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Part III. Administrative, Procedural, and Miscellaneous

Mark to Market for Securities
Dealers: The Dealer-Customer
Relationship

Notice 96–12

This notice provides immediate guid-
ance, pending the issuance of proposed
regulations, concerning whether a tax-
payer’s transactions with related per-
sons, including members of the tax-
payer’s consolidated group, may be
transactions with customers for pur-
poses of § 475 of the Internal Revenue
Code. This guidance will assist consoli-
dated groups in deciding whether or
not to make a separate-entity election
under § 1.1221–2(d)(2) of the Income
Tax Regulations. One result of making
this election is that a group takes a
separate-entity perspective in determin-
ing whether a transaction reduces risk
for purposes of the definition of
hedging transaction in § 1.1221–2(b).

Even when a group makes the sepa-
rate-entity election, however, an inter-
company transaction can be a hedging
transaction only if it is entered into
with a member that accounts for its
position in the intercompany transac-
tion by marking the position to market.
See § 1.1221–2(d)(2)(ii)(B). Section
475 of the Code requires dealers in
securities generally to use mark-to-
market accounting for the securities
that they hold. Thus, whether a member
of a consolidated group is a dealer in
securities under section 475 can affect
whether intercompany risk-shifting
transactions may be hedging trans-
actions.

Whether a taxpayer is a dealer in
securities depends on whether certain
of its transactions are entered into with
customers. Section 475(c)(1) defines a
dealer in securities as a taxpayer who:
(1) regularly purchases securities from,
or sells securities to, customers in the
ordinary course of a trade or business
(§ 475(c)(1)(A)); or (2) regularly offers
to enter into, assume, offset, assign, or
otherwise terminate positions in se-
curities with customers in the ordinary
course of a trade or business (§ 475(c)-
(1)(B)).

Under existing proposed regulations,
whether a taxpayer is transacting busi-
ness with customers is based on all of
the facts and circumstances. See
§ 1.475(c)–1(c) of the proposed Income

Tax Regulations, published in the Fed-
eral Register on January 4, 1995 (60
Fed. Reg. 397). Under § 1.475(c)–1(c)-
(2) of the proposed regulations, the
term dealer in securities includes a
taxpayer that, in the ordinary course of
its trade or business, regularly holds
itself out as being willing and able to
enter into either side of a transaction
enumerated in § 475(c)(1)(B).

EXPECTED ADDITIONAL
PROPOSED REGULATIONS

The Service expects to publish addi-
tional proposed regulations that address
the issue of whether a taxpayer is
transacting business with customers.
The proposed regulations are expected
to contain, in substance, the following
rules.

Transactions with related parties

A taxpayer’s transactions with mem-
bers of its consolidated group or with
other related persons may be transac-
tions with customers for purposes of
§ 475. Thus, a sale of a security to
another member of a consolidated
group is a sale to a customer if the
relationship between the parties is
consistent with that of a dealer in
securities transacting business with an
unrelated customer. Similarly, transac-
tions enumerated in § 475(c)(1)(B) be-
tween members of a consolidated group
are transactions with customers if, in
the ordinary course of its business, the
taxpayer holds itself out as being
willing and able to engage in these
transactions on a regular basis and the
relationship between the parties is
consistent with that of a dealer in
securities transacting business with an
unrelated customer. A taxpayer may be
a dealer in securities within the mean-
ing of section 475(c)(1) even if its only
customer transactions are transactions
with other members of its consolidated
group.

The following example illustrates the
foregoing.

Facts: HC, a hedging center, pro-
vides interest rate hedges to all of the
members of its consolidated group.
Because of the efficiencies created by
having a centralized risk manager,
group policy prohibits members other
than HC from entering into derivative

interest rate positions with outside
parties. HC regularly holds itself out as
being willing and able to, and in fact
does, enter into either side of interest
rate swaps with its fellow members.
HC periodically computes its aggregate
position and hedges the net risk with
an unrelated party. HC does not other-
wise enter into interest rate positions
with persons that are not members of
the consolidated group. The terms of
the transactions between HC and its
fellow members are consistent with the
terms the members would obtain if they
entered into the transactions with an
unrelated swaps dealer.

Holding: Because the relationship
between HC and its fellow members is
consistent with that of a dealer in
securities transacting business with un-
related customers (see § 1.475(c)–1(c)-
(2) of the proposed Income Tax Reg-
ulations), HC is a dealer in securities
for purposes of section 475(c)(1)(B),
and the other members are its
customers.

The preceding rules are expected to
be proposed to be effective for taxable
years beginning on or after February
20, 1996.

DRAFTING INFORMATION

The principal author of this notice is
Jo Lynn Ricks of the Office of
Assistant Chief Counsel (Financial In-
stitutions and Products). For further
information regarding this notice con-
tact Ms. Ricks on (202) 622-3920 (not
a toll-free call).


