gin primarily should be derived fromassumptions made to apply the metho@°mally be $98 (3100 sales price minus (2% gross
comparable uncontrolled purchases anBlee §1.482-1(c)(2)(ii). A participant mayPofit marginx $100)).
resales of the reseller involved in the conestablish the gross margin by comparing (d) Gross markup methee(1) Gen-
trolled sale. This is because similar chathe bid and offer prices on a public exgrg| rule. The gross markup method eval-
acteristics are more likely to be foundthange or quotation media. In such casggtes whether the amount allocated to a
among different resales of a financiathe prices must be contemporaneous articipant in a global dealing operation is
product or products made by the same réhe controlled transaction, and the particiaym’s length by reference to the gross
seller than among sales made by other rpant must retain records of such data. profit markup realized in comparable un-
sellers. In the absence of comparable un- (B) Consistency in accounting-he de- cgontrolled transactions. The gross
controlled transactions involving thegree of consistency in accounting pracmarkup method may be used to establish
same reseller, an appropriate gross profices between the controlled transactiogn arm’s length price for a transaction
margin may be derived from comparabl@nd the uncontrolled transactions may afyhere a participant purchases a financial
uncontrolled transactions of other refect the reliability of the gross marginproduct from an unrelated party that the
sellers. method. For example, differences as bsarticipant sells to a related party. This
(i) Adjustments for differences between controlled and uncontrolled transmethod may apply to transactions involv-
tween controlled and uncontrolled trans-actions in the method used to value siming the purchase and resale of debt and
actions. If there are material differenceslar financial products (including methodsequity instruments. The method may also
between controlled and uncontrolledf accounting, methods of estimation, ange ysed to evaluate whether a participant
transactions that would affect the grosthe timing for changes of such methodsjas received an arm’s length commission
profit margin, adjustments should becould affect the gross profit. The abilityfor jts role in a global dealing operation
made to the gross profit margin earned itp make reliable adjustments for such difghen the participant has not taken title to
the uncontrolled transaction according téerences could affect the reliability of they security or has not become a party to a
the comparability provisions of §1.482-results. derivative financial product. To meet the
1(d)(2) and paragraph (a)(3) of this sec- (4) Arms length range.See §1.482— 5rm's |ength standard, the gross profit
tion. For this purpose, consideration of(e)(2) and paragraph (a)(4) of this seGnarkup on controlled transactions should
operating expenses associated with fungion for the determination of an arm’spe similar to that of comparable uncon-
tions performed and risks assumed magngth range. trolled transactions.
be necessary because differences in func-(5) Example. The following example (2) petermination of an arm’s length
tions performed are often reflected in opillustrates the principles of this paragraphyice—(i) In general. The gross markup
erating expenses. The effect of a differ(C). method measures an arm’s length price by
ence in funCtionS performed ON gross gyample 1. Gross margin methofi) Tis a U.s. adding the appropriate gross profit to the
profit, however, is not necessarily equalesident financial institution that acts as a marke@articipant’s cost or anticipated cost, of
to the difference in the amount of relateehaker in debt and equity instruments issued by U.purchasing, holding, or structuring the fi-
operating expenses. corporations. Most of T's sales are to U.S.-basefigncial product involved in the controlled
(iii) Reliability. In order for the gross customers. TS, T's UK. subsidiary, acts as a markgty oo tion under review (or in the case of
. . .. _maker in debt and equity instruments issued by Eu- L . . L.
margin method to be considered a r(':‘“ablr%pean corporations and conducts most of its bust derivative financial product, the initial
measure of an arm’s length price, th@ess with European-based customers. On occasidiet present value, measured by the antici-
gross profit should ordinarily represent amowever, a customer of TS wishes to purchase a seated cost of purchasing, holding, or
amount that would allow the participamcurity that is eit_h_er held_ by or more readily accessistructuring the product).
who resells the product to recover its ex2® T To facilitate this transaction, T sells the se- 4y p 5o hriate gross profit. The ap-

. . _curity it owns or acquires to TS, who then promptly . .
penses (whether directly related to sellingys'it 1o the customer. T and TS generally deriv@rOPriate gross profit is computed by mul-
the product or more generally related téhe majority of their profit on the difference betweertiplying the participant’s cost or antici-
maintaining its operations) and to earn #e price at which they purchase and the price gated cost of purchasing, holding, or
profit commensurate with the functions itvhich they sell securities (the bid/offer spread). Owtrycturing a transaction by the gross
performed. The gross margin methog'¢'39¢: TS's gross profit margin on its p“rchas‘fﬁrofit markup, expressed as a percentage
. L and sales of securities from unrelated persons is 2%. K
may be a reliable means of establishing bplying the comparability factors specified in©Of COst, earned in comparable uncon-
arm’s length price where there is a purs1.482-8(a)(3), T's purchases and sales with unrérolled transactions.
chase and resale of a financial produdited persons are comparable to the purchases and(3) Comparability and reliability—(i)
and the participant who resells the propiales between Tand TS. _In general. The provisions of §1.482—
erty does not substantially participate jn () Under 81.482-8(a)(2), T and TS are p?rt'c"&(d), as modified by paragraph (a)(3) of

: : L pants in a global dealing operation that deals in debt", . . o

developing a product or in tailoring thezng equity securities. Since T's related purchasd8iS Section, apply in determining whether
product to the unique requirements of and sales are comparable to its unrelated purchag@€ontrolled transaction is comparable to a
customer prior to the resale. and sales, if TS's gross profit margin on purchasegarticular uncontrolled transaction. All of

(iv) Data and assumptiors(A) In and sales of comparable securities from unrelalqghe factors described in paragraph (a)(3)
general. The reliability of the results de- gfgzzn;r;itzg ! tThSe Ssgililgt;f?ttgﬂ'rﬁgssgrgofnz/_ f this section must be considered in de-
rived from the gross margin method is afrhys, when TS resells for $100 a security that it put€rMiNing the comparability of two finan-
fected by the completeness and accuraeyased from T, the arm’s length price at which T§ial products transactions, including the
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functions performed. The gross markupvho purchases the product to recover iipants for which data is available that in-
method considers whether a participargxpenses (whether directly related to seltludes the controlled transactions (rele-
has earned a sufficient gross markup ang the product or more generally relatedant business activity).
the sale of a financial product, or line oto maintaining its operations) and to earn (2) Appropriate share of profit and
products, given the functions it has pera profit commensurate with the functiongdoss—(i) In general.The relative value of
formed. A participant’s gross profitit performed. As with the gross margineach participant’s contribution to the
markup provides compensation for purmethod, the gross markup method may liobal dealing activity must be deter-
chasing, hedging, and transactional stru@ reliable means of establishing an armsiined in a manner that reflects the func-
turing functions related to the transactiofength price where there is a purchase atibns performed, risks assumed, and re-
under review, including an operatingresale of a financial product and the paisources employed by each participant in
profit in return for the investment of capi-ticipant who resells the property does nahe activity, consistent with the compara-
tal and the assumption of risks. Accordsubstantially participate in developing aility provisions of §1.482-1(d), as modi-
ingly, where a participant does not takgroduct or in tailoring the product to thefied by paragraph (a)(3) of this section.
titte, or does not become a party to a fiunique requirements of a customer prioguch an allocation is intended to corre-
nancial product, the reseller’s return tdo the resale. spond to the division of profit or loss that
capital and assumption of risk are addi- (iv) Data and assumptiors(A) In  would result from an arrangement be-
tional factors that must be considered igeneral. The reliability of the results de- tween uncontrolled taxpayers, each per-
determining the gross profit markup. Arrived from the gross markup method is afforming functions similar to those of the
appropriate gross profit markup primarilyfected by the completeness and accurasyarious controlled taxpayers engaged in
should be derived from comparable unef the data used and the reliability of théhe relevant business activity. The rela-
controlled purchases and sales of the paassumptions made to apply the methodive value of the contributions of each
ticipant involved in the controlled sale.See §1.482-1(c)(2)(ii). A participant mayparticipant in the global dealing operation
This is because similar characteristics arestablish the gross markup by comparinghould be measured in a manner that most
more likely to be found among differentthe bid and offer prices on a public exseliably reflects each contribution made to
sales of property made by the same partichange or quotation media. In such casthe global dealing operation and each par-
ipant than among sales made by other réie prices must be contemporaneous witiicipant’s role in that contribution. In ap-
sellers. In the absence of comparable uthe controlled transaction, and the participropriate cases, the participants may find
controlled transactions involving thepant must retain records of such data. that a multi-factor formula most reliably
same participant, an appropriate gross (B) Consistency in accounting.he de- measures the relative value of the contri-
profit markup may be derived from com-gree of consistency in accounting pracbutions to the profitability of the global
parable uncontrolled transactions of othdices between the controlled transactiodealing operation. The profit allocated to
parties whether or not such parties arand the uncontrolled transactions may agny particular participant using a profit
members of the same controlled group. fect the reliability of the gross markupsplit method is not necessarily limited to
(i) Adjustments for differences be-method. For example, differences as béhe total operating profit from the global
tween controlled and uncontrolled transtween controlled and uncontrolled transeealing operation. For example, in a
actions. If there are material differencesactions in the method used to value simgiven year, one participant may earn a
between controlled and uncontrolledar financial products (including methodsprofit while another participant incurs a
transactions that would affect the grosis accounting, methods of estimation, antbss, so long as the arrangement is compa-
profit markup, adjustments should behe timing for changes of such methodsjable to an arrangement to which two un-
made to the gross profit markup earned icould affect the gross profit. The abilitycontrolled parties would agree. In addi-
the uncontrolled transaction according téo make reliable adjustments for such diftion, it may not be assumed that the
the comparability provisions of ferences could affect the reliability of thecombined operating profit or loss from
§1.482-1(d)(2) and paragraph (a)(3) ofesults. the relevant business activity should be
this section. For this purpose, considera- (4) Arm’s length range.See §1.482— shared equally or in any other arbitrary
tion of operating expenses associated with(e)(2) and paragraph (a)(4) of this segroportion. The specific method must be
the functions performed and risks astion for the determination of an arm’sdetermined under paragraph (e)(4) of this
sumed may be necessary, because difféength range. section.
ences in functions performed are often re- (e) Profit split methoe—(1) General (i) Adjustment of factors to measure
flected in operating expenses. The effectle. The profit split method evaluatescontribution clearly. In order to reliably
of a difference in functions on grosswhether the allocation of the combinedneasure the value of a participant’s contri-
profit, however, is not necessarily equabperating profit or loss of a global dealingoution, the factors, for example, those used
to the difference in the amount of relate@peration to one or more participants is ah a multi-factor formula, must be ex-
operating expenses. arm’s length by reference to the relativgpressed in units of measure that reliably
(i) Reliability. In order for the gross value of each participant’s contribution toquantify the relative contribution of the
markup method to be considered a relihat combined operating profit or lossparticipant. If the data or information is
able measure of an arm’s length price, thEhe combined operating profit or losdnfluenced by factors other than the value
gross profit should ordinarily represent amust be derived from the most narrowlyf the contribution, adjustments must be
amount that would allow the participantdentifiable business activity of the partic-made for such differences so that the fac-
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tors used in the formula only measure theomparability between the controlled andived from the total profit split method is
relative value of each participant’suncontrolled taxpayers is determined bwffected by the quality of the data used
contribution. For example, if trader com-applying the comparability standards ofind the assumptions used to apply the
pensation is used as a factor to measure t§#.482-1(d), as modified by paragraplimethod. See §1.482-1(c)(2)(ii). The reli-
value added by the participants’ trading exta)(3) of this section. In particular, theability of the allocation of income, ex-
pertise, adjustments must be made for vafiunctional analysis required by §1.482-pense, or other attributes between the par-
ances in compensation paid to traders du€d)(3)(i) and paragraph (a)(3)(i) of thisticipants’ relevant business activities and
solely to differences in the cost of living. section is essential to determine whethehe participants’ other activities will affect
(3) Definitions. The definitions in this two situations are comparable. Neverthahe reliability of the determination of the

paragraph (e)(3) apply for purposes of agess, in certain cases, ho comparable vecembined operating profit and its alloca-
plying the profit split methods in thistures between uncontrolled taxpayers majon among the participants. If it is not

paragraph (e). exist. In this situation, it is necessary tgossible to allocate income, expense, or
Gross profitis gross income earned byanalyze the remaining factors set forth imther attributes directly based on factual
the global dealing operation. paragraph (a)(3) of this section that couldelationships, a reasonable allocation for-

Operating expenseisicludes all ex- affect the division of operating profits be-mula may be used. To the extent direct al-
penses not included in the computation dfveen parties. If there are differences bdecations are not made, the reliability of
gross profit, except for interest, foreigntween the controlled and uncontrolledhe results derived from application of this
income taxes as defined in §1.901-2(ajaxpayers that would materially affect themethod is reduced relative to the results of
domestic income taxes, and any expensdgsision of operating profit, adjustmentsa method that requires fewer allocations of
not related to the global dealing activitynust be made according to the provisionsicome, expense, and other attributes.
that is evaluated under the profit splibf §1.482-1(d)(2) and paragraph (a)(3) oBimilarly, the reliability of the results de-

method. With respect to interest expensghiis section. rived from application of this method is
see section 864(e) and the regulations (iii) Reliability. As indicated in affected by the extent to which it is possi-
thereunder and §1.882-5. §1.482-1(c)(2)(i), as the degree of comble to apply the method to the participants’

Operating profit or losss gross profit parability between the controlled and unfinancial data that is related solely to the
less operating expenses, and includes albntrolled transactions increases, the releontrolled transactions. For example, if
income, expense, gain, loss, credits or ability of a total profit split also increasesthe relevant business activity is entering
lowances attributable to each global dealn a global dealing operation, howeverinto interest rate swaps with both con-
ing activity that is evaluated under thehe absence of external market benchrolled and uncontrolled taxpayers, it may
profit split method. It does not include in-marks (for example, joint ventures benot be possible to apply the method solely
come, expense, gain, loss, credits or atween uncontrolled taxpayers) on whichio financial data related to the controlled
lowances from activities that are not evalto base the allocation of operating profitéransactions. In such case, the reliability
uated under the profit split method, nodoes not preclude use of this method if thef the results derived from application of
does it include extraordinary gains omllocation of the operating profit takesthis method will be reduced.
losses that do not relate to the continuingito account the relative contribution of (B) Consistency in accountind@.he de-
global dealing activities of the participanteach participant. The reliability of thisgree of consistency between the con-

(4) Application. Profit or loss shall be method is increased to the extent that theolled and uncontrolled taxpayers in ac-
allocated under the profit split methodallocation has economic significance focounting practices that materially affect
using either the total profit split, de-purposes other than tax (for example, sathe items that determine the amount and
scribed in paragraph (e)(5) of this sectiorisfying regulatory standards and reportallocation of operating profit affects the
or the residual profit split, described ining, or determining bonuses paid to marreliability of the result. Thus, for exam-
paragraph (e)(6) of this section. agement or traders). The reliability of theple, if differences in financial product val-

(5) Total profit split—(i) In general. analysis under this method may also beation or in cost allocation practices
The total profit split derives the percentenhanced by the fact that all parties to th@ould materially affect operating profit,
age of the combined operating profit otontrolled transaction are evaluated undehe ability to make reliable adjustments
the participants in a global dealing operathis method. The reliability of the resultsfor such differences would affect the reli-
tion allocable to a participant in the globahowever, of an analysis based on informability of the results.
dealing operation by evaluating whethetion from all parties to a transaction is af- (6) Residual profit spl#(i) In general.
uncontrolled taxpayers who perform simifected by the reliability of the data and asThe residual profit split allocates the com-
lar functions, assume similar risks, andumptions pertaining to each party to thbined operating profit or loss between
employ similar resources would allocateontrolled transaction. Thus, if the datgarticipants following the two-step
their combined operating profits in theand assumptions are significantly morg@rocess set forth in paragraphs (e)(6)(ii)
same manner. reliable with respect to one of the partieand (iii) of this section.

(i) Comparability. The total profit than with respect to the others, a different (ii) Allocate income to routine contri-
split evaluates the manner by which commethod, focusing solely on the results dbutions. The first step allocates operating
parable uncontrolled taxpayers divide théhat party, may yield more reliable resultsincome to each participant to provide an
combined operating profit of a particular (iv) Data and assumptiors(A) In arm'’s length return for its routine contri-
global dealing activity. The degree ofgeneral. The reliability of the results de- butions to the global dealing operation.
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Routine contributions are contributions otions of each participant in the globalbther than tax (for example, satisfying
the same or similar kind as those made ljealing operation should be measured inragulatory standards and reporting, or de-
uncontrolled taxpayers involved in simi-manner that most reliably reflects eackermining bonuses paid to management or
lar business activities for which it is posnonroutine contribution made to thetraders). The reliability of the analysis
sible to identify market returns. Routineglobal dealing operation and each particunder this method may also be enhanced
contributions ordinarily include contribu- pant’s role in the nonroutine contribu-by the fact that all parties to the controlled
tions of tangible property, services, andions. transaction are evaluated under this
intangibles that are generally owned or (iv) Comparability. The first step of method. The reliability of the results,
performed by uncontrolled taxpayers enthe residual profit split relies on externahowever, of an analysis based on informa-
gaged in similar activities. For examplemarket benchmarks of profitability. Thustion from all parties to a transaction is af-
transactions processing and credit analyhe comparability considerations that arécted by the reliability of the data and as-
sis are typically routine contributions. Inrelevant for the first step of the residuasumptions pertaining to each party to the
addition, a participant that guaranteeprofit split are those that are relevant focontrolled transaction. Thus, if the data
obligations of or otherwise providesthe methods that are used to determirend assumptions are significantly more
credit support to another controlled taxmarket returns for routine contributionsreliable with respect to one of the parties
payer in a global dealing operation is rein the second step of the residual profithan with respect to the others, a different
garded as making a routine contributionsplit, however, it may not be possible tanethod, focusing solely on the results of
A functional analysis is required to iden+ely as heavily on external market benchthat party, may yield more reliable results.
tify the routine contributions according tomarks. Nevertheless, in order to divide (vi) Data and assumptions(A) Gen-
the functions performed, risks assumedhe residual profits of a global dealing operal rule. The reliability of the results de-
and resources employed by each of theration in accordance with each particirived from the residual profit split is mea-
participants. Market returns for the roupant’s nonroutine contributions, it is necsured under the standards set forth in
tine contributions should be determine@&ssary to apply the comparabilityparagraph (e)(5)(iv)(A) of this section.

by reference to the returns achieved bstandards of §1.482—1(d), as modified by (B) Consistency in accounting.he de-
uncontrolled taxpayers engaged in similgparagraph (a)(3) of this section. In particgree of accounting consistency between
activities, consistent with the methods dedlar, the functional analysis required bycontrolled and uncontrolled taxpayers is
scribed in §81.482-2 through 1.482-41.482-1(d)(3)(i) and paragraph (a)(3)(imeasured under the standards set forth in
and this §1.482-8. of this section is essential to determingaragraph (e)(5)(iv)(B) of this section.

(iii) Allocate residual profit. The allo- whether two situations are comparable. (7) Arm’s length range.See 8§1.482-
cation of income to the participant’s rouNevertheless, in certain cases, no compate)(2) and paragraph (a)(4) of this sec-
tine contributions will not reflect profits rable ventures between uncontrolled taxion for the determination of an arm’s
attributable to each participant’s valuablgayers may exist. In this situation, it igength range.
nonroutine contributions to the globalnecessary to analyze the remaining fac- (8) Examples. The following exam-
dealing operation. Thus, in cases wheters set forth in paragraph (a)(3) of thigles illustrate the principles of this para-
valuable nonroutine contributions are presection that could affect the division ofgraph (e).
sent, the_re normqlly will be an un_aIIo—opera_ting profits between parties. If there Example 1. Total profit split() P, a U.S. corpora-
cated residual profit after the allocation ore differences between the controllegy,, estaplishes a separate U.S. subsidiary (USsub)
income described in paragraph (e)(6)(iijgnd uncontrolled taxpayers that wouldo conduct a global dealing operation in over-the-
of this section. Under this second stepnaterially affect the division of operatingcounter derivatives. USsub in turn establishes sub-
the residual profit generally should be diprofit, adjustments must be made accordidiaries incorporated and doing business in the
vided among the participants based updng to the provisions of §1.482—1(d)(2)2<- (UKsub) and Japan (Jsub). ‘USsub, UKsub,

. . ) . and Jsub each employ marketers and traders who
the relative value of each of their nonrouand paragraph (a)(3) of this section. work closely together to design and sell derivative
tine contributions. Nonroutine contribu- (v) Reliability. As indicated in 81.482— products to meet the particular needs of customers.
tions are contributions so integral to thé(c)(2)(i), as the degree of comparabilityEach also employs personnel who process and con-
global dealing operation that it is impossibetween the controlled and uncontrolled™ trades, reconcile trade tickets and provide on-
ble to segregate them from the operatiomansactions increases, the reliability of %)Or'?ﬁeadm'”'snat'ye support (back office services)

. . . . . global dealing operation. The global dealing
and find a separate market return for theesidual profit split also increases. In @peration maintains a single common book for each
contribution. Pricing and risk managingglobal dealing operation, however, the ahype of risk, and the book is maintained where the
financial products almost invariably in-sence of external market benchmarks (fdwead trader for that type of risk is located. Thus, no-
volve nonroutine contributions. Simi-example, joint ventures between uncorfional principal contracts denominated in North and
larly, product development and informatrolled taxpayers) on which to base the aSouth American currencies are booked in USsub,
. . . . I notional principal contracts denominated in Euro-
tion technology are generally nonroutindocation of operating profits does not prepean currencies are booked in UKsub, and notional
contributions. Marketing may be a non<clude use of this method if the allocatiorprincipal contracts denominated in Japanese yen are
routine contribution if the marketer sub-of the residual profit takes into accounbooked in Jsub. However, each of the affiliates has
stantially participates in developing ahe relative contribution of each particj-2uthorized a trader located in each of the other affili-
product or in tailoring the product to thepant. The reliability of this method is ir)-f‘rfgsbgzlz;iz o sgtfgfi'stilgzgf $Eirén§rap;”§fdasumf_n
unique requirements of a customer. Thereased to the extent that the allocatiog) is necessary because marketers, regardless of
relative value of the nonroutine contribuhas economic significance for purposeseir location, are expected to sell all of the group’s
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products, and need to receive pricing informatiomarketers more heavily than the compensation afalue of the nonroutine contributions. Applying the
with respect to products during their clients’ busitraders in order to take into account accurately theomparability factors set out in §1.482-8(a)(3), P al-
ness hours, even if the booking location is closeaontribution each function makes to the profitabilitylocates 40% of the residual profit to UKsub, 35% of
Moreover, P is known for making a substantiabf the business. the residual profit to P, and the remaining 25% of
amount of its profits from trading activities, and fre- Example 5. Residual profit split{i) P is a U.S. residual profit to Jsub. Accordingly, under step 2,
quently does not hedge the positions arising from itsorporation that engages in a global dealing oper&48 is allocated to UKsub, $42 is allocated to P, and
customer transactions in an attempt to profit frontion in foreign currency options directly and through$30 is allocated to Jsub. See § 1.863-3(h) for the
market changes. As a result, the traders in “offeontrolled taxpayers that are incorporated and opesource of income allocated to P with respect to its
hours” locations must have a substantial amount @fte in the United Kingdom (UKsub) and Japarcounterparty function.
trading authority in order to react to market change¢Jsub). Each controlled taxpayer is a participant in a

(i) Under §1.482-8(a)(2), USsub, UKsub andglobal dealing operation. Each participant employs (f) Unspecified methodsMethods not
Jsub are participants_ in a global dealing_operation irmar_keters and trade_rs who work clos_ely together tgpecified in paragraphs (b),(c),(d), or (e)
over-the-poun;er der|vat!ves. P determines that thaesign gnd sell foreign currency options that_ r_needf this section may be used to evaluate
total profit split method is the best method to allothe particular needs of customers. Each participant .
cate an arm’s length amount of income to each paalso employs salespeople who sell foreign curren;\ghether the a_mOF’”t Charged In a con-
ticipant. P allocates the operating profit from theoptions with standardized terms and conditions, d§0lled transaction is at arm’s length. Any
global dealing operation between USsub, UKsulwell as other financial products offered by the conmethod used under this paragraph (f)
and Jsub on the basis of the relative compensatiomlled group. The traders in each location risk manmust be applied in accordance with the
paid to marketers and traders in each location. lage a common book of transactions during the rel?’rovisions of §1.482—1 as modified by
making the allocation, P adjusts the compensatiovant business hours of each location. P has a AA . .
amounts to account for factors unrelated to job pecredit rating and is the legal counterparty to all thinparagraph (a)(3) of this SE(?'[_IOI’I. _
formance, such as the higher cost of living in certaiparty transactions. The traders in each location have (9) Source rule for qualified business
jurisdictions. Because the traders receive signifidiscretion to execute contracts in the name of RINits. See §1.863-3(h) for application of
cantly greater compensation than marketers in ordefKsub employs personnel who process and confirthe rules of this section for purposes of
to account for the_|r greater gontnbunon to the proﬂtsrade_:s_, rec_oncne trade tickets, gnd proylde ongomgetermining the source of income, gain or
of the global dealing operation, P need not make a@dministrative support (back office services) for al . .
ditional adjustments or weight the compensation ahe participants in the global dealing operation. ThLOSS from a_ Q'Oba' (_1eallng (_)peratlon
the traders more heavily in allocating the operatinglobal dealing operation has generated $192 of opgdMONg qualified business units (as de-
profit between the affiliates. For rules concerningting profit for the period. fined in section 989(c) and §81.863—
the source of income allocated tg Ussub, Uksub a_n_d (i_i) After analyzing the_ foreign currency optionsg_(h)(g)(iv) and 1.989(a)-1).
Jsub (and any U.S. trade or business of the partnbu;mess, P has determined that the residual profit Par. 7. Section 1.863-3 is amended as
pants), see §1.863-3(h). split method is the best method to allocate the OPe]E(_)HOWS'

Example 2. Total profit split.The facts are the ating profit of the global dealing operation and to : . .
same as in Example 1, except that the labor markeétermine an arm's length amount of compensation 1- Paragraph (h) is redesignated as
in Japan is such that traders paid by Jsub are paid thiéocable to each participant in the global dealingparagraph (i).
same as marketers paid by Jsub at thg same seniodpe_r__ation. _ _ _ ‘ 2. Anew paragraph (h) is added.
Igvel, even though th_e tr.e_lders contribute sub_stan- (iii) The first step of Phe res@lual profl_t spl!t The addition reads as follows:
tially more to the profitability of the global dealing method (§1.482-8(e)(6)(ii)) requires P to identify
operation. As a result, the allocation method useithe routine contributions performed by each partici . .
by P is unlikely to compensate the functions propant. P determines that the functions performed b$1j863_3 Allocation _and apport!onment
vided by each affiliate so as to be a reliable measutke salespeople are routine. P determines that tRd iIncome from certain sales of inventory.
of an arm’s length result under §81.482—-8(e)(2) andrm’s length compensation for salespeople is $3, $4,
1.482-1(c)(1), unless P weights the compensation ahd $5 in the United States, the United Kingdom,
traders more heavily than the compensation of maand Japan, respectively. Thus, P allocates $3, $4, .
keters or develops another method of measuring tlaad $5 to P, UKsub, and Jsub, respectively. (h) Income from a gIObaI deal-lng oper-
contribution of traders to the profitability of the  (iv) Although the back office function would not ation—(1) Purpose and scopélhis para-
global dealing operation. give rise to participant status, in the context of graph (h) provides rules for sourcing in-

Example 3. Total profit split.The facts are the rgsid_ual profit split allocation, the ba_c!( office func-come, gain and loss from a global dealing
same as in Example 2, ex_cgpt th_at, inP’s gnnual r_gen is releva_nt for pur'pos_es of receiving remun_era(-)peratiOn that, under the rules of §1.482—
port to shareholders, P divides its operating profition for routine contributions to a global dealing." .
from customer business into “dealing profit” andoperation. P determines that an arm’s length conﬁ’ is earned bY O_r allocated to_a_ contrglled
“trading profit.” Because both marketers and traderpensation for the back office is $20. Since the bad@xpayer qualifying as a participant in a
are involved in the dealing function, P divides theoffice services constitute routine contributions, $2@lobal dealing operation under §1.482—
“dealing _profit" between the affiliates on the basis obf irlcome is _aIIoca_ited to UKsub und(_er step 1 of thB(a)(Z)(ii). This paragraph (h) does not
the relative compensation of marketers a}nd tradense_3|dual profit split method. Inyaddmon, P deter-apply to income earned by or allocated to
However, because only the traders contribute to thaines that the comparable arm’s length compensa- .
trading profit, P divides the trading profit betweention for the risk to which P is subject as counterpart§l controlled taxpayer qua"fymg as a par-
the affiliates on the basis of the relative compensas $40. Accordingly, $40 is allocated to P as comtiCipant in a global dealing operation that
tion only of the traders. In making that allocation, FRpensation for acting as counterparty to the transags specifically sourced under sections 861,
mlcjjst adjust the ?orr;pensation of| tra(cjers ir[]) Jsufb t'mrzs)en;ered intocijn P’s nafmﬁ by JSLchb alnd UfKSUbI'SGZ or 865, or to substitute payments
order to account for factors not related to job perfor- (v) The second step of the residual profit split .. . -
mance. method (§1.482-8(e)(6)(iii)) requires that the resid-eameq by a participant in a global dealing

Example 4. Total profit split.The facts are the ual profit be allocated to participants according Pperation that are sourced under §1.861—
same as in Example 1, except that P is required Hige relative value of their nonroutine contributions2(a)(7) or 81.861-3(a)(6).
its regulators to hedge its customer positions dsnder P’s transfer pricing method, P allocates the (2) In general. The source of any in-
much as possible and therefore does not earn argsidual profit of $120 ($192 gross income minu%ome’ gain or loss to which this section
“trading profit.” As a result, the marketing intangi- $12 salesperson commissions minus $20 payment_ . .
bles, such as customer relationships, are relativefgr back office services minus $40 compensation fo?ppIIeS Sh_a" be determined _bY reference
more important than the intangibles used by traderthe routine contribution of acting as counterparty§O the residence of the participant. For
Accordingly, P must weight the compensation ofusing a multi-factor formula that reflects the relativpurposes of this paragraph (h), the resi-

* * * *
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dence of a participant shall be determinethat transactions between controlled taxee treated as income effectively connected with F's
under section 988(a)(3)(B). payers in a global dealing operation maj/-S- trade or business under §1.864—4.
ie . . - . . Example 2. Residual profit split between
(3) Qualified business units as partici-be used to allocate income, gain or logs - (i) F is a bank organized in country X that
pants in global dealing ope.ratiOHs(?) from the global dealing operation undef,s 4 AAA credit rating and engages in a global
In general. Except as otherwise providedthe rules of §1.482-8. dealing operation in foreign currency options
in this paragraph (h), where a single con- (iv) Deemed QBU.For purposes of through branch offices in London, New York, and
trolled taxpayer conducts a global dealinghis paragraph (h)(3), a QBU shall includérOki"OB F hﬁs ged'catfdlmarlketters t‘;’_“”d t”ager,s in
operation through one or more qualifiech U.S. trade or business that is deemed {8C" >ranch Wno work closely together o design
. . . . ) . and sell foreign currency options that meet the par-
pusmess units (QBUS), as defined in se@xist because of the activities of a d.epel‘ty—cmar needs of customers. Each branch also em-
tion 989(a) and §1.989(a)-1, the source afent agent in the United States, withouiloys general salespeople who sell standardized for-

income, gain or loss generated by theegard to the books and records requir@ign currency options, as well as other financial

global dealing operation and earned by anent of §1.989(a)-1(b). f“:jduas a’:(dfforeign C“”encg Oie“f?‘: by F. I_F'S
allocated to the controlled taxpayer shall (v) Examples. The following exam- €= 0! m;izgdeZTr:;Qh A éi?isnzc o
be determined by applying the rules oples illustrate this paragraph (h)(3). business hours. Accordingly, all three branches

share the responsibility for risk managing the book

81.482-8 as if each QBU that performs .
Example 1. Use of comparable uncontrolled fi- } )
of products. Personnel in the home office of F

activities of a regular dealer in securitieg, :
. . » ancial transactions method to source global deal- ) . .
as defined in §1.482—8(a)(2)(||)(A) or themg income between branchegi) F is a foreign process and confirm trades, reconcile trade tickets,

L. . . . . d id i dministrati t (back
related activities described in §1.482-bank that acts as a market maker in foreign curren%?f. provide ongoing administrative support (bac
ice services) for the other branches. The global

8(a)(2)(ii)(B) were a separate controlledhrough branch offices in London, New York, anddealing operation has generated $223 of operating

taxpaver qualifving as a participant in thé’okyo. In a typical business day, the foreign ex- . iod.
bay q- fying - p. . b change desk in F's U.S. branch (USFX) enters intgrof.l.t for the period .
global dealing operation within the mean: (ii) Under 81.863-3(h), F applies §1.482-8 to al-

: . . several hundred spot and forward contracts on tl S )
ing of 8§1.482-8(a)(2)(ii). Accordingly, interbank market to purchase and sell Deutscg;ascate global dealing income among its branches,

. . . . . F's London, New York, and Tokyo b h
the amount of income sourced in thenarks (DM) with unrelated third parties. Each ofoo oo - 5 -ondon, New ¥ork, and foxyo branches
are treated as participants in a global dealing opera-

United States and OUtISide of the L_Jnitedst brancgtis.dmclufdlngl L)SfFX,'employs bOt: rT:.ariion that deals in foreign currency options under
States shall be determined by treating tHters and traders for their foreign currency dealing; g5 g4y After analyzing the foreign cur-

.. . . In addition, USFX occasionally transfers risk with ) ) )
QBU as a participant in the glObaI dealmgespect to its third party DM co)r/\tracts to F’'s Londor\ren‘:y options business, F has determined that the

operation, allocating income to each pargng Tokyo branches. These interbranch transfers rr%3|dual profit split method is the best method to de-

. e . . ; i ’s length t of ti I-
ticipant under 81.482-8, as modified byentered into in the same manner as trades with unrg. 1€ an arms fength amount of compensation a
locable to each participant in the global dealing op-

paragraph (h)(3)(ii) of this section, andated third parties. On a typical day, risk manage; oo

sourcing the income to the United Stateg;g)t(';egﬁ/??rz:jbe”sltgr;otrrann(;fg?er: i:::r?)r;gz: OfF (i) Under the first step of the residual profit split
or outside of the United States underrecords these transfers by making notations on tmethod (81.482-8(e)(6)(i)), F identifies and com-

fensates the routi tributi formed b
§1-863_3(h)(2)- books of each branch that is a party to the transfe nsates the roune contrislitions perrormec by

Sach participant. F determines that an arm’s length

(i) Economic effects of a single legalrhe accounting procedures are nearly identical tQompensation for general salespeople is $3, $4, and

entity. In applying the principles of those followed when a branch enters into an offsefsg iy New York, London, and Tokyo, respectively,
§1.482-8, the taxpayer shall take into a¢"9 hedge with a third party. USFX maintains conyn g that the home office incurred $11 of expenses in

count the economic effects of Conductintempﬁ_raneous records of its interbranch transfetsq\iging the back office services. Since F's capital
. - . nd third party transactions, separated according anlly supports all of the obligations of the
a global dealing operation through a Singpe of trade and counterparty. Moreover, the VOlpranches, no amount is allocated to the home office

gle entity instead of multiple legal enti-ume of USFX's DM spot purchases and sales eagj F for the provision of capital.

ties. For example, since the entire capitdpy consistently provides USFX with third party (i) The second step of the residual profit split
of a corporation supports all of the engggssfzfs“ggagtﬁ;ebf;nngﬁgporaneous with th@ethod (§1.482-8(€)(6)(iii) requires that the resid-
tity’s transactions, regardless of where : ual profit be allocated to participants according to

. (ii) As provided in paragraph (h)(3)(i) of this sec-their nonroutine contributions. F determines that a
those transactions may be t_)ongd’ th@n, USFX and F's other branches that trade DM aryi-factor formula best reflects these contribu-
payment of a guarantee fee within the emarticipants in a global dealing operation. Accordtions. After a detailed functional analysis, and ap-
tity is inappropriate and will be disre-ingly, the principles of §1.482-8 apply in determinplying the comparability factors in §1.482-8(a)(3),
garded. it?g the sourtceﬂc])ftincome t?é}me? by F’Slqtl;al“ge;‘lo% of the residual profit is allocated to the London

; . _business units that are participants in a global degsranch, 35% to the New York branch, and the re-
(i) Treatment of interbranch and in-;.q oo ration. Applying the comparabilty factors iNmaining 25% to the Tokyo branch. Thus, the resid-
terdesk amountsAn agreement among s1.482-8(a)(3) shows that USFX's interbranchyal profit of $200 ($223 operating profit minus $12
QBUS of the same taxpayer to allocate inransfers and uncontrolled DM-denominated spogeneral salesperson commissions minus $11 back
come, gain or loss from transactions witland forward contracts have no material differencesffice allocation) is allocated $80 to London (40%
third parties is not a transaction becauseE_‘«‘fTC""“S‘fj LtJSFXf sells EM in “”CO””tO"Ed tra”.f)"."l.ct;"‘(’fgtion X $2k00)' $70 t°$N6W York (35% x $200)
. ..tions and transfers risk management responsibilitynd $50 to Tokyo (25% x $200).
.taXpayer cannot enter into a contract wit r DM-denominated contracts, and the uncontrolled Example 3)./ R(esidual prc)>fit split—deemed
itself. For purposes of this paragrapfansactions and interbranch transfers are consisranches. (i) P, a U.K. corporation, conducts a
(h)(3), however, such an agreement, inently entered into contemporaneously, the interglobal dealing operation in notional principal con-
cluding a risk transfer agreement (as dédwanch transfers provide a reliable measure of amacts, directly and through a U.S. subsidiary
fined in §1.475(g)—2(b)) may be used tdlrm’s length allpcation of _thirq party incomg from(USsub) and a Japanese sgbsidiary (Jsup). P is_ the
d . h f alobal dealing i F's global dealing operation in DM-denommatedcqunterpgrty to all transactions entered into with
etermine the Sourc.e org 0 a . ea mg_mcontracts. This allocation of third party income ishird parties. P, USsub, and Jsub each employ mar-
come from transactions with third partieSreated as U.S. source in accordance witketers and traders who work closely together to de-
in the same manner and to the same exte3st.863-3(h) and 1.988-4(h) and accordingly wilkign and sell derivative products to meet the particu-
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lar needs of customers. USsub also employs persdth), the amounts allocated under the residual profit (ii) Special rule relating to a global
nel who process and confirm trades, reconcile tradgplit is sourced according to the residence of eac&ea”ng operation.A U.S. trade or busi-
tickets and provide ongoing administrative supporparticipant to which it is allocated. . .
(back office services) for the global dealing opera- (vi) Because the $40 allocated to P consists quess Sh_a" t?e trea,ted asa ma,lte”al factor in
tion. The global dealing operation maintains a sineompensation for the use of capital, the allocation i51€ re_allzatlon of Income, gain or loss de-
gle common book for each type of risk, and the bookourced according to where the capital is employediived in a global dealing operation, as de-
is maintained where the head trader for that type @ccordingly, the $40 is sourced 35% to P’s deemefined in §1.482-8(a)(2)(i), only if and to
risk is located. However, P, USsub, and Jsub hax@BU in the United States under §1.863-3(h)(3)(Vthe extent that the U.S. trade or business
authorized a trader located in each of the other affiland 65% to non-U.S. sources. . - . .

ates to risk manage its books during periods when |s_a participant in the gIObaI dea“n_g oper-
the primary trading location is closed. This grant of L S ation under 81.863-3(h)(3), and income,
authority is necessary because marketers, regardless . . gain or loss realized by the U.S. trade or
of their location, are expected to sell all of the Par. 8. SeCF'c_m 1.863-7(a)(1) Isousiness is U.S. source under §1.863-3(h)
group’s products, and need to receive pricing infordmended by revising the second sentengg would be treated as U.S. source if
mation with respect to products during their clientsto read as follows: .

business hours, even if the booking location is §1'863_3(h) were to apply to such
closed. The global dealing operation has generat&ll.863—7 Allocation of income amounts.

$180 of operating profit for the period. _attributable to certain notional principal e o x
(ii) Because employees of USsub have authorlt%

to enter into contracts in the name of P, P is treatedomracts under section 863(a)'

. : o : (5) ***
as being engaged in a trade or business in the United ok k % . N % % x
States through a deemed QBU. §1.863-3(h)(3)(iv). (&) ScOPe—(1) Introduction.*** This —  (vi)

Similarly, under U.S. principles, P would be rreatedeCtion does not apply to income from a (a) Certain income earned by a global
as being engaged in business in Japan throughSgction 988 transaction (as defined in sedealing operation.Notwithstanding para-
QBU. Under §1.482-8(a)(2), P, USsub, and Jsub ation 988(c) and §1.988-1(a)), or to incomgraph (c)(5)(ii) of this section, U.S. source
fa“ictiPa”tIS in the ?'Obal det"’"i”igg?ra“?r re“’j‘é"‘ﬁrom a global dealing operation (as deinterest, including substitute interest as de-
o notional principal contracts. itionally, under g - ; ; ) . o .
§1.863_3(h‘)’(3)’ ‘t’he U.S. and Japanese éBUS “fined in 81.482-8(a)(2)(i)) that |f*si)urcechned in §1.861-2(a)(7), and dividend in-
treated as participants in a global dealing OloeratioHnder the rules of §1.863-3(h). come, including substitute dividends as
for purposes of sourcing the income from that opera- v x v % x defined in 81.861-3(a)(6), derived by a
tion. Under §1.863-3(h), P applies the methods in participant in a global dealing operation,
§1.482-8 to determine the source of income allo- Par, 9. Section 1.864—4 is amended as defined in §1.482—8(a)(2)(i), shall be
cated to the U.S. and non-U.S. QBUSs of P. follows: treated as attributable to the foreign corpo-
(iii) Aft_er analyzing the notional principal cop- 1 p h 2Y(i 2 L, . .

tract business, P has concluded that the residual " aragrapns (C)( )(iv), (€)(2)(v),ration’s U.S. trade or business, only if and
profit split method is the best method to allocate in{C)(3)(ii), and (c)(5)(vi)@) and b) are re- to the extent that the income would be

come under §1.482-8 and to source income undélesignated as (c)(2)(v), (c)(2)(vi),treated as U.S. source if §1.863-3(h) were

§1.863-3(h). _ ~(c)(3)(iii), and (c)(5)(vi)b) and €), re- to apply to such amounts.
me(tlr\:())éj?gfr;gzejg(sé)?;?n;f tgelé‘éi't?ftl‘eas' F:r?gt:é’r':_spectively. Par. 10. Section 1.864—6 is amended as
pensates the routine contributions performed b 2. . New parag_raphs (C)(2)(IV),f0IIOWS. ..

each participant. Although the back office functiorfc)(S)(”)' and (c)(5)(vi)@) are added. 1. Paragraph (b)(2)(iigh(3) and
does not give rise to participant status, in the context The additions read as follows: (b)(3)(ii)(c) are added.

of a residual profit split allocation, the back office 2. Paragraph (b)(3)(i) is revised by

function is relevant for purposes of receiving remu81.864-4 U..S. source income effeCtlvelyadding a new sentence after the last sen-
neration for a routine contribution to a global dealconnected with U.S. business.

ing operation. P determines that an arm’s length tence. . o

compensation for the back office is $20. Since the L S S The additions and revision read as fol-
back office services constitute a routine contribu- . x % lows:

tion, $20 of income is allocated to USsub under step (C)

1 of the residual profit split method. Similarly, as (2) * * * §1.864—6 Income, gain or loss

the arm’s length compensation for the risk to which (iv) Special rule relating to a global attributable to an office or other fixed
P is subject as counterparty is $40, $40 is allocateflealing operation. An asset used in aplace of business in the United States.

to P as compensation for acting as counterparty. | | li ; ; ;
in ration fined in
(v) The second step of the residual profit spli obal dealing operation, as defined L

method (§1.482-8(e)(6)(ii)) requires that the residS1-482-8(a)(2)(i), will be treated as an

ual profit be allocated to participants according t@SSet used in a U.S. trade or business only(b) * * *
the relative value of their nonroutine contributionsif and to the extent that the U.S. trade or (2) * * *
Under P’s transfer pricing method, P allocates thg siness is a participant in the global (i) * * *
residual profit of $120 ($180 gross income minu%ea”ng Operation under §1863—3(h)(3), (d) * % %

$20 for back office services minus $40 compensa- . . L
PenSeand income, gain or loss produced by the (3) Certain income earned by a global

tion for the routine contribution of acting as counter- . / ) ) ;
party) using a multi-factor formula that reflects the@SSet is U.S. source under 81.863-3(h) dealing operation.Notwithstanding para-
relative value of the nonroutine contributions. Apwould be treated as U.S. source i§raphs (b)(2)(ii)(a) or (b) of this section,

plying the comparability factors set out in §1.482-§1.863—-3(h) were to apply to suchoreign source interest, including substi-

8(2)(3), P allocates 40% of the residual profit to Py ntg, tute interest as defined in §1.861—2(a)(7),
35% of the residual profit to USsub, and the remain- dividend i includi bstitut

ing 25% of residual profit to Jsub. Accordingly, x  x k% % Or . vicen mcome’ m_c uding substitute
under step 2, $48 is allocated to P, $42 is allocated to dividends as defined in §1.861-3(a)(6),
USsub, and $30 is allocated to Jsub. Under §1.863— (3) * * * derived by a participant in a global deal-
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ing operation, as defined in §1.482— R R
8(a)(2)(i) shall be treated as attributable to b4 12 gection 1.988
the foreign corporation’s U.S. trade Okollows:

business only if and to the extent that the Paragraph (h) is redesignated :
income would be treated as U.S. source Haragraph ().

§1.863-3(h) were to apply to such 5 A new paragraph (h) is added.

amounts. *** The addition and revision read as fol
(3) * % %

(i) * * * Notwithstanding paragraphs lows
(b)(3)(i)(2) and @) of this section, an of- §1.988—4 Sawe of gain or lossealized
fice or other fixed place of business of @n a section 988 trangfe
nonresident alien individual or a foreign
corporation which is located in the United
States and which is a participant in a (h) Exchange gain or losgdm a
global dealing operation, as defined imlobal dealing operation.Notwithstand-
§1.482-8(a)(2)(i), shall be considered ting the provisions of this section, ex:
be a material factor in the realization othange gain or loss derived by a partic
foreign source income, gain or loss, onlpant in a global dealing operation, a
if and to the extent that such income, gaidefined in §1.482-8(a)(2)(i), shall be
or loss would be treated as U.S. source sfourced under the rules set forth i
81.863-3(h) were to apply to suctg1.863-3(h).
amounts.

(ii) * %k

(c) Property sales in a global dealing
operation Notwithstanding paragraphs
(b)(3)(ii)(@) or (b) of this section, per-
sonal property described in section
1221(1) and sold in the active conduct Offiled by the Office of the Federal Register or
a taxpaye’s global dealing operation, aMarch 2, 1998, at 1:50 p.m., and published in t
defined in §1.482—-8(a)(2)(i), shall be prel_lzs;uelg;;l)e Federal Register for March 6, 1998, ¢
sumed to have been sold for use, con-
sumption, 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:

—4 is amended

* * * * *

* * * * *

Michael P. Dolan,
Deputy Commissioner of
Internal Revenue.

81.894-1 Income affected galy.

* * * * *

(d) Income fom a global dealing oper-
ation. If a taxpayer that is engaged in a
global dealing operation, as defined in
§1.482-8(a)(2)(i), has a permanent estab-
lishment in the United States under the
principles of an applicable U.S. income
tax treaty, the principles of §1.863-3(h),
§1.864-4(c)(2)(iv), §81.864-4(c)(3)(ii),
81.864-4(c)(5)(vi)(a) or 81.864-
6(b)(2)(ii)(d)(3) shall apply for purposes
of determining the income attributable to
that U.S. permanent establishment.



