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§1.956–2  Definition of United States
property.

(a) * * *
(3) For purposes of section 956, if a

controlled foreign corporation is a partner
in a partnership that owns property that
would be United States property, within
the meaning of paragraph (a)(1) of this
section, if owned directly by the con-
trolled foreign corporation, the controlled
foreign corporation will be treated as hold-
ing an interest in the property equal to its
ownership interest in the partnership and
such ownership interest will be treated as
an interest in United States property.

*  *  *  *  *

PART 301—PROCEDURE AND
ADMINISTRATION

Par. 10.  The authority citation for 26
CFR part 301 continues to read in part as
follows:

Authority:  26 U.S.C. 7805 * * * 
Par. 11.  Section 301.7701–3 is

amended as follows:
1. Paragraph (a) is amended by adding

a sentence at the end of the paragraph.
2. Paragraph (c)(1)(iv) is amended by

adding a sentence at the end of the para-
graph.  

The additions read as follows:

§301.7701–3  Classification of certain
business entities.

(a) [The text of the proposed paragraph
(a) of this section is the same as the text of
§301.7701–3T(a) published in T.D.
8767.]

*  *  *  *  *

(c) * * *
(1) * * *
(iv) [The text of the proposed para-

graph (c)(1)(iv) of this section is the same
as the text of §301.7701–3T(c)(1)(iv)
published in T.D. 8767.]

*  *  *  *  *

Michael P. Dolan,
Deputy Commissioner of 

Internal Revenue.
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REG–208299–90

AGENCY: Internal Revenue Service
(IRS), Treasury.

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

SUMMARY:  This document contains
proposed rules for the allocation among
controlled taxpayers and sourcing of in-
come, deductions, gains and losses from a
global dealing operation; rules applying
these allocation and sourcing rules to for-
eign currency transactions and to foreign
corporations engaged in a U.S. trade or
business; and rules concerning the mark-
to-market treatment resulting from hedg-
ing activities of a global dealing opera-
tion.  These proposed rules affect foreign
and domestic persons that are participants
in such operations either directly or indi-
rectly through subsidiaries or partner-
ships.  These proposed rules are necessary
to enable participants in a global dealing
operation to determine their arm’s length
contribution to a global dealing operation.
This document also provides notice of a
public hearing on these proposed regula-
tions.

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

ADDRESSES: Send submissions to:
CC:DOM:CORP:R (REG–208299–90),
room 5226, Internal Revenue Service,
POB 7604, Ben Franklin Station, Wash-
ington, DC 20044.  Submissions may be
hand delivered between the hours of 8
a.m. and 5 p.m. to: CC:DOM:CORP:R
(REG–208299–90), Courier’s Desk, In-
ternal Revenue Service, 1111 Constitution
Avenue, NW, Washington, D.C.  Alterna-
tively, taxpayers may submit comments
electronically via the Internet by selecting
the “Tax Regs” option on the IRS Home
Page, or by submitting comments directly

to the IRS Internet site at http://www.irs.
ustreas.gov/prod/tax_regs/comments.html.
The public hearing will be held in room
2615, Internal Revenue Building, 1111
Constitution Avenue, NW, Washington,
DC.

FOR FURTHER INFORMATION CON-
TACT: Concerning the regulations in gen-
eral, Ginny Chung of the Office of Asso-
ciate Chief Counsel(International), (202)
622-3870; concerning the mark-to-market
treatment of global dealing operations,
Richard Hoge or JoLynn Ricks of the Of-
fice of Assistant Chief Counsel (Financial
Institutions & Products), (202) 622-3920;
concerning submissions and the hearing,
Michael Slaughter, (202) 622-7190  (not
toll-free numbers).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

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

Comments are specifically requested
concerning:
Whether the proposed collections of in-
formation are necessary for the proper
performance of the functions of the Inter-
nal Revenue Service, including whether
the information will have practical utility;
The accuracy of the estimated burden as-
sociated with the proposed collections of
information (see below);
How the quality, utility, and clarity of the
information to be collected may be en-
hanced;
How the burden of complying with the
proposed collections of information may
be minimized, including through the ap-
plication of automated collection tech-
niques or other forms of information tech-
nology; and



1998–16  I.R.B. 27 April 20, 1998

Estimates of capital or start-up costs and
costs of operation, maintenance, and pur-
chase of services to provide information.

The collections of information in these
proposed regulations are in §§1.475(g)–
2(b), 1.482–8(b)(3), 1.482–8(c)(3),
1.482–8(d)(3), 1.482–8(e)(5), 1.482–
8(e)(6), and 1.863–3(h).  The information
is required to determine an arm’s length
price.  The collections of information are
mandatory.  The likely recordkeepers are
business or other for-profit institutions.

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

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

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

Background

In 1990, the IRS issued Announcement
90–106, 1990–38 I.R.B. 29, requesting
comments on how the regulations under
sections 482, 864 and other sections of
the Internal Revenue Code could be im-
proved to address the taxation issues
raised by global trading of financial in-
struments.  Section 482 concerns the allo-
cation of income, deductions, credits and
allowances among related parties.  Sec-
tion 864 provides rules for determining
the income of a foreign person that is “ef-
fectively connected” with the conduct of a
U.S. trade or business and therefore can
be taxed on a net income basis in the
United States.  Provisions under sections
864(c)(2) and (3) provide rules for deter-
mining when U.S. source income is effec-
tively connected income (ECI); section
864(c)(4) provides rules for determining
when foreign source income is ECI.

The rules for determining the source of
income generally are in sections 861, 862,
863 and 865, and the regulations promul-
gated under those sections.  Section
1.863–7 provides a special rule for in-

come from notional principal contracts,
under which such income will be treated
as U.S.-source ECI if it arises from the
conduct of a U.S. trade or business under
principles similar to those that apply
under section 864(c)(2).  An identical rule
applies for determining U.S. source ECI
under §1.988–4(c) from foreign exchange
gain or loss from certain transactions de-
nominated in a foreign currency.

Because no regulations were issued in
response to the comments that were re-
ceived after Announcement 90–106, there
remain a number of uncertainties regard-
ing the manner in which the existing regu-
lations described above apply to financial
institutions that deal in financial instru-
ments through one or more entities or
trading locations.  Many financial institu-
tions have sought to resolve these prob-
lems by negotiating advance pricing
agreements (APAs) with the IRS.  In
1994, the IRS published Notice 94–40,
1994–1 C.B. 351, which provided a
generic description of the IRS’s experi-
ence with global dealing operations con-
ducted in a functionally fully integrated
manner.  Notice 94–40 specified that it
was not intended to prescribe rules for fu-
ture APAs or for taxpayers that did not
enter into APAs.  Moreover, Notice 94–40
provided no guidance of any kind for fi-
nancial institutions that do not conduct
their global dealing operations in a func-
tionally fully integrated manner.

Explanation of Provisions

1.  Introduction
This document contains proposed regu-

lations relating to the determination of an
arm’s length allocation of income among
participants engaged in a global dealing
operation.  For purposes of these regula-
tions, the terms “global dealing opera-
tion” and “participant” are specifically
defined.  The purpose of these regulations
is to provide guidance on applying the
arm’s length principle to transactions be-
tween participants in a global dealing op-
eration.  The general rules in the final reg-
ulations under section 482 that provide
the best method rule, comparability
analysis, and the arm’s length range are
generally adopted with some modifica-
tions to conform these principles to the
global dealing environment.  In addition,
the proposed regulations contain new
specified methods with respect to global

dealing operations that replace the speci-
fied methods in §§1.482–3 through
1.482–6.

This document also contains proposed
regulations addressing the source of in-
come earned in a global dealing operation
and the circumstances under which such
income is effectively connected to a for-
eign corporation’s U.S. trade or business.
The regulations proposed under section
863 generally source income earned in a
global dealing operation by reference to
the residence of the participant.  For these
purposes, residence is defined under sec-
tion 988(a)(3)(B) such that global dealing
income may be sourced between separate
qualified business units (QBUs) of a sin-
gle taxpayer or among separate taxpayers
who are participants, as the case may be.
Exceptions to this general rule are dis-
cussed in further detail below.

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

The combination of these allocation,
sourcing, and effectively connected in-
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-
tion.

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

2.  Explanation of Specific Provisions

A. §1.482–1(a)(1)
Section 1.482–1(a)(1) has been

amended to include expressly transactions
undertaken in the course of a global deal-
ing operation between controlled taxpay-
ers within the scope of transactions cov-
ered by section 482.  The purpose of this
amendment is to clarify that the principles
of section 482 apply to evaluate whether
global dealing transactions entered into



April 20, 1998 28 1998–16  I.R.B.

between controlled taxpayers are at arm’s
length.

B.  §1.482–(a)—General Requirements
Section 1.482–8(a)(1) lists specified

methods that may be used to determine if
global dealing transactions entered into
between controlled taxpayers are at arm’s
length.  The enumerated methods must be
applied in accordance with all of the pro-
visions of §1.482–1, including the best
method rule of §1.482–1(c), the compara-
bility analysis of §1.482–1(d), and the
arm’s length range rule of §1.482–1(e).
The section further requires that any mod-
ifications or supplemental considerations
applicable to a global dealing operation
set forth in §1.482–8(a)(3) be taken into
account when applying any of the transfer
pricing methods.  Specific modifications
to the factors for determining comparabil-
ity and the arm’s length range rule are
provided in §1.482–8(a)(3).  These modi-
fications and special considerations are
discussed in more detail under their re-
spective headings below.

C.  §1.482–8(a)(2)—Definitions
Applicable to a Global Dealing
Operation

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

The rules of §1.482–8 apply only to a
global dealing operation.  A “global deal-
ing operation” consists of the execution of
customer transactions (including market-
ing, sales, pricing and risk management
activities) in a particular financial product
or line of financial products, in multiple
tax jurisdictions and/or through multiple
participants.  The taking of proprietary po-
sitions is not included within the definition
of a global dealing operation unless the
proprietary positions are entered into by a
regular dealer in securities in connection
with its activities as such a dealer.  Thus, a
hedge fund that does not have customers
is not covered by these regulations.  Posi-
tions held in inventory by a regular dealer
in securities, however, are covered by
these regulations even if the positions are
unhedged because the dealer is taking a
view as to future market changes.

Similarly, lending activities are not in-
cluded within the definition of a global

dealing operation.  However, if a person
makes a market in, by buying and selling,
asset-backed securities, the income from
that activity may be covered by these reg-
ulations, regardless of whether the dealer
was a party to the loans backing the secu-
rities.  Therefore, income earned from
such lending activities or from securities
held for investment is not income from a
global dealing operation and is not gov-
erned by this section.  A security may be
held for investment for purposes of this
section even though it is not identified as
held for investment under section 475.

Activities unrelated to the conduct of a
global dealing operation are not covered
by these regulations, even if they are ac-
counted for on a mark-to-market basis.
Accordingly, income from proprietary
trading that is not undertaken in connec-
tion with a global dealing operation, and
other financial transactions that are not
entered into in a dealing capacity are not
covered by these proposed regulations.
The regulations require that participants
engaged in dealing and nondealing activi-
ties and/or multiple dealing activities seg-
regate income and expense attributable to
each separate dealing operation so that the
best method may be used to evaluate
whether controlled transactions entered
into in connection with a particular deal-
ing activity are priced at arm’s length.
The regulations also require that taxpay-
ers segregate their dealer activities from
their lending, proprietary trading or other
investment activities not entered into in
connection with a global dealing opera-
tion.  Comments are solicited on whether
the proposed regulations issued under
section 475 in this notice of proposed
rulemaking are sufficient to facilitate
identification of the amount of income
that should be subject to allocation under
the global dealing regulations.

The term “participant” is defined as a
controlled taxpayer that is either a regular
dealer in securities within the meaning of
§1.482–8(a)(2)(iii), or a member of a
group of controlled taxpayers which in-
cludes a regular dealer in securities, so
long as that member conducts one or
more activities related to the activities of
such dealer.  For these purposes, such re-
lated activities are the marketing, sales,
pricing, and risk management activities
necessary to the definition of a global
dealing operation.  Additionally, broker-

ing is a related activity that may give rise
to participant status.  Related activities do
not include credit analysis, accounting
services, back office services, or the pro-
vision of a guarantee of one or more
transactions entered into by a regular
dealer in securities or other participant.
This definition is significant because the
transfer pricing methods contained in this
section can only be used by participants,
and only to evaluate whether compensa-
tion attributable to a regular dealer in se-
curities or a marketing, sales, pricing, risk
management or brokering function is at
arm’s length.  Whether the compensation
paid for other functions performed in the
course of a global dealing operation (in-
cluding certain services and development
of intangibles) is at arm’s length is deter-
mined under the appropriate section 482
regulations applicable to those transac-
tions.

The definition of a global dealing oper-
ation does not require that the global deal-
ing operation be conducted around the
world or on a twenty-four hour basis.
These regulations will apply if the con-
trolled taxpayers, or QBUs of a single
taxpayer, operate in the aggregate in more
than one tax jurisdiction.  It is not neces-
sary, however, for the participants to con-
duct the global dealing operation in more
than one tax jurisdiction.  For example, a
participant that is resident in one tax juris-
diction may conduct its participant activi-
ties in the global dealing operation
through a trade or business in another ju-
risdiction that is the same jurisdiction
where the dealer activity of a separate
controlled taxpayer takes place.  In this
situation, the rules of this section apply to
determine the allocation of income, gain
or loss between the two controlled tax-
payers even if all of the income, gain or
loss is allocable within the same tax juris-
diction.

The term “regular dealer in securities”
is specifically defined in this regulation
consistently with the definition of a regu-
lar dealer under §1.954–2(a)(4)(iv).
Under these proposed regulations, a
dealer in physical securities or currencies
is a regular dealer in securities if it regu-
larly and actively offers to, and in fact
does, purchase securities or currencies
from and sell securities or currencies to
customers who are not controlled taxpay-
ers in the ordinary course of a trade or



business.  In addition, a dealer in deriva-
tives is a regular dealer in securities if it
regularly and actively offers to, and in
fact does, enter into, assume, offset, as-
sign or otherwise terminate positions in
securities with customers who are not
controlled entities in the ordinary course
of a trade or business.  The IRS solicits
comments on whether these regulations
should be extended to cover dealers in
commodities and/or persons trading for
their own account that are not dealers.

D.  Best Method and Comparability
Consistent with the general principles

of section 482, the best method rule ap-
plies to evaluate the most appropriate
method for determining whether the con-
trolled transactions are priced at arm’s
length.  New specified methods which re-
place the specified methods of §§1.482–2
through 1.482–6 for a global dealing op-
eration are set forth in §§1.482–8(b)
through 1.482–8(f).  The comparable
profits method of §1.482–5 has been ex-
cluded as a specified method for a global
dealing operation because of the high
variability in profits from company to
company and year to year due to differ-
ences in business strategies and fluctua-
tions in the financial markets.

The proposed regulations do not apply
specific methods to certain trading mod-
els, such as those commonly referred to in
the financial services industry as “separate
enterprise,” “natural home,” “centralized
product management,” or “integrated trad-
ing.”  Rather, the proposed regulations
adopt the best method rule of §1.482–1(c)
to determine the most appropriate transfer
pricing methodology, taking into account
all of the facts and circumstances of a par-
ticular taxpayer’s trading structure.  Con-
sistent with the best method rule, there is
no priority of methods.

Application of the best method rule
will depend on the structure and organiza-
tion of the individual taxpayer’s global
dealing operation and the nature of the
transaction at issue.  Where a taxpayer is
engaged in more than one global dealing
operation, it will be necessary to segre-
gate each activity and determine on a
transaction-by-transaction basis within
each activity which method provides the
most reliable measure of an arm’s length
price.  It may be appropriate to apply the
same method to multiple transactions of
the same type within a single business ac-

tivity entered into as part of a global deal-
ing operation.  For example, if a taxpayer
operates its global dealing activity in no-
tional principal contracts differently than
its foreign exchange trading activity, then
the income from notional principal con-
tracts may be allocated using a different
methodology than the income from for-
eign exchange trading.  Moreover, the
best method rule may require that differ-
ent methods be used to determine whether
different controlled transactions are
priced at arm’s length even within the
same product line.  For example, one
method may be the most appropriate to
determine if a controlled transaction be-
tween a global dealing operation and an-
other business activity is at arm’s length,
while a different method may be the most
appropriate to determine if the allocation
of income and expenses among partici-
pants in a global dealing operation is at
arm’s length.

Section 1.482–8(a)(3) reiterates that
the principle of comparability in §1.482–
1(d) applies to transactions entered into
by a global dealing operation.  The com-
parability factors provided in §1.482–
8(a)(3) (functional analysis, risk, and eco-
nomic conditions), however, must be ap-
plied in place of the comparability factors
discussed in §1.482–1(d)(3).  The compa-
rability factors for contractual terms in
§1.482–8(a)(3) supplement the compara-
bility factors for contractual terms in
§1.482–1(d)(3)(ii).  The comparability
factors in this section have been included
to provide guidance on the factors that
may be most relevant in assessing compa-
rability in the context of a global dealing
operation.

E. Arm’s Length Range
In determining the arm’s length range,

§1.482–1(e) will apply except as modi-
fied by these proposed regulations.  In de-
termining the reliability of an arm’s
length range, the IRS believes that it is
necessary to consider the fact that the
market for financial products is highly
volatile and participants in a global deal-
ing operation frequently earn only thin
profit margins.  The reliability of using a
statistical range in establishing a compa-
rable price of a financial product in a
global dealing operation is based on facts
and circumstances.  In a global dealing
operation, close proximity in time be-
tween a controlled transaction and an un-

controlled transaction may be a relevant
factor in determining the reliability of the
uncontrolled transaction as a measure of
the arm’s length price.  The relevant time
period will depend on the price volatility
of the particular product.

The district director may, notwithstand-
ing §1.482–1(e)(1), adjust a taxpayer’s re-
sults under a method applied on a transac-
tion-by-transaction basis if a valid
statistical analysis demonstrates that the
taxpayer’s controlled prices, when ana-
lyzed on an aggregate basis, provide re-
sults that are not arm’s length.  See
§1.482–1(f)(2)(iv).  This may occur, for
example, when there is a pattern of prices
in controlled transactions that are higher
or lower than the prices of comparable
uncontrolled transactions.

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

F.  Comparable Uncontrolled Financial
Transaction Method
The comparable uncontrolled financial

transaction (CUFT) method is set forth in
§1.482–8(b).  The CUFT method evalu-
ates whether controlled transactions sat-
isfy the arm’s length standard by compar-
ing the price of a controlled financial
transaction with the price of a comparable
uncontrolled financial transaction.  Simi-
larity in the contractual terms and risks
assumed in entering into the financial
transaction are the most important compa-
rability factors under this method.   

Ordinarily, in global dealing opera-
tions, proprietary pricing models are used
to calculate a financial product’s price
based upon market data, such as interest
rates, currency rates, and market risks.
The regulations contemplate that indirect
evidence of the price of a CUFT may be
derived from a proprietary pricing model
if the data used in the model is widely and
routinely used in the ordinary course of
the taxpayer’s business to price uncon-
trolled transactions, and adjustments are
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made to the amount charged to reflect dif-
ferences in the factors that affect the price
to which uncontrolled taxpayers would
agree.  In addition, the proprietary pricing
model must be used in the same manner
to price transactions with controlled and
uncontrolled parties.  If a taxpayer uses its
internal pricing model as evidence of a
CUFT, it must, upon request, furnish the
pricing model to the district director in
order to substantiate its use.

G. Gross Margin Method
The gross margin method is set forth in

§1.482–8(c) and should be considered in
situations where a taxpayer performs only
a routine marketing or sales function as
part of a global dealing operation.  Fre-
quently, taxpayers that perform the sales
function in these circumstances partici-
pate in the dealing of a variety of, rather
than solely identical, financial products.
In such a case, the variety of financial
products sold within a relevant time pe-
riod may limit the availability of compa-
rable uncontrolled financial transactions.
Where the taxpayer has performed a simi-
lar function for a variety of products,
however, the gross margin method can be
used to determine if controlled transac-
tions are priced at arm’s length by refer-
ence to the amount earned by the taxpayer
for performing similar functions with re-
spect to uncontrolled transactions.

The gross margin method determines if
the gross profit realized on sales of finan-
cial products acquired from controlled
parties is at arm’s length by comparing
that profit to the gross profit earned on
uncontrolled transactions.  Since compa-
rability under this method depends on the
similarity of functions performed and
risks assumed, adjustments must be made
for differences between the functions per-
formed in the disposition of financial
products acquired in controlled transac-
tions and the functions performed in the
disposition of financial products acquired
in uncontrolled transactions.  Although
close product similarity will tend to im-
prove the reliability of the gross margin
method, the reliability of this method is
not as dependent on product similarity as
the CUFT method.

Participants in a global dealing opera-
tion may act simply as brokers, or they
may participate in structuring complex
products.  As the role of the participant

exceeds the brokerage function, it be-
comes more difficult to find comparable
functions because the contributions made
in structuring one complex financial prod-
uct are not likely to be comparable to the
contributions made in structuring a differ-
ent complex financial product.  Accord-
ingly, the regulations provide that the reli-
ability of this method is decreased where
a participant is substantially involved in
developing a financial product or in tai-
loring the product to the unique require-
ments of a customer prior to resale.

H.  Gross Markup Method
Like the gross margin method, the

gross markup method set forth in §1.482–
8(d) should generally be considered in sit-
uations where a taxpayer performs only a
routine marketing or sales function as part
of a global dealing operation, and, as is
often the case, handles a variety of finan-
cial products within a relevant time pe-
riod.  The gross markup method is gener-
ally appropriate in cases where the
taxpayer performs a routine sales function
in buying a financial product from an un-
controlled party and reselling or transfer-
ring the product to a controlled party.

The gross markup method determines if
the gross profit earned on the purchase of
financial products from uncontrolled par-
ties and sold to controlled taxpayers is at
arm’s length by comparing that profit to
the gross profit earned on uncontrolled
transactions.  Like the gross margin
method, comparability under this method
depends on the similarity of the functions
performed and risks assumed in the con-
trolled and uncontrolled transactions.  Ac-
cordingly, adjustments should be made for
differences between the functions per-
formed in the sale or transfer of financial
products to controlled parties, and the
functions performed with respect to the
sale or transfer of financial products to un-
controlled parties.  Although close product
similarity will tend to improve the reliabil-
ity of the gross markup method, the relia-
bility of this method is not as dependent on
product similarity as the CUFT method.

As in the gross margin method, the reg-
ulations provide that the reliability of this
method generally is decreased where a
participant is substantially involved in de-
veloping a financial product or in tailor-
ing the product to the unique require-
ments of a customer prior to resale.

I.  Profit Split Methods
New profit split methods are proposed

for global dealing participants under
§1.482–8(e).  Global dealing by its nature
involves a certain degree of integration
among the participants in the global deal-
ing operation.  The structure of some
global dealing operations may make it
difficult to apply a traditional transac-
tional method to determine if income is
allocated among participants on an arm’s
length basis.  Two profit split methods,
the total profit split method and the resid-
ual profit split method, have been in-
cluded as specified methods for determin-
ing if global dealing income is allocated
at arm’s length.

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

In general, the profit split methods
must be based on objective market
benchmarks that provide a high degree of
reliability, i.e., comparable arrangements
between unrelated parties that allocate
profits in the same manner and on the
same basis.  Even if such comparable un-
controlled transactions are not available,
however, the taxpayer may be able to
demonstrate that a total profit split pro-
vides arm’s length results that reflect the
economic value of the contribution of
each participant, by reference to other ob-
jective factors that provide reliability due
to their arm’s length nature.  For exam-
ple, an allocation of income based on
trader bonuses may be reliable, under the
particular facts and circumstances of a
given case, if the taxpayer can demon-
strate that such bonuses are based on the
value added by the individual traders.  By
contrast, an allocation based on head-
count or gross expenses may be unreli-
able, because the respective participants
might, for example, have large differ-
ences in efficiency or cost control prac-
tices, which would tend to make such
factors poor reflections of the economic
value of the functions contributed by
each participant.
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The proposed regulations define gross
profit as gross income earned by the
global dealing operation.  Operating ex-
penses are those not applicable to the de-
termination of gross income earned by the
global dealing operation.  The operating
expenses are global expenses of the
global dealing operation and are sub-
tracted from gross profit to determine the
operating profit.  Taxpayers may need to
allocate operating expenses that relate to
more than one global dealing activity.

The regulations state that in appropriate
circumstances a multi-factor formula may
be used to determine whether an alloca-
tion is at arm’s length.  Use of a multi-fac-
tor formula is permitted so long as the for-
mula allocates the operating profit or loss
based upon the factors that uncontrolled
taxpayers would consider.  The regula-
tions do not prescribe specific factors to
be used in the formula since the appropri-
ateness of any one factor will depend on
all the facts and circumstances associated
with the global dealing operation.  How-
ever, the regulations require that the
multi-factor formula take into account all
of the functions performed and risks as-
sumed by a participant, and attribute the
appropriate amount of income or loss to
each function.  The IRS also solicits com-
ments concerning which factors may be
appropriate (for example, initial net pre-
sent value of derivatives contracts) and
the circumstances under which specific
factors may be appropriately applied.

The purpose of the factors is to mea-
sure the relative value contributed by each
participant.  Thus, adjustments must be
made for any circumstances other than the
relative value contributed by a participant
that influence the amount of a factor so
that the factor does not allocate income to
a participant based on circumstances that
are not relevant to the value of the func-
tion or activity being measured.  For ex-
ample, if trader compensation is used to
allocate income among participants, and
the traders in two different jurisdictions
would be paid different amounts (for ex-
ample, due to cost of living differences)
to contribute the same value, adjustments
should be made for the difference so that
the factors accurately measure the value
contributed by the trading function.  The
IRS solicits comments regarding the types
of adjustments that should be made, how
to make such adjustments, and the need
for further guidance on this point.

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

The residual profit split method entails
a two step process.  In the first step, the
routine functions are compensated with a
market return based upon the best transfer
pricing method applicable to that transac-
tion.  Routine functions may include, but
are not limited to, functions that would
not give rise to participant status and
which should be evaluated under
§§1.482–3 through 1.482–6.  After com-
pensating the routine functions, the re-
maining operating profit (the “residual
profit”) is allocated among the partici-
pants based upon their respective nonrou-
tine contributions.

It should be noted that, while in appro-
priate cases a profit split method may be
used to determine if a participant is com-
pensated at arm’s length, use of the profit
split method does not change the contrac-
tual relationship between participants, nor
does it affect the character of intercom-
pany payments.  For example, if a con-
trolled taxpayer provides solely trading
services to a global dealing operation in a
particular jurisdiction, any payment it re-
ceives as compensation for services re-
tains its character as payment for services
and, under the regulations, is not con-
verted into a pro rata share of each item of
gross income earned by the global dealing
operation.

J.  Unspecified Methods
Consistent with the principles underly-

ing the best method rule, the regulations
provide the option to use an unspecified
method if it is determined to be the best
method.  The IRS solicits comments on
the extent to which the variety of methods
on which specific guidance has been pro-
vided is adequate.    

Guidance on the use of a comparable
profits method has specifically not been
included as a specified method in the pro-
posed regulations because use of that
method depends on the existence of
arrangements between uncontrolled tax-
payers that perform comparable functions
and assume comparable risks.  Global
dealing frequently involves the use of
unique intangibles such as trader know-
how.  Additionally, anticipated profit is
often influenced by the amount of risk a
participant is willing to bear.  Accord-
ingly, the IRS believes it is unlikely that
the comparability of these important func-
tions can be measured and adjusted for
accurately in a global dealing operation.

K.  Source of Global Dealing Income
Under current final regulations in

§1.863–7(a), all of the income attributable
to a notional principal contract is sourced
by reference to the taxpayer’s residence.
Exceptions are provided for effectively
connected notional principal contract in-
come, and for income earned by a foreign
QBU of a U.S. resident taxpayer if the no-
tional principal contract is properly re-
flected on the books of the foreign QBU.
Attribution of all of the income from a no-
tional principal contract to a single loca-
tion has generally been referred to as the
“all or nothing” rule.  The current final
regulations do not provide for multi-loca-
tion sourcing of notional principal con-
tract income among the QBUs that have
participated in the acquisition or risk
management of a notional principal con-
tract and therefore do not recognize that
significant activities, including structur-
ing or risk managing derivatives, often
occur through QBUs in more than one ju-
risdiction.

Recognizing the need for multi-loca-
tion sourcing of income earned in a global
dealing operation, the proposed regula-
tions provide a new rule under §1.863–3
which sources income from a global deal-
ing operation in the same manner as the
income would be allocated under §1.482–
8 if each QBU were a separate entity.
However, the rules must be applied differ-
ently to take into account the economic
differences between acting through a sin-
gle legal entity and through separate legal
entities.

Accordingly, income from a single
transaction may be split-sourced to more
than one location, so long as the alloca-
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tion methodology satisfies the arm’s
length standard.  The all or nothing rule of
§1.863–7(a) continues to apply to no-
tional principal contract income attribut-
able to activities not related to a global
dealing operation.  Corresponding
changes have been made in proposed
§1.988–4(h) to exclude exchange gain or
loss derived in the conduct of a global
dealing operation from the general source
rules in §1.988–4(b) and (c).

These special source rules apply only
with respect to participants that perform a
dealing, marketing, sales, pricing, risk
management or brokering function.
Moreover, these rules do not apply to in-
come, such as fees for services, for which
a specific source rule is provided in sec-
tion 861, 862 or 865 of the Code.  Accord-
ingly, if a controlled taxpayer provides
back office services, the amount and
source of an intercompany payment for
such services is determined under existing
transfer pricing and sourcing rules applic-
able to those services without regard to
whether the controlled taxpayer is also a
participant in a global dealing operation.

If an entity directly bears the risk as-
sumed by the global dealing operation, it
should be compensated for that function.
In providing, however, that the source
(and effectively connected status) of
global dealing income is determined by
reference to where the dealing, marketing,
sales, pricing, risk management or broker-
ing function that gave rise to the income
occurred, the regulations effectively pro-
vide that compensation for risk bearing
should be sourced by reference to where
the capital is employed by traders, mar-
keters and salespeople, rather than the
residence of the capital provider.  This
principle applies where a taxpayer di-
rectly bears risk arising from the conduct
of a global dealing operation, such as
when it acts as a counterparty without
performing other global dealing func-
tions.  A special rule provides that the ac-
tivities of a dependent agent may give rise
to participant status through a deemed
QBU that performs its participant func-
tions in the same location where the de-
pendent agent performs its participant
functions.  The deemed QBU may be cre-
ated without regard to the books and
records requirement of §1.989–1(b).

As indicated, accounting, back office,
credit analysis, and general supervision

and policy control functions do not give
rise to participant status in a global deal-
ing operation but are services that should
be remunerated and sourced separately
under existing rules.  This principle also
applies where a taxpayer bears risk indi-
rectly, such as through the extension of a
guarantee.  Accordingly, the sourcing rule
of §1.863–3(h) does not apply to interest,
dividend, or guarantee fee income re-
ceived by an owner or guarantor of a
global dealing operation that is conducted
by another controlled taxpayer.  The
source of interest, dividend and guarantee
fee income, substitute interest and substi-
tute dividend payments sourced under
§§1.861–2(a)(7) and 1.861–3(a)(6), and
other income sourced by section 861, 862
or 865 continues to be governed by the
source rules applicable to those transac-
tions.

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

L. Determination of Global Dealing
Income Effectively Connected with a
U.S. Business
After determining the source of in-

come, it is necessary to determine the ex-
tent to which such income is ECI.  Under
current law, the general rule is that all of
the income, gain or loss from a global
dealing operation is effectively connected
with a U.S. trade or business if the U.S.
trade or business materially participates in
the acquisition of the asset that gives rise

to the income, gain or loss, or property is
held for use in the active conduct of a
U.S. trade or business, or the business ac-
tivities conducted by the U.S. trade or
business are a material factor in the real-
ization of income, gain or loss.  As noted
above, the current final regulations do not
permit the attribution of income, gain or
loss from a global dealing operation that
is allocated and sourced to a U.S. trade or
business under §1.863–3(h) shall be ef-
fectively connected.  In this regard, an
asset used in a global dealing operation is
treated as an asset used in a U.S. trade or
business to the extent that an allocation is
made to a U.S. QBU.  Similarly, the U.S.
trade or business is also treated as a mate-
rial factor in the realization of income,
gain or loss for which an allocation is
made to a U.S. QBU.  A special rule for
U.S. source interest and dividend income,
including substitute interest and substitute
dividends, earned by a foreign banking or
similar financial institution in a global
dealing operation treats such income as
attributable to a U.S. trade or business to
the extent such income would be sourced
to the United States under §1.863–3(h).
Any foreign source income allocated to
the United States under the principles of
§1.863–3(h) is also treated as attributable
to the U.S. trade or business.

The proposed regulations also limit an
entity’s effectively connected income
from a global dealing operation to that
portion of an item of income, gain or loss
that would be sourced to the U.S. trade or
business if the rules of §1.863–3(h) were
to apply.  These rules are intended to en-
sure that income for which a specific
source rule is provided in section 861,
862 or 865 does not produce effectively
connected income unless it was earned
through functions performed by a U.S.
QBU of the taxpayer.

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

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

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

M.  Relationship to Other Regulations
The allocation rules contained herein

do not apply to the allocation of interest
expense.  As discussed in the preamble to

§1.882–5 (T.D. 8658, 1996–1 C.B. 161,
162, 61 F.R. 9326, March 5, 1996), the
rules contained in §1.882–5 are the exclu-
sive rules for allocating interest expense,
including under U.S. income tax treaties.

Proposed regulations have been issued
under sections 882 and 884 (INTL–0054–
95, 1996–1 C.B. 844, 61 F.R. 9377,
March 5, 1996) for purposes of allocating
interest expense and determining the U.S.
assets and/or liabilities reflected on the
books of a foreign corporation’s U.S.
trade or business that are attributable to its
activities as a dealer under section 475.
The proposed regulations (and similar
final regulations) under section 884 ad-
dress the treatment of assets which give
rise to both effectively connected and
non-effectively connected income.  Those
rules thus address a situation analogous to
the split-sourcing situation addressed in
these proposed regulations.  The IRS an-
ticipates issuing proposed regulations
under section 861 that provide a similar
rule for purposes of allocating interest ex-
pense of a U.S. corporation that has assets
that give rise to split-sourced income.
Comments are solicited on the compati-
bility of the proposed regulations con-
tained in this document with the princi-
ples of the proposed regulations that
address a foreign corporation’s allocation
of interest expense, including its compu-
tation of U.S. assets included in step 1 of
the §1.882–5 formula and component lia-
bilities included in steps 2 and 3 of the
§1.882–5 formula.

The IRS believes that the transfer pric-
ing compliance issues associated with a
global dealing operation are substantially
similar to those raised by related party
transactions generally.  The IRS also be-
lieves that the existing regulations under
section 6662 adequately address these is-
sues.  Accordingly, amendments have not
been proposed to the regulations under
section 6662.  Section 6662 may not in
certain circumstances, however, apply to
the computation of effectively connected
income in accordance with proposed reg-
ulations under section 475, 863, 864 or
988 contained in this document.  The IRS
will propose regulations under section
6038C regarding the information report-
ing and recordkeeping requirements ap-
plicable to foreign corporations engaged
in a global dealing operation.  It is antici-
pated that these regulations will coordi-

nate the application of sections 6662 and
6038C where necessary.

No inference should be drawn from the
examples in these proposed regulations
concerning the treatment or significance
of liquidity and creditworthiness or the ef-
fect of such items on the valuation of a se-
curity.  The purpose of the proposed regu-
lations under section 482 is not to provide
guidance on the valuation of a security,
but rather to determine whether the prices
of controlled transactions satisfy the
arm’s length standard.  Section 475 and
the regulations thereunder continue to
govern exclusively the valuation of secu-
rities.

N. Section 475
A dealer in securities as defined in sec-

tion 475 is generally required to mark its
securities to market.  Securities are ex-
empt from mark-to-market accounting if
the securities are held for investment or
not held for sale to customers and are
properly identified on the taxpayer’s
books and records.  Additionally, securi-
ties that hedge positions that are not sub-
ject to mark-to-market accounting are ex-
empt from mark-to-market accounting if
they are properly identified.

Under the current regulations, a tax-
payer may not take into account an agree-
ment between separate business units
within the same entity that transfers risk
management responsibility from a non-
dealing business unit to a dealing business
unit.  Moreover, such an agreement may
not be used to allocate income, expense,
gain or loss between activities that are ac-
counted for on a mark-to-market basis
and activities that are accounted for on a
non-mark-to-market basis.  In contrast,
the regulations proposed in this document
under sections 482, 863, 864, 894, and
988 allow a taxpayer to take into account
records of internal transfers when allocat-
ing global dealing income earned from
third parties for purposes of determining
source and effectively connected income.
This may cause a mismatch in the timing
of income, expense, gain, or loss.

For example, if a taxpayer’s lending
desk enters into a third-party transaction
that exposes the lending desk to currency
or interest rate risk, the lending desk may
transfer responsibility for managing the
risk for that particular transaction to an-
other business activity that can manage

1998–16  I.R.B. 33 April 20, 1998



the risk more efficiently (e.g., the desk
that deals in currency or interest rate de-
rivatives).  The dealing desk then, in the
ordinary course of its business, may enter
into a transaction such as a swap with a
third party to hedge the aggregate risk of
the dealing desk and, indirectly, the risk
incurred by the lending desk with respect
to the original transaction.  Where, as is
generally the case, the dealing desk has a
large volume of transactions, it is not pos-
sible as a practical matter to associate the
aggregate hedge with the risk of the lend-
ing desk.  Since the transactions entered
into by the dealing desk must generally be
marked to market, the third-party transac-
tion that hedges the aggregate risk of the
dealing desk (which includes the risk
transferred from the lending desk) must
generally also be marked.  To the extent
that a portion of the income, expense,
gain, or loss from the aggregate hedging
transaction is allocated to the lending
desk under the proposed global dealing
regulations, the potential timing mis-
match described above will occur if the
lending desk accounts for its positions on
a non-mark-to-market basis.  This mis-
match could occur because the portion of
the income, expense, gain, or loss from
the hedging transaction, although allo-
cated to the lending desk for sourcing and
effectively connected income purposes,
will be accounted for on a mark-to-market
basis under the dealing desk’s method of
accounting.  Entirely exempting the ag-
gregate hedging transaction from mark-
to-market accounting does not adequately
solve this problem, because it results in
the portion of the income, expense, gain
or loss from the aggregate hedging trans-
action that is allocated to the dealing desk
being accounted for on other than a mark-
to-market method.

As the example shows, respecting
records of internal transfers for purposes
of sourcing without respecting these same
records for purposes of timing could pro-
duce unpredictable and arbitrary results.
Accordingly, the proposed regulations
permit participants in a global dealing op-
eration to respect records of internal
transfers in applying the timing rules of
section 475.  Because the need to recon-
cile sourcing and timing exists only in the
context of a cross-border operation, the
proposed regulations have a limited
scope.  In particular, for the proposed reg-

ulations to apply, income of the global
dealing desk must be subject to allocation
among two or more jurisdictions or be
sourced to two or more jurisdictions.

The purpose of the proposed regula-
tions under section 475 is to coordinate
section 475 with the proposed global
dealing regulations and to facilitate iden-
tification of the amount of income, ex-
pense, gain or loss from third party trans-
actions that is subject to mark-to-market
accounting.  This rule is not intended to
allow a shifting of income inconsistent
with the arm’s length standard.

Under the proposed section 475 regula-
tions, an interdesk agreement or “risk
transfer agreement” (RTA) includes a
transfer of responsibility for risk manage-
ment between a business unit that is hedg-
ing some of its risk (the hedging QBU)
and another business unit of the same tax-
payer that uses mark-to-market account-
ing (the marking QBU).  If the marking
QBU, the hedging QBU, and the RTA sat-
isfy certain requirements, the RTA is
taken into account for purposes of deter-
mining the timing of income allocated by
the proposed global dealing regulations to
the separate business units of a taxpayer.

The proposed amendments to the sec-
tion 475 regulations require that the mark-
ing QBU must be a dealer within the
meaning of proposed §1.482–8(a)(2)(iii)
and that its income must be allocated to at
least two jurisdictions under proposed
§1.482–8 or sourced to at least two juris-
dictions under proposed §1.863–3(h).
Additionally, the RTA qualifies only if the
marking QBU would mark its side of the
RTA to market under section 475 if the
transaction were with an unrelated third
party.  Thus, if the marking QBU were to
identify the RTA as a hedge of a position
that is not subject to mark-to-market ac-
counting (such as debt issued by the
marking QBU), the RTA would not qual-
ify.  The IRS requests comments on
whether the marking QBU should ever be
able to exempt its position in the RTA
from mark-to-market treatment and ac-
count for its position in the RTA.

The proposed amendments to the sec-
tion 475 regulations are intended to ad-
dress situations where the hedging QBU
transfers responsibility for the manage-
ment of risk arising from a transaction
with a third party.  Accordingly, the pro-
posed regulations require that the hedging

QBU’s position in the RTA would be a
hedge within the meaning of §1.1221–
2(b) if the transaction were entered into
with an unrelated entity.  The IRS solicits
comments on whether this requirement is
broad enough to address the business
needs of entities engaged in global deal-
ing and nondealing activities.  Comments
that suggest broadening the requirement
(e.g., to include risk reduction with re-
spect to capital assets) should address
how such a regime could be coordinated
with other relevant rules (e.g., the straddle
rules).  Additionally, if a taxpayer sug-
gests changes to the section 475 rules pro-
posed in this notice, the IRS requests ad-
ditional comments addressing whether or
not corresponding changes should be
made to §1.1221–2(d). 

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

If all of the requirements of the pro-
posed regulations are satisfied, then for
purposes of determining the timing of in-
come, expense, gain, or loss allocated to a
QBU under the global dealing regula-
tions, the marking QBU and the hedging
QBU account for their respective posi-
tions in the RTA as if the position were
entered into with an unrelated third party.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not a signifi-
cant regulatory action as defined in Exec-
utive Order 12866.  Therefore, a regula-
tory impact analysis is not required.  It is
hereby certified that these regulations do
not have a significant economic impact on
a substantial number of small entities.
This certification is based upon the fact
that these regulations affect entities who
participate in cross-border global dealing
of stocks and securities.  These regula-
tions affect the source of income and allo-
cation of income, deductions, credits, and
allowances among such entities.  The pri-
mary participants who engage in cross-
border global dealing activities are large
regulated commercial banks and broker-
age firms, and investment banks.  Accord-
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ingly, the IRS does not believe that a sub-
stantial number of small entities engage in
cross-border global dealing activities cov-
ered by these regulation.  Therefore, a
Regulatory Flexibility Analysis under the
Regulatory Flexibility Act (5 U.S.C.
Chapter 6) is not required.  Pursuant to
section 7805(f) of the Code, this notice of
proposed rulemaking will be submitted to
the Chief Counsel for Advocacy of the
Small Business Administration for com-
ment on their impact on small business.

Comments and Public Hearing

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

A public hearing has been scheduled
for July 9, 1998, at 10 a.m. in room 2615,
Internal Revenue Building, 1111 Consti-
tution Avenue NW, Washington, DC.  Be-
cause of access restrictions, visitors will
not be admitted beyond the Internal Rev-
enue Building lobby more than 15 min-
utes before the hearing starts.

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

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

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

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

Proposed Effective Date

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

Drafting Information

The principal authors of these regula-
tions are Ginny Chung of the Office of
Associate Chief Counsel (International)
and Richard Hoge of the Office of Assis-
tant Chief Counsel (Financial Institutions

& Products).  However, other personnel
from the IRS and Treasury Department
participated in their development.

*  *  *  *  *

Proposed Amendments to the Regulations

Accordingly, 26 CFR part 1 is pro-
posed to be amended as follows:

Part 1—INCOME TAXES

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

Authority:  26 U.S.C. 7805 * * *
§1.475(g)–2 also issued under 26

U.S.C. 475. * * *
§1.482–8 also issued under 26 U.S.C.

482. * * *
Section 1.863–3(h) also issued under

26 U.S.C. 863 and 26 U.S.C. 865(j). * * *
Section 1.988–4(h) also issued under

26 U.S.C. 863 and 26 U.S.C. 988. * * *
Par. 2.  Section 1.475(g)–2 is added as

follows:

§1.475(g)–2  Risk transfer agreements in
a global dealing operation.

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

(b) Definition of risk transfer agree-
ment. For purposes of this section, a risk
transfer agreement (RTA) is a transfer of
risk between two qualified business units
(QBUs) (as defined in §1.989(a)–1(b)) of
the same taxpayer such that—

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

(2) The transfer is evidenced in each
QBU’s books and records;

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

(4) Except to the extent required by
paragraph (b)(3) of this section, the entry
in the books and records of each QBU is
consistent with that QBU’s normal ac-
counting practices.

(c) Requirements for application of oper-
ational rule—(1) The position in the RTA
of one QBU (the hedging QBU) would
qualify as a hedging transaction (within the
meaning of §1.1221–2(b)) with respect to
that QBU if—

(i) The RTA were a transaction entered
into with an unrelated party; and 

(ii) For purposes of determining whether
the hedging QBU’s position satisfies the
risk reduction requirement in §1.1221–
2(b), the only risks taken into account are
the risks of the hedging QBU (that is, the
risks that would be taken into account if the
hedging QBU were a separate corporation
that had made a separate-entity election
under §1.1221–2(d)(2));

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

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

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

(d) Operational rule.If the requirements
in paragraph (c) of this section are met,
each QBU that is a party to a RTA (as de-
fined in paragraph (b) of this section) takes
its position in the RTA into account as if
that QBU had entered into the RTA with an
unrelated party.  Thus, the marking QBU
marks its position to market, and the hedg-
ing QBU accounts for its position under
§1.446–4.  Because this section only effects
coordination with the allocation and sourc-
ing rules, it does not affect factors such as
the determination of the amount of interest
expense that is incurred by either QBU and
that is subject to allocation and apportion-
ment under section 864(e) or 882(c).

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

1.  The introductory text is revised.
2.  The section heading and entries for

§1.482–8 are redesignated as the section
heading and entries for §1.482–9.

3.  A new section heading and entries for
§1.482–8 are added.

The addition and revision read as fol-
lows:

§1.482–0 Outline of regulations under
section 482.

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

§1.482–8 Allocation of income earned in
a global dealing operation.

(a) General requirements and defini-
tions.

(1) In general.
(2) Definitions.
(i) Global dealing operation.
(ii) Participant.
(iii) Regular dealer in securities.
(iv) Security.
(3) Factors for determining comparabil-

ity for a global dealing operation.
(i) Functional analysis.
(ii) Contractual terms.
(iii) Risk.
(iv) Economic conditions.
(4) Arm’s length range.
(i) General rule.
(ii) Reliability.
(iii) Authority to make adjustments.
(5) Examples.
(b) Comparable uncontrolled financial

transaction method.
(1) General rule.
(2) Comparability and reliability.
(i) In general.
(ii) Adjustments for differences between

controlled and uncontrolled transac-
tions.

(iii) Data and assumptions.
(3) Indirect evidence of the price of a

comparable uncontrolled financial
transaction.

(i) In general.
(ii) Public exchanges or quotation

media.
(iii) Limitation on use of public ex-

changes or quotation media.
(4) Arm’s length range.
(5) Examples.
(c) Gross margin method.
(1) General rule.
(2) Determination of an arm’s length

price.
(i) In general.
(ii) Applicable resale price.
(iii) Appropriate gross profit.
(3) Comparability.
(i) In general.
(ii) Adjustments for differences between

controlled and uncontrolled transac-
tions.

(iii) Reliability.
(iv) Data and assumptions.
(A) n general.
(B) Consistency in accounting.

(4) Arm’s length range.
(5) Example.
(d) Gross markup method.
(1) General rule.
(2) Determination of an arm’s length

price.
(i) In general.
(ii) Appropriate gross profit.
(3) Comparability and reliability.
(i) In general.
(ii) Adjustments for differences between

controlled and uncontrolled transac-
tions.

(iii) Reliability.
(iv) Data and assumptions.
(A) In general.
(B) Consistency in accounting.
(4) Arm’s length range.
(e) Profit split method.
(1) General rule.
(2) Appropriate share of profit and loss.
(i) In general.
(ii) Adjustment of factors to measure

contribution clearly.
(3) Definitions.
(4) Application.
(5) Total profit split.
(i) In general.
(ii) Comparability.
(iii) Reliability.
(iv) Data and assumptions.
(A) In general.
(B) Consistency in accounting.
(6) Residual profit split.
(i) In general.
(ii) Allocate income to routine contribu-

tions.
(iii) Allocate residual profit.
(iv) Comparability.
(v) Reliability.
(vi) Data and assumptions.
(A) General rule.
(B) Consistency in accounting.
(7) Arm’s length range.
(8) Examples.
(f) Unspecified methods.
(g) Source rule for qualified business

units.
Par. 4.  Section 1.482–1 is amended as

follows:
1.  In paragraph (a)(1), remove the last

sentence and add two new sentences in its
place.

2.  Revise paragraph (b)(2)(i).
3.  In paragraph (c)(1), revise the last

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

last sentence.

5.  In paragraph (i), revise the introduc-
tory text.

The additions and revisions read as fol-
lows:

§1.482–1  Allocation of income and
deductions among taxpayers.

(a) In general—(1) Purpose and scope.
* * *  Section 1.482–8 elaborates on the
rules that apply to controlled entities en-
gaged in a global securities dealing opera-
tion.  Finally, §1.482–9 provides exam-
ples illustrating the application of the best
method rule.

*  *  *  *  *

(b) * * *
(2) * * *
(i) Methods. Sections 1.482–2 through

1.482–6 and §1.482–8 provide specific
methods to be used to evaluate whether
transactions between or among members
of the controlled group satisfy the arm’s
length standard, and if they do not, to de-
termine the arm’s length result.

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

*  *  *  *  *

(d) * * *
(3) * * *
(v) Property or services.* * *  For

guidance concerning the specific compa-
rability considerations applicable to trans-
fers of tangible and intangible property,
see §§1.482–3 through 1.482–6 and
§1.482–8; see also §1.482–3(f), dealing
with the coordination of the intangible
and tangible property rules.

*  *  *  *  *

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

*  *  *  *  *

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

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

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

§1.482–2  Determination of taxable
income in specific situations.

(a) * * *

April 20, 1998 36 1998–16  I.R.B.



(3) * * *
(iv) Fourth, section 482 and paragraphs

(b) through (d) of this section and
§§1.482–3 through 1.482–8, if applicable,
may be applied by the district director to
make any appropriate allocations, other
than an interest rate adjustment, to reflect
an arm’s length transaction based upon
the principal amount of the loan or ad-
vance and the interest rate as adjusted
under paragraph (a)(3)(i), (ii), or (iii) of
this section.  * * *

*  *  *  *  *

(d) Transfer of property.For rules gov-
erning allocations under section 482 to re-
flect an arm’s length consideration for
controlled transactions involving the
transfer of property, see §§1.482–3
through 1.482–6 and §1.482–8.

§1.482–8 [Redesignated as §1.482–9]

Par. 6. Section 1.482–8 is redesignated
as §1.482–9 and a new §1.482–8 is added
to read as follows:

§1.482–8  Allocation of income earned in
a global securities dealing operation.

(a) General requirements and defini-
tions—(1)  In general. Where two or
more controlled taxpayers are participants
in a global dealing operation, the alloca-
tion of income, gains, losses, deductions,
credits and allowances (referred to herein
as income and deductions) from the
global dealing operation is determined
under this section.  The arm’s length allo-
cation of income and deductions related
to a global dealing operation must be de-
termined under one of the methods listed
in paragraphs (b) through (f) of this sec-
tion.  Each of the methods must be ap-
plied in accordance with all of the provi-
sions of §1.482–1, including the best
method rule of §1.482–1(c), the compara-
bility analysis of §1.482–1(d), and the
arm’s length range of §1.482–1(e), as
those sections are supplemented or modi-
fied in paragraphs (a)(3) and (a)(4) of this
section.  The available methods are—

(i)  The comparable uncontrolled finan-
cial transaction method, described in
paragraph (b) of this section;

(ii)  The gross margin method, de-
scribed in paragraph (c) of this section;

(iii)  The gross markup method, de-
scribed in paragraph (d) of this section;

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

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

(2) Definitions—(i) Global dealing op-
eration. A global dealing operation con-
sists of the execution of customer transac-
tions, including marketing, sales, pricing
and risk management activities, in a par-
ticular financial product or line of finan-
cial products, in multiple tax jurisdictions
and/or through multiple participants, as
defined in paragraph (a)(2)(ii) of this sec-
tion.  The taking of proprietary positions
is not included within the definition of a
global dealing operation unless the pro-
prietary positions are entered into by a
regular dealer in securities in its capacity
as such a dealer under paragraph
(a)(2)(iii) of this section.  Lending activi-
ties are not included within the definition
of a global dealing operation.  Therefore,
income earned from such lending activi-
ties or from securities held for investment
is not income from a global dealing oper-
ation and is not governed by this section.
A global dealing operation may consist of
several different business activities en-
gaged in by participants.  Whether a sepa-
rate business activity is a global dealing
operation shall be determined with re-
spect to each type of financial product en-
tered on the taxpayer’s books and records.

(ii) Participant—(A) A participant is a
controlled taxpayer, as defined in §1.482–
1(i)(5), that is—

(1) A regular dealer in securities as de-
fined in paragraph (a)(2)(iii) of this sec-
tion; or

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

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

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

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

(B)  Regularly and actively offers to,
and in fact does, enter into, assume, off-
set, assign or otherwise terminate posi-
tions in securities with customers who are
not controlled entities in the ordinary
course of a trade or business.

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

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

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

(A) Product research and development;
(B) Marketing;
(C) Pricing;
(D) Brokering; and
(E) Risk management.
(ii) Contractual terms. In addition to

the terms set forth in §1.482–1(d)(3)(ii)-
(A), and subject to §1.482–1(d)(3)(ii)(B),
significant contractual terms for financial
products transactions include—

(A) Sales or purchase volume;
(B) Rights to modify or transfer the

contract;
(C) Contingencies to which the con-

tract is subject or that are embedded in the
contract;

(D) Length of the contract;
(E) Settlement date;
(F) Place of settlement (or delivery);
(G) Notional principal amount; 
(H) Specified indices;
(I) The currency or currencies in which

the contract is denominated;
(J) Choice of law and jurisdiction gov-

erning the contract to the extent chosen by
the parties; and

(K) Dispute resolution, including bind-
ing arbitration.

(iii) Risk. In lieu of the list set forth in
§1.482–1(d)(3), significant risks that
could affect the prices or profitability in-
clude—
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(A) Market risks, including the volatil-
ity of the price of the underlying property;

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

(C) Hedging risks;
(D) Creditworthiness of the counter-

party; and
(E) Country and transfer risk.
(iv) Economic conditions.In lieu of

the list set forth in §1.482–1(d)(3)(iv)(A)
through (H), significant economic condi-
tions that could affect the prices or prof-
itability include—

(A) The similarity of geographic mar-
kets;

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

(C) The alternatives reasonably avail-
able to the buyer and seller;

(D) The volatility of the market; and
(E) The time the particular transaction

is entered into.
(4) Arm’s length range— (i) General

rule. Except as modified in this para-
graph (a)(4), §1.482–1(e) will apply to
determine the arm’s length range of trans-
actions entered into by a global dealing
operation as defined in paragraph (a)(2)(i)
of this section.  In determining the arm’s
length range, whether the participant is a
buyer or seller is a relevant factor.

(ii) Reliability. In determining the reli-
ability of an arm’s length range, it is nec-
essary to consider the fact that the market
for financial products is highly volatile
and participants in a global dealing opera-
tion frequently earn only thin profit mar-
gins.  The reliability of using a statistical
range in establishing a comparable price
of a financial product in a global dealing
operation is based on facts and circum-
stances.  In a global dealing operation,
close proximity in time between a con-
trolled transaction and an uncontrolled
transaction may be a relevant factor in de-
termining the reliability of the uncon-
trolled transaction as a measure of the
arm’s length price.  The relevant time pe-
riod will depend on the price volatility of
the particular product.

(iii) Authority to make adjustments.
The district director may, notwithstanding
§1.482–1(e)(1), adjust a taxpayer’s results
under a method applied on a transaction
by transaction basis if a valid statistical
analysis demonstrates that the taxpayer’s
controlled prices, when analyzed on an

aggregate basis, provide results that are
not arm’s length.  See §1.482–1(f)(2)(iv).
This may occur, for example, when there
is a pattern of prices in controlled transac-
tions that are higher or lower than the
prices of comparable uncontrolled trans-
actions.

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

Example 1.  Identification of participants.(i) B
is a foreign bank that acts as a market maker in for-
eign currency in country X, the country of which it
is a resident.  C, a country Y resident corporation, D,
a country Z resident corporation, and USFX, a U.S.
resident corporation are all members of a controlled
group of taxpayers with B, and each acts as a market
maker in foreign currency.  In addition to market-
making activities conducted in their respective
countries, C, D, and USFX each employ marketers
and traders, who also perform risk management with
respect to their foreign currency operations.  In a
typical business day, B, C, D, and USFX each enter
into several hundred spot and forward contracts to
purchase and sell Deutsche marks (DM) with unre-
lated third parties on the interbank market.  In the or-
dinary course of business, B, C, D, and USFX also
enter into contracts to purchase and sell DM with
each other.

(ii) Under §1.482–8(a)(2)(iii), B, C, D, and
USFX are each regular dealers in securities because
they each regularly and actively offer to, and in fact
do, purchase and sell currencies to customers who
are not controlled taxpayers, in the ordinary course
of their trade or business.  Consequently, each con-
trolled taxpayer is also a participant.  Together, B, C,
D, and USFX conduct a global dealing operation
within the meaning of §1.482–8(a)(2)(i) because
they execute customer transactions in multiple tax
jurisdictions.  Accordingly, the controlled transac-
tions between B, C, D, and USFX are evaluated
under the rules of §1.482–8.

Example 2.  Identification of participants.(i)
The facts are the same as in Example 1, except that
USFX is the only member of the group of controlled
taxpayers that buys from and sells foreign currency
to customers.  C performs marketing and pricing ac-
tivities with respect to the controlled group’s foreign
currency operation.  D performs accounting and
back office services for B, C, and USFX, but does
not perform any marketing, sales, pricing, risk man-
agement or brokering activities with respect to the
controlled group’s foreign currency operation.  B
provides guarantees for all transactions entered into
by USFX.

(ii) Under §1.482–8(a)(2)(iii), USFX is a regular
dealer in securities and therefore is a participant.  C
also is a participant because it performs activities re-
lated to USFX’s foreign currency dealing activities.
USFX’s and C’s controlled transactions relating to
their DM activities are evaluated under §1.482–8.  D
is not a participant in a global dealing operation be-
cause its accounting and back office services are not
related activities within the meaning of §1.482–
8(a)(2)(ii)(B).  B also is not a participant in a global
dealing operation because its guarantee function is
not a related activity within the meaning of §1.482–

8(a)(2)(ii)(B).  Accordingly, the determination of
whether transactions between B and D and other
members of the controlled group are at arm’s length
is not determined under §1.482–8.

Example 3.  Scope of a global dealing operation.
(i) C, a U.S. resident commercial bank, conducts a
banking business in the United States and in coun-
tries X and Y through foreign branches.  C regularly
and actively offers to, and in fact does, purchase
from and sell foreign currency to customers who are
not controlled taxpayers in the ordinary course of its
trade or business in the United States and countries
X and Y.  In all the same jurisdictions, C also regu-
larly and actively offers to, and in fact does, enter
into, assume, offset, assign, or otherwise terminate
positions in interest rate and cross-currency swaps
with customers who are not controlled taxpayers.  In
addition, C regularly makes loans to customers
through its U.S. and foreign branches.  C regularly
sells these loans to a financial institution that
repackages the loans into securities.

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

Example 4.  Dissimilar products.The facts are
the same as in Example 1, but B, C, D, and USFX
also act as a market maker in Malaysian ringgit-U.S.
dollar cross-currency options in the United States
and countries X, Y, and Z.  The ringgit is not widely
traded throughout the world and is considered a
thinly traded currency.  The functional analysis re-
quired by §1.482–8(a)(3)(i) shows that the develop-
ment, marketing, pricing, and risk management of
ringgit-U.S. dollar cross-currency option contracts
are different than that of other foreign currency con-
tracts, including option contracts.  Moreover, the
contractual terms, risks, and economic conditions of
ringgit-U.S. dollar cross-currency option contracts
differ considerably from that of other foreign cur-
rency contracts, including option contracts.  See
§1.482–8(a)(3)(ii) through (iv).  Accordingly, the
ringgit-U.S. dollar cross-currency option contracts
are not comparable to contracts in other foreign cur-
rencies.

Example 5.  Relevant time period. (i) USFX is a
U.S. resident corporation that is a regular dealer in
securities acting as a market maker in foreign cur-
rency by buying from and selling currencies to cus-
tomers.  C performs marketing and pricing activities
with respect to USFX’s foreign currency operation.
Trading in Deutsche marks (DM) is conducted be-
tween 10:00 a.m. and 10:30 a.m. and between 10:45
a.m. and 11:00 a.m. under the following circum-
stances.

10:00 a.m. 1.827DM: $1 Uncontrolled Transaction
10:04 a.m. 1.827DM: $1 Controlled Transaction
10:06 a.m. 1.826DM: $1 Uncontrolled Transaction
10:08 a.m. 1.825DM: $1 Uncontrolled Transaction
10:10 a.m. 1.827DM: $1 Controlled Transaction
10:12 a.m. 1.824DM: $1 Uncontrolled Transaction
10:15 a.m. 1.825DM: $1 Uncontrolled Transaction
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10:18 a.m. 1.826DM: $1 Controlled Transaction
10:20 a.m. 1.824DM: $1 Uncontrolled Transaction
10:23 a.m. 1.825DM: $1 Uncontrolled Transaction
10:25 a.m. 1.825DM: $1 Uncontrolled Transaction
10:27 a.m. 1.827DM: $1 Controlled Transaction
10:30 a.m. 1.824DM: $1 Uncontrolled Transaction

10:45 a.m. 1.822DM: $1 Uncontrolled Transaction
10:50 a.m. 1.821DM: $1 Uncontrolled Transaction
10:55 a.m. 1.822DM: $1 Uncontrolled Transaction
11:00 a.m. 1.819DM: $1 Uncontrolled Transaction

(ii) USFX and C are participants in a global deal-
ing operation under §1.482–8(a)(2)(i).  Therefore,
USFX determines its arm’s length price for its con-
trolled DM contracts under §1.482–8(a)(4).  Under
§1.482–8(a)(4), the relevant arm’s length range for
setting the prices of USFX’s controlled DM transac-
tions occurs between 10:00 a.m. and 10:30 a.m.  Be-
cause USFX has no controlled transactions between
10:45 a.m. and 11:00 a.m., and the price movement
during this later time period continued to decrease,
the 10:45 a.m. to 11:00 a.m. time period is not part
of the relevant arm’s length range for pricing
USFX’s controlled transactions.

(b) Comparable uncontrolled financial
transaction method—(1) General rule.
The comparable uncontrolled financial
transaction (CUFT) method evaluates
whether the amount charged in a con-
trolled financial transaction is arm’s
length by reference to the amount charged
in a comparable uncontrolled financial
transaction.

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

(ii) Adjustments for differences be-
tween controlled and uncontrolled trans-
actions. If there are differences between
controlled and uncontrolled transactions
that would affect price, adjustments
should be made to the price of the uncon-
trolled transaction according to the com-
parability provisions of §1.482–1(d)(2)
and paragraph (a)(3) of this section.

(iii) Data and assumptions.The relia-
bility of the results derived from the
CUFT method is affected by the com-
pleteness and accuracy of the data used
and the reliability of the assumptions
made to apply the method.  See §1.482–
1(c)(2)(ii).  In the case of a global dealing
operation in which the CUFT is set
through the use of indirect evidence, par-
ticipants generally must establish data
from a public exchange or quotation
media contemporaneously to the time of
the transaction, retain records of such
data, and upon request furnish to the dis-
trict director any pricing model used to
establish indirect evidence of a CUFT, in
order for this method to be a reliable
means of evaluating the arm’s length na-
ture of the controlled transactions.

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

(A) The data is widely and routinely
used in the ordinary course of business in
the industry to negotiate prices for uncon-
trolled sales;

(B) The data derived from public ex-
changes or quotation media is used to set
prices in the controlled transaction in the
same way it is used for uncontrolled
transactions of the taxpayer, or the same
way it is used by uncontrolled taxpayers;
and

(C) The amount charged in the con-
trolled transaction is adjusted to reflect
differences in quantity, contractual terms,
counterparties, and other factors that af-
fect the price to which uncontrolled tax-
payers would agree.

(ii) Public exchanges or quotation
media. For purposes of paragraph
(b)(3)(i) of this section, an established fi-
nancial market, as defined in §1.1092(d)–
1(b), qualifies as a public exchange or a
quotation media.

(iii) Limitation on use of data from
public exchanges or quotation media.
Use of data from public exchanges or
quotation media is not appropriate under
extraordinary market conditions.  For ex-
ample, under circumstances where the
trading or transfer of a particular coun-
try’s currency has been suspended or
blocked by another country, causing sig-
nificant instability in the prices of foreign

currency contracts in the suspended or
blocked currency, the prices listed on a
quotation medium may not reflect a reli-
able measure of an arm’s length result.

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

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

Example 1.  Comparable uncontrolled financial
transactions. (i) B is a foreign bank resident in
country X that acts as a market maker in foreign cur-
rency in country X.  C, a country Y resident corpora-
tion, D, a country Z resident corporation, and USFX,
a U.S. resident corporation are all members of a con-
trolled group of taxpayers with B, and each acts as a
market maker in foreign currency.  In addition to
market marking activities conducted in their respec-
tive countries, C, D, and USFX each employ mar-
keters and traders, who also perform risk manage-
ment with respect to their foreign currency
operations.  In a typical business day, B, C, D, and
USFX each enter into several hundred spot and for-
ward contracts to purchase and sell Deutsche marks
(DM) with unrelated third parties on the interbank
market.  In the ordinary course of business, B, C, D,
and USFX also each enter into contracts to purchase
and sell DM with each other.  On a typical day, no
more than 10% of USFX’s DM trades are with con-
trolled taxpayers.  USFX’s DM-denominated spot
and forward contracts do not vary in their terms, ex-
cept as to the volume of DM purchased or sold.  The
differences in volume of DM purchased and sold by
USFX do not affect the pricing of the DM.  USFX
maintains contemporaneous records of its trades, ac-
counted for by type of trade and counterparty.  The
daily volume of USFX’s DM-denominated spot and
forward contracts consistently provides USFX with
third party transactions that are contemporaneous
with the transactions between controlled taxpayers.

(ii) Under §1.482-–8(a)(2)(iii), B, C, D, and
USFX each are regular dealers in securities because
they each regularly and actively offer to, and in fact
do, purchase and sell currencies to customers who
are not controlled taxpayers, in the ordinary course
of their trade or business. Consequently, each con-
trolled taxpayer is also a participant.  Together, B, C,
D, and USFX conduct a global dealing operation
within the meaning of §1.482–8(a)(2)(i) because
they execute customer transactions in multiple tax
jurisdictions.  To determine the comparability of
USFX’s controlled and uncontrolled DM-denomi-
nated spot and forward transactions, the factors in
§1.482–8(a)(3) must be considered.  USFX per-
forms the same functions with respect to controlled
and uncontrolled DM-denominated spot and for-
ward transactions.  See §1.482–8(a)(3)(i).  In evalu-
ating the contractual terms under §1.482–8(a)(3)(ii),
it is determined that the volume of DM transactions
varies, but these variances do not affect the pricing
of USFX’s uncontrolled DM transactions.  Taking
into account the risk factors of §1.482–8(a)(3)(iii),
USFX’s risk associated with both the controlled and
uncontrolled DM transactions does not vary in any
material respect.  In applying the significant factors
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for evaluating the economic conditions under
§1.482–8(a)(3)(iv), USFX has sufficient third party
DM transactions to establish comparable economic
conditions for evaluating an arm’s length price.  Ac-
cordingly, USFX’s uncontrolled transactions are
comparable to its controlled transactions in DM spot
and forward contracts.

Example 2. Lack of comparable uncontrolled fi-
nancial transactions.The facts are the same as in
Example 1, except that USFX trades Italian lira
(lira) instead of DM.  USFX enters into few uncon-
trolled and controlled lira-denominated forward
contracts each day.  The daily volume of USFX’s
lira forward purchases and sales does not provide
USFX with sufficient third party transactions to es-
tablish that uncontrolled transactions are sufficiently
contemporaneous with controlled transactions to be
comparable within the meaning of §1.482–8(a)(3).
In applying the comparability factors of §1.482–
8(a)(3), and of paragraph (a)(3)(iv) of this section in
particular, USFX’s controlled and uncontrolled lira
forward purchases and sales are not entered into
under comparable economic conditions.  Accord-
ingly, USFX’s uncontrolled transactions in lira for-
ward contracts are not comparable to its controlled
lira forward transactions.

Example 3. Indirect evidence of the price of a
comparable uncontrolled financial transaction.(i)
The facts are the same as in Example 2, except that
USFX uses a computer quotation system (CQS) that
is an interdealer market, as described in §1.1092(d)–
1(b)(2), to set its price on lira forward contracts with
controlled and uncontrolled taxpayers.  Other finan-
cial institutions also use CQS to set their prices on
lira forward contracts.  CQS is an established finan-
cial market within the meaning of §1.1092(d)–1(b).

(ii) Because CQS is an established financial mar-
ket, it is a public exchange or quotation media
within the meaning of §1.482–8(b)(3)(i).  Because
other financial institutions use prices from CQS in
the same manner as USFX, prices derived from CQS
are deemed to be widely and routinely used in the
ordinary course of business in the industry to negoti-
ate prices for uncontrolled sales.  See §1.482–8(b)-
(3)(i)(A) and (B).  If USFX adjusts the price quoted
by CQS under the criteria specified in §1.482–8(b)-
(2)(ii)(A)(3), the controlled price derived by USFX
from CQS qualifies as indirect evidence of the price
of a comparable uncontrolled financial transaction.

Example 4. Indirect evidence of the price of a
comparable uncontrolled financial transaction—in-
ternal pricing models. (i) T is a U.S. resident corpo-
ration that acts as a market maker in U.S. dollar-de-
nominated notional principal contracts.  T’s
marketers and traders work together to sell notional
principal contracts (NPCs), primarily to T’s North
and South American customers.  T typically earns 4
basis points at the inception of each standard 3 year
U.S. dollar-denominated interest rate swap that is
entered into with an unrelated, financially sophisti-
cated, creditworthy counterparty.  TS, T’s wholly
owned U.K. subsidiary, also acts as a market maker
in U.S. dollar-denominated NPCs, employing sev-
eral traders and marketers who initiate contracts pri-
marily with European customers.  On occasion, for
various business reasons, TS enters into a U.S. dol-
lar-denominated NPC with T.  The U.S. dollar-de-
nominated NPCs that T enters into with unrelated
parties are comparable in all material respects to the
transactions that T enters into with TS.  TS prices all

transactions with T using the same pricing models
that TS uses to price transactions with third parties.
The pricing models analyze relevant data, such as
interest rates and volatilities, derived from public
exchanges.  TS records the data that were used to de-
termine the price of each transaction at the time the
transaction was entered into.  Because the price pro-
duced by the pricing models is a mid-market price,
TS adjusts the price so that it receives the same 4
basis point spread on its transactions with T that it
would earn on comparable transactions with compa-
rable counterparties during the same relevant time
period.

(ii) Under §1.482–8(a)(2), T and TS are partici-
pants in a global dealing operation that deals in U.S.
dollar-denominated NPCs.  Because the prices pro-
duced by TS’s pricing model are derived from infor-
mation on public exchanges and TS uses the same
pricing model to set prices for controlled and uncon-
trolled transactions, the requirements of §1.482–
8(b)(3)(i)(A) and (B) are met. Because the U.S. dol-
lar-denominated NPCs that T enters into with cus-
tomers (uncontrolled transactions) are comparable
to the transactions between T and TS within the
meaning of §1.482–8(a)(3) and TS earns 4 basis
points at inception of its uncontrolled transactions
that are comparable to its controlled transactions, TS
has also satisfied the requirements of §1.482–
8(b)(3)(i)(C).  Accordingly, the price produced by
TS’s pricing model constitutes indirect evidence of
the price of a comparable uncontrolled financial
transaction.

(c) Gross margin method—(1) General
rule. The gross margin method evaluates
whether the amount allocated to a partici-
pant in a global dealing operation is arm’s
length by reference to the gross profit
margin realized on the sale of financial
products in comparable uncontrolled
transactions.  The gross margin method
may be used to establish an arm’s length
price for a transaction where a participant
resells a financial product to an unrelated
party that the participant purchased from
a related party.  The gross margin method
may apply to transactions involving the
purchase and resale of debt and equity in-
struments.  The method may also be used
to evaluate whether a participant has re-
ceived an arm’s length commission for its
activities in a global dealing operation
when the participant has not taken title to
a security or has not become a party to a
derivative financial product.  To meet the
arm’s length standard, the gross profit
margin on controlled transactions should
be similar to that of comparable uncon-
trolled transactions. 

(2) Determination of an arm’s length
price—(i) In general. The gross margin
method measures an arm’s length price by
subtracting the appropriate gross profit
from the applicable resale price for the fi-

nancial product involved in the controlled
transaction under review.

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

(iii) Appropriate gross profit. The ap-
propriate gross profit is computed by mul-
tiplying the applicable resale price by the
gross profit margin, expressed as a per-
centage of total revenue derived from
sales, earned in comparable uncontrolled
transactions.

(3) Comparability and reliability—(i)
In general. The provisions of §1.482–
1(d), as modified by paragraph (a)(3) of
this section, apply in determining whether
a controlled transaction is comparable to a
particular uncontrolled transaction.  All of
the factors described in paragraph (a)(3)
of this section must be considered in de-
termining the comparability of two finan-
cial products transactions, including the
functions performed.  The gross margin
method considers whether a participant
has earned a sufficient gross profit margin
on the resale of a financial product (or
line of products) given the functions per-
formed by the participant.  A reseller’s
gross profit margin provides compensa-
tion for performing resale functions re-
lated to the product or products under re-
view, including an operating profit in
return for the reseller’s investment of cap-
ital and the assumption of risks.  Accord-
ingly, where a participant does not take
title, or does not become a party to a fi-
nancial product, the reseller’s return to
capital and assumption of risk are addi-
tional factors that must be considered in
determining an appropriate gross profit
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margin.  An appropriate gross profit mar-
gin primarily should be derived from
comparable uncontrolled purchases and
resales of the reseller involved in the con-
trolled sale.  This is because similar char-
acteristics are more likely to be found
among different resales of a financial
product or products made by the same re-
seller than among sales made by other re-
sellers.  In the absence of comparable un-
controlled transactions involving the
same reseller, an appropriate gross profit
margin may be derived from comparable
uncontrolled transactions of other re-
sellers.

(ii) Adjustments for differences be-
tween controlled and uncontrolled trans-
actions. If there are material differences
between controlled and uncontrolled
transactions that would affect the gross
profit margin, adjustments should be
made to the gross profit margin earned in
the uncontrolled transaction according to
the comparability provisions of §1.482–
1(d)(2) and paragraph (a)(3) of this sec-
tion.  For this purpose, consideration of
operating expenses associated with func-
tions performed and risks assumed may
be necessary because differences in func-
tions performed are often reflected in op-
erating expenses.  The effect of a differ-
ence in functions performed on gross
profit, however, is not necessarily equal
to the difference in the amount of related
operating expenses.

(iii) Reliability. In order for the gross
margin method to be considered a reliable
measure of an arm’s length price, the
gross profit should ordinarily represent an
amount that would allow the participant
who resells the product to recover its ex-
penses (whether directly related to selling
the product or more generally related to
maintaining its operations) and to earn a
profit commensurate with the functions it
performed.  The gross margin method
may be a reliable means of establishing an
arm’s length price where there is a pur-
chase and resale of a financial product
and the participant who resells the prop-
erty does not substantially participate in
developing a product or in tailoring the
product to the unique requirements of a
customer prior to the resale.

(iv) Data and assumptions—(A) In
general. The reliability of the results de-
rived from the gross margin method is af-
fected by the completeness and accuracy

of the data used and the reliability of the
assumptions made to apply the method.
See §1.482–1(c)(2)(ii).  A participant may
establish the gross margin by comparing
the bid and offer prices on a public ex-
change or quotation media.  In such case,
the prices must be contemporaneous to
the controlled transaction, and the partici-
pant must retain records of such data.

(B) Consistency in accounting.The de-
gree of consistency in accounting prac-
tices between the controlled transaction
and the uncontrolled transactions may af-
fect the reliability of the gross margin
method.  For example, differences as be-
tween controlled and uncontrolled trans-
actions in the method used to value simi-
lar financial products (including methods
of accounting, methods of estimation, and
the timing for changes of such methods)
could affect the gross profit.  The ability
to make reliable adjustments for such dif-
ferences could affect the reliability of the
results.

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

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

Example 1. Gross margin method. (i) T is a U.S.
resident financial institution that acts as a market
maker in debt and equity instruments issued by U.S.
corporations.  Most of T’s sales are to U.S.-based
customers.  TS, T’s U.K. subsidiary, acts as a market
maker in debt and equity instruments issued by Eu-
ropean corporations and conducts most of its busi-
ness with European-based customers.  On occasion,
however, a customer of TS wishes to purchase a se-
curity that is either held by or more readily accessi-
ble to T.  To facilitate this transaction, T sells the se-
curity it owns or acquires to TS, who then promptly
sells it to the customer.  T and TS generally derive
the majority of their profit on the difference between
the price at which they purchase and the price at
which they sell securities (the bid/offer spread).  On
average, TS’s gross profit margin on its purchases
and sales of securities from unrelated persons is 2%.
Applying the comparability factors specified in
§1.482–8(a)(3), T’s purchases and sales with unre-
lated persons are comparable to the purchases and
sales between T and TS.

(ii) Under §1.482–8(a)(2), T and TS are partici-
pants in a global dealing operation that deals in debt
and equity securities.  Since T’s related purchases
and sales are comparable to its unrelated purchases
and sales, if TS’s gross profit margin on purchases
and sales of comparable securities from unrelated
persons is 2%, TS should also typically earn a 2%
gross profit on the securities it purchases from T.
Thus, when TS resells for $100 a security that it pur-
chased from T, the arm’s length price at which TS

would have purchased the security from T would
normally be $98 ($100 sales price minus (2% gross
profit margin 3 $100)).

(d) Gross markup method—(1) Gen-
eral rule. The gross markup method eval-
uates whether the amount allocated to a
participant in a global dealing operation is
arm’s length by reference to the gross
profit markup realized in comparable un-
controlled transactions.  The gross
markup method may be used to establish
an arm’s length price for a transaction
where a participant purchases a financial
product from an unrelated party that the
participant sells to a related party.  This
method may apply to transactions involv-
ing the purchase and resale of debt and
equity instruments.  The method may also
be used to evaluate whether a participant
has received an arm’s length commission
for its role in a global dealing operation
when the participant has not taken title to
a security or has not become a party to a
derivative financial product.  To meet the
arm’s length standard, the gross profit
markup on controlled transactions should
be similar to that of comparable uncon-
trolled transactions.

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

(ii) Appropriate gross profit.The ap-
propriate gross profit is computed by mul-
tiplying the participant’s cost or antici-
pated cost of purchasing, holding, or
structuring a transaction by the gross
profit markup, expressed as a percentage
of cost, earned in comparable uncon-
trolled transactions.

(3) Comparability and reliability—(i)
In general. The provisions of §1.482–
1(d), as modified by paragraph (a)(3) of
this section, apply in determining whether
a controlled transaction is comparable to a
particular uncontrolled transaction.  All of
the factors described in paragraph (a)(3)
of this section must be considered in de-
termining the comparability of two finan-
cial products transactions, including the
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functions performed.  The gross markup
method considers whether a participant
has earned a sufficient gross markup on
the sale of a financial product, or line of
products, given the functions it has per-
formed.  A participant’s gross profit
markup provides compensation for pur-
chasing, hedging, and transactional struc-
turing functions related to the transaction
under review, including an operating
profit in return for the investment of capi-
tal and the assumption of risks.  Accord-
ingly, where a participant does not take
title, or does not become a party to a fi-
nancial product, the reseller’s return to
capital and assumption of risk are addi-
tional factors that must be considered in
determining the gross profit markup.  An
appropriate gross profit markup primarily
should be derived from comparable un-
controlled purchases and sales of the par-
ticipant involved in the controlled sale.
This is because similar characteristics are
more likely to be found among different
sales of property made by the same partic-
ipant than among sales made by other re-
sellers.  In the absence of comparable un-
controlled transactions involving the
same participant, an appropriate gross
profit markup may be derived from com-
parable uncontrolled transactions of other
parties whether or not such parties are
members of the same controlled group.

(ii) Adjustments for differences be-
tween controlled and uncontrolled trans-
actions. If there are material differences
between controlled and uncontrolled
transactions that would affect the gross
profit markup, adjustments should be
made to the gross profit markup earned in
the uncontrolled transaction according to
the comparability provisions of
§1.482–1(d)(2) and paragraph (a)(3) of
this section.  For this purpose, considera-
tion of operating expenses associated with
the functions performed and risks as-
sumed may be necessary, because differ-
ences in functions performed are often re-
flected in operating expenses.  The effect
of a difference in functions on gross
profit, however, is not necessarily equal
to the difference in the amount of related
operating expenses.

(iii) Reliability. In order for the gross
markup method to be considered a reli-
able measure of an arm’s length price, the
gross profit should ordinarily represent an
amount that would allow the participant

who purchases the product to recover its
expenses (whether directly related to sell-
ing the product or more generally related
to maintaining its operations) and to earn
a profit commensurate with the functions
it performed.  As with the gross margin
method, the gross markup method may be
a reliable means of establishing an arm’s
length price where there is a purchase and
resale of a financial product and the par-
ticipant who resells the property does not
substantially participate in developing a
product or in tailoring the product to the
unique requirements of a customer prior
to the resale.

(iv) Data and assumptions—(A) In
general. The reliability of the results de-
rived from the gross markup method is af-
fected by the completeness and accuracy
of the data used and the reliability of the
assumptions made to apply the method.
See §1.482–1(c)(2)(ii).  A participant may
establish the gross markup by comparing
the bid and offer prices on a public ex-
change or quotation media.  In such case,
the prices must be contemporaneous with
the controlled transaction, and the partici-
pant must retain records of such data.

(B) Consistency in accounting.The de-
gree of consistency in accounting prac-
tices between the controlled transaction
and the uncontrolled transactions may af-
fect the reliability of the gross markup
method.  For example, differences as be-
tween controlled and uncontrolled trans-
actions in the method used to value simi-
lar financial products (including methods
in accounting, methods of estimation, and
the timing for changes of such methods)
could affect the gross profit.  The ability
to make reliable adjustments for such dif-
ferences could affect the reliability of the
results.

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

(e)  Profit split method—(1) General
rule. The profit split method evaluates
whether the allocation of the combined
operating profit or loss of a global dealing
operation to one or more participants is at
arm’s length by reference to the relative
value of each participant’s contribution to
that combined operating profit or loss.
The combined operating profit or loss
must be derived from the most narrowly
identifiable business activity of the partic-

ipants for which data is available that in-
cludes the controlled transactions (rele-
vant business activity).

(2) Appropriate share of profit and
loss—(i) In general.The relative value of
each participant’s contribution to the
global dealing activity must be deter-
mined in a manner that reflects the func-
tions performed, risks assumed, and re-
sources employed by each participant in
the activity, consistent with the compara-
bility provisions of §1.482–1(d), as modi-
fied by paragraph (a)(3) of this section.
Such an allocation is intended to corre-
spond to the division of profit or loss that
would result from an arrangement be-
tween uncontrolled taxpayers, each per-
forming functions similar to those of the
various controlled taxpayers engaged in
the relevant business activity.  The rela-
tive value of the contributions of each
participant in the global dealing operation
should be measured in a manner that most
reliably reflects each contribution made to
the global dealing operation and each par-
ticipant’s role in that contribution.  In ap-
propriate cases, the participants may find
that a multi-factor formula most reliably
measures the relative value of the contri-
butions to the profitability of the global
dealing operation.  The profit allocated to
any particular participant using a profit
split method is not necessarily limited to
the total operating profit from the global
dealing operation.  For example, in a
given year, one participant may earn a
profit while another participant incurs a
loss, so long as the arrangement is compa-
rable to an arrangement to which two un-
controlled parties would agree.  In addi-
tion, it may not be assumed that the
combined operating profit or loss from
the relevant business activity should be
shared equally or in any other arbitrary
proportion.  The specific method must be
determined under paragraph (e)(4) of this
section.

(ii) Adjustment of factors to measure
contribution clearly. In order to reliably
measure the value of a participant’s contri-
bution, the factors, for example, those used
in a multi-factor formula, must be ex-
pressed in units of measure that reliably
quantify the relative contribution of the
participant.  If the data or information is
influenced by factors other than the value
of the contribution, adjustments must be
made for such differences so that the fac-
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tors used in the formula only measure the
relative value of each participant’s
contribution.  For example, if trader com-
pensation is used as a factor to measure the
value added by the participants’ trading ex-
pertise, adjustments must be made for vari-
ances in compensation paid to traders due
solely to differences in the cost of living.

(3) Definitions. The definitions in this
paragraph (e)(3) apply for purposes of ap-
plying the profit split methods in this
paragraph (e).

Gross profitis gross income earned by
the global dealing operation.

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

Operating profit or lossis gross profit
less operating expenses, and includes all
income, expense, gain, loss, credits or al-
lowances attributable to each global deal-
ing activity that is evaluated under the
profit split method.  It does not include in-
come, expense, gain, loss, credits or al-
lowances from activities that are not eval-
uated under the profit split method, nor
does it include extraordinary gains or
losses that do not relate to the continuing
global dealing activities of the participant.

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

(5) Total profit split—(i) In general.
The total profit split derives the percent-
age of the combined operating profit of
the participants in a global dealing opera-
tion allocable to a participant in the global
dealing operation by evaluating whether
uncontrolled taxpayers who perform simi-
lar functions, assume similar risks, and
employ similar resources would allocate
their combined operating profits in the
same manner.

(ii) Comparability. The total profit
split evaluates the manner by which com-
parable uncontrolled taxpayers divide the
combined operating profit of a particular
global dealing activity.  The degree of

comparability between the controlled and
uncontrolled taxpayers is determined by
applying the comparability standards of
§1.482–1(d), as modified by paragraph
(a)(3) of this section.  In particular, the
functional analysis required by §1.482–
1(d)(3)(i) and paragraph (a)(3)(i) of this
section is essential to determine whether
two situations are comparable.  Neverthe-
less, in certain cases, no comparable ven-
tures between uncontrolled taxpayers may
exist.  In this situation, it is necessary to
analyze the remaining factors set forth in
paragraph (a)(3) of this section that could
affect the division of operating profits be-
tween parties.  If there are differences be-
tween the controlled and uncontrolled
taxpayers that would materially affect the
division of operating profit, adjustments
must be made according to the provisions
of §1.482–1(d)(2) and paragraph (a)(3) of
this section.

(ii i) Reliability. As indicated in
§1.482–1(c)(2)(i), as the degree of com-
parability between the controlled and un-
controlled transactions increases, the reli-
ability of a total profit split also increases.
In a global dealing operation, however,
the absence of external market bench-
marks (for example, joint ventures be-
tween uncontrolled taxpayers) on which
to base the allocation of operating profits
does not preclude use of this method if the
allocation of the operating profit takes
into account the relative contribution of
each participant.  The reliability of this
method is increased to the extent that the
allocation has economic significance for
purposes other than tax (for example, sat-
isfying regulatory standards and report-
ing, or determining bonuses paid to man-
agement or traders).  The reliability of the
analysis under this method may also be
enhanced by the fact that all parties to the
controlled transaction are evaluated under
this method.  The reliability of the results,
however, of an analysis based on informa-
tion from all parties to a transaction is af-
fected by the reliability of the data and as-
sumptions pertaining to each party to the
controlled transaction.  Thus, if the data
and assumptions are significantly more
reliable with respect to one of the parties
than with respect to the others, a different
method, focusing solely on the results of
that party, may yield more reliable results.

(iv) Data and assumptions—(A) In
general. The reliability of the results de-

rived from the total profit split method is
affected by the quality of the data used
and the assumptions used to apply the
method.  See §1.482–1(c)(2)(ii).  The reli-
ability of the allocation of income, ex-
pense, or other attributes between the par-
ticipants’ relevant business activities and
the participants’ other activities will affect
the reliability of the determination of the
combined operating profit and its alloca-
tion among the participants.  If it is not
possible to allocate income, expense, or
other attributes directly based on factual
relationships, a reasonable allocation for-
mula may be used.  To the extent direct al-
locations are not made, the reliability of
the results derived from application of this
method is reduced relative to the results of
a method that requires fewer allocations of
income, expense, and other attributes.
Similarly, the reliability of the results de-
rived from application of this method is
affected by the extent to which it is possi-
ble to apply the method to the participants’
financial data that is related solely to the
controlled transactions.  For example, if
the relevant business activity is entering
into interest rate swaps with both con-
trolled and uncontrolled taxpayers, it may
not be possible to apply the method solely
to financial data related to the controlled
transactions.  In such case, the reliability
of the results derived from application of
this method will be reduced.

(B) Consistency in accounting. The de-
gree of consistency between the con-
trolled and uncontrolled taxpayers in ac-
counting practices that materially affect
the items that determine the amount and
allocation of operating profit affects the
reliability of the result.  Thus, for exam-
ple, if differences in financial product val-
uation or in cost allocation practices
would materially affect operating profit,
the ability to make reliable adjustments
for such differences would affect the reli-
ability of the results.

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

(ii) Allocate income to routine contri-
butions. The first step allocates operating
income to each participant to provide an
arm’s length return for its routine contri-
butions to the global dealing operation.
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Routine contributions are contributions of
the same or similar kind as those made by
uncontrolled taxpayers involved in simi-
lar business activities for which it is pos-
sible to identify market returns.  Routine
contributions ordinarily include contribu-
tions of tangible property, services, and
intangibles that are generally owned or
performed by uncontrolled taxpayers en-
gaged in similar activities.  For example,
transactions processing and credit analy-
sis are typically routine contributions.  In
addition, a participant that guarantees
obligations of or otherwise provides
credit support to another controlled tax-
payer in a global dealing operation is re-
garded as making a routine contribution.
A functional analysis is required to iden-
tify the routine contributions according to
the functions performed, risks assumed,
and resources employed by each of the
participants.  Market returns for the rou-
tine contributions should be determined
by reference to the returns achieved by
uncontrolled taxpayers engaged in similar
activities, consistent with the methods de-
scribed in §§1.482–2 through 1.482–4
and this §1.482–8.

(iii) Allocate residual profit. The allo-
cation of income to the participant’s rou-
tine contributions will not reflect profits
attributable to each participant’s valuable
nonroutine contributions to the global
dealing operation.  Thus, in cases where
valuable nonroutine contributions are pre-
sent, there normally will be an unallo-
cated residual profit after the allocation of
income described in paragraph (e)(6)(ii)
of this section.  Under this second step,
the residual profit generally should be di-
vided among the participants based upon
the relative value of each of their nonrou-
tine contributions.  Nonroutine contribu-
tions are contributions so integral to the
global dealing operation that it is impossi-
ble to segregate them from the operation
and find a separate market return for the
contribution.  Pricing and risk managing
financial products almost invariably in-
volve nonroutine contributions.  Simi-
larly, product development and informa-
tion technology are generally nonroutine
contributions.  Marketing may be a non-
routine contribution if the marketer sub-
stantially participates in developing a
product or in tailoring the product to the
unique requirements of a customer.  The
relative value of the nonroutine contribu-

tions of each participant in the global
dealing operation should be measured in a
manner that most reliably reflects each
nonroutine contribution made to the
global dealing operation and each partici-
pant’s role in the nonroutine contribu-
tions.

(iv) Comparability. The first step of
the residual profit split relies on external
market benchmarks of profitability.  Thus,
the comparability considerations that are
relevant for the first step of the residual
profit split are those that are relevant for
the methods that are used to determine
market returns for routine contributions.
In the second step of the residual profit
split, however, it may not be possible to
rely as heavily on external market bench-
marks.  Nevertheless, in order to divide
the residual profits of a global dealing op-
eration in accordance with each partici-
pant’s nonroutine contributions, it is nec-
essary to apply the comparability
standards of §1.482–1(d), as modified by
paragraph (a)(3) of this section.  In partic-
ular, the functional analysis required by
§1.482–1(d)(3)(i) and paragraph (a)(3)(i)
of this section is essential to determine
whether two situations are comparable.
Nevertheless, in certain cases, no compa-
rable ventures between uncontrolled tax-
payers may exist.  In this situation, it is
necessary to analyze the remaining fac-
tors set forth in paragraph (a)(3) of this
section that could affect the division of
operating profits between parties.  If there
are differences between the controlled
and uncontrolled taxpayers that would
materially affect the division of operating
profit, adjustments must be made accord-
ing to the provisions of §1.482–1(d)(2)
and paragraph (a)(3) of this section.

(v) Reliability. As indicated in §1.482–
1(c)(2)(i), as the degree of comparability
between the controlled and uncontrolled
transactions increases, the reliability of a
residual profit split also increases.  In a
global dealing operation, however, the ab-
sence of external market benchmarks (for
example, joint ventures between uncon-
trolled taxpayers) on which to base the al-
location of operating profits does not pre-
clude use of this method if the allocation
of the residual profit takes into account
the relative contribution of each partici-
pant.  The reliability of this method is in-
creased to the extent that the allocation
has economic significance for purposes

other than tax (for example, satisfying
regulatory standards and reporting, or de-
termining bonuses paid to management or
traders).  The reliability of the analysis
under this method may also be enhanced
by the fact that all parties to the controlled
transaction are evaluated under this
method.  The reliability of the results,
however, of an analysis based on informa-
tion from all parties to a transaction is af-
fected by the reliability of the data and as-
sumptions pertaining to each party to the
controlled transaction.  Thus, if the data
and assumptions are significantly more
reliable with respect to one of the parties
than with respect to the others, a different
method, focusing solely on the results of
that party, may yield more reliable results.

(vi) Data and assumptions—(A) Gen-
eral rule. The reliability of the results de-
rived from the residual profit split is mea-
sured under the standards set forth in
paragraph (e)(5)(iv)(A) of this section.

(B) Consistency in accounting.The de-
gree of accounting consistency between
controlled and uncontrolled taxpayers is
measured under the standards set forth in
paragraph (e)(5)(iv)(B) of this section.

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

(8) Examples. The following exam-
ples illustrate the principles of this para-
graph (e).

Example 1. Total profit split.(i) P, a U.S. corpora-
tion, establishes a separate U.S. subsidiary (USsub)
to conduct a global dealing operation in over-the-
counter derivatives.  USsub in turn establishes sub-
sidiaries incorporated and doing business in the
U.K. (UKsub) and Japan (Jsub).  USsub, UKsub,
and Jsub each employ marketers and traders who
work closely together to design and sell derivative
products to meet the particular needs of customers.
Each also employs personnel who process and con-
firm trades, reconcile trade tickets and provide on-
going administrative support (back office services)
for the global dealing operation.  The global dealing
operation maintains a single common book for each
type of risk, and the book is maintained where the
head trader for that type of risk is located.  Thus, no-
tional principal contracts denominated in North and
South American currencies are booked in USsub,
notional principal contracts denominated in Euro-
pean currencies are booked in UKsub, and notional
principal contracts denominated in Japanese yen are
booked in Jsub.  However, each of the affiliates has
authorized a trader located in each of the other affili-
ates to risk manage its books during periods when
the booking location is closed.  This grant of author-
ity is necessary because marketers, regardless of
their location, are expected to sell all of the group’s
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products, and need to receive pricing information
with respect to products during their clients’ busi-
ness hours, even if the booking location is closed.
Moreover, P is known for making a substantial
amount of its profits from trading activities, and fre-
quently does not hedge the positions arising from its
customer transactions in an attempt to profit from
market changes.  As a result, the traders in “off-
hours” locations must have a substantial amount of
trading authority in order to react to market changes.

(ii)  Under §1.482–8(a)(2), USsub, UKsub and
Jsub are participants in a global dealing operation in
over-the-counter derivatives.  P determines that the
total profit split method is the best method to allo-
cate an arm’s length amount of income to each par-
ticipant.  P allocates the operating profit from the
global dealing operation between USsub, UKsub
and Jsub on the basis of the relative compensation
paid to marketers and traders in each location.  In
making the allocation, P adjusts the compensation
amounts to account for factors unrelated to job per-
formance, such as the higher cost of living in certain
jurisdictions.  Because the traders receive signifi-
cantly greater compensation than marketers in order
to account for their greater contribution to the profits
of the global dealing operation, P need not make ad-
ditional adjustments or weight the compensation of
the traders more heavily in allocating the operating
profit between the affiliates.  For rules concerning
the source of income allocated to Ussub, Uksub and
Jsub (and any U.S. trade or business of the partici-
pants), see §1.863–3(h).

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

Example 3. Total profit split. The facts are the
same as in Example 2, except that, in P’s annual re-
port to shareholders, P divides its operating profit
from customer business into “dealing profit” and
“trading profit.”  Because both marketers and traders
are involved in the dealing function, P divides the
“dealing profit” between the affiliates on the basis of
the relative compensation of marketers and traders.
However, because only the traders contribute to the
trading profit, P divides the trading profit between
the affiliates on the basis of the relative compensa-
tion only of the traders.  In making that allocation, P
must adjust the compensation of traders in Jsub in
order to account for factors not related to job perfor-
mance.

Example 4. Total profit split.The facts are the
same as in Example 1, except that P is required by
its regulators to hedge its customer positions as
much as possible and therefore does not earn any
“trading profit.”  As a result, the marketing intangi-
bles, such as customer relationships, are relatively
more important than the intangibles used by traders.
Accordingly, P must weight the compensation of

marketers more heavily than the compensation of
traders in order to take into account accurately the
contribution each function makes to the profitability
of the business.

Example 5. Residual profit split. (i) P is a U.S.
corporation that engages in a global dealing opera-
tion in foreign currency options directly and through
controlled taxpayers that are incorporated and oper-
ate in the United Kingdom (UKsub) and Japan
(Jsub).  Each controlled taxpayer is a participant in a
global dealing operation.  Each participant employs
marketers and traders who work closely together to
design and sell foreign currency options that meet
the particular needs of customers.  Each participant
also employs salespeople who sell foreign currency
options with standardized terms and conditions, as
well as other financial products offered by the con-
trolled group.  The traders in each location risk man-
age a common book of transactions during the rele-
vant business hours of each location.  P has a AAA
credit rating and is the legal counterparty to all third
party transactions.  The traders in each location have
discretion to execute contracts in the name of P.
UKsub employs personnel who process and confirm
trades, reconcile trade tickets, and provide ongoing
administrative support (back office services) for all
the participants in the global dealing operation.  The
global dealing operation has generated $192 of oper-
ating profit for the period.

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

(iii) The first step of the residual profit split
method (§1.482–8(e)(6)(ii)) requires P to identify
the routine contributions performed by each partici-
pant.  P determines that the functions performed by
the salespeople are routine.  P determines that the
arm’s length compensation for salespeople is $3, $4,
and $5 in the United States, the United Kingdom,
and Japan, respectively.  Thus, P allocates $3, $4,
and $5 to P, UKsub, and Jsub, respectively.

(iv) Although the back office function would not
give rise to participant status, in the context of a
residual profit split allocation, the back office func-
tion is relevant for purposes of receiving remunera-
tion for routine contributions to a global dealing 
operation.  P determines that an arm’s length com-
pensation for the back office is $20.  Since the back
office services constitute routine contributions, $20
of income is allocated to UKsub under step 1 of the
residual profit split method.  In addition, P deter-
mines that the comparable arm’s length compensa-
tion for the risk to which P is subject as counterparty
is $40.  Accordingly, $40 is allocated to P as com-
pensation for acting as counterparty to the transac-
tions entered into in P’s name by Jsub and UKsub.

(v) The second step of the residual profit split
method (§1.482–8(e)(6)(iii)) requires that the resid-
ual profit be allocated to participants according to
the relative value of their nonroutine contributions.
Under P’s transfer pricing method, P allocates the
residual profit of $120 ($192 gross income minus
$12 salesperson commissions minus $20 payment
for back office services minus $40 compensation for
the routine contribution of acting as counterparty)
using a multi-factor formula that reflects the relative

value of the nonroutine contributions.  Applying the
comparability factors set out in §1.482–8(a)(3), P al-
locates 40% of the residual profit to UKsub, 35% of
the residual profit to P, and the remaining 25% of
residual profit to Jsub.  Accordingly, under step 2,
$48 is allocated to UKsub, $42 is allocated to P, and
$30 is allocated to Jsub.  See § 1.863–3(h) for the
source of income allocated to P with respect to its
counterparty function.

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

(g) Source rule for qualified business
units. See §1.863–3(h) for application of
the rules of this section for purposes of
determining the source of income, gain or
loss from a global dealing operation
among qualified business units (as de-
fined in section 989(c) and §§1.863–
3(h)(3)(iv) and 1.989(a)–1).

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

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

2.  A new paragraph (h) is added.
The addition reads as follows:

§1.863–3 Allocation and apportionment
of income from certain sales of inventory.

*  *  *  *  *

(h) Income from a global dealing oper-
ation—(1) Purpose and scope.This para-
graph (h) provides rules for sourcing in-
come, gain and loss from a global dealing
operation that, under the rules of §1.482–
8, is earned by or allocated to a controlled
taxpayer qualifying as a participant in a
global dealing operation under §1.482–
8(a)(2)(ii).  This paragraph (h) does not
apply to income earned by or allocated to
a controlled taxpayer qualifying as a par-
ticipant in a global dealing operation that
is specifically sourced under sections 861,
862 or 865, or to substitute payments
earned by a participant in a global dealing
operation that are sourced under §1.861–
2(a)(7) or §1.861–3(a)(6).

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

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

(ii) Economic effects of a single legal
entity. In applying the principles of
§1.482–8, the taxpayer shall take into ac-
count the economic effects of conducting
a global dealing operation through a sin-
gle entity instead of multiple legal enti-
ties.  For example, since the entire capital
of a corporation supports all of the en-
tity’s transactions, regardless of where
those transactions may be booked, the
payment of a guarantee fee within the en-
tity is inappropriate and will be disre-
garded.

(iii) Treatment of interbranch and in-
terdesk amounts.An agreement among
QBUs of the same taxpayer to allocate in-
come, gain or loss from transactions with
third parties is not a transaction because a
taxpayer cannot enter into a contract with
itself.  For purposes of this paragraph
(h)(3), however, such an agreement, in-
cluding a risk transfer agreement (as de-
fined in §1.475(g)–2(b)) may be used to
determine the source of global dealing in-
come from transactions with third parties
in the same manner and to the same extent

that transactions between controlled tax-
payers in a global dealing operation may
be used to allocate income, gain or loss
from the global dealing operation under
the rules of §1.482–8.

(iv) Deemed QBU. For purposes of
this paragraph (h)(3), a QBU shall include
a U.S. trade or business that is deemed to
exist because of the activities of a depen-
dent agent in the United States, without
regard to the books and records require-
ment of §1.989(a)–1(b).

(v) Examples. The following exam-
ples illustrate this paragraph (h)(3).

Example 1. Use of comparable uncontrolled fi-
nancial transactions method to source global deal-
ing income between branches.(i) F is a foreign
bank that acts as a market maker in foreign currency
through branch offices in London, New York, and
Tokyo.  In a typical business day, the foreign ex-
change desk in F’s U.S. branch (USFX) enters into
several hundred spot and forward contracts on the
interbank market to purchase and sell Deutsche
marks (DM) with unrelated third parties.  Each of
F’s branches, including USFX, employs both mar-
keters and traders for their foreign currency dealing.
In addition, USFX occasionally transfers risk with
respect to its third party DM contracts to F’s London
and Tokyo branches.  These interbranch transfers are
entered into in the same manner as trades with unre-
lated third parties.  On a typical day, risk manage-
ment responsibility for no more than 10% of
USFX’s DM trades are transferred interbranch.  F
records these transfers by making notations on the
books of each branch that is a party to the transfers.
The accounting procedures are nearly identical to
those followed when a branch enters into an offset-
ting hedge with a third party.  USFX maintains con-
temporaneous records of its interbranch transfers
and third party transactions, separated according to
type of trade and counterparty.  Moreover, the vol-
ume of USFX’s DM spot purchases and sales each
day consistently provides USFX with third party
transactions that are contemporaneous with the
transfers between the branches.

(ii) As provided in paragraph (h)(3)(i) of this sec-
tion, USFX and F’s other branches that trade DM are
participants in a global dealing operation.  Accord-
ingly, the principles of §1.482–8 apply in determin-
ing the source of income earned by F’s qualified
business units that are participants in a global deal-
ing operation.  Applying the comparability factors in
§1.482–8(a)(3) shows that USFX’s interbranch
transfers and uncontrolled DM-denominated spot
and forward contracts have no material differences.
Because USFX sells DM in uncontrolled transac-
tions and transfers risk management responsibility
for DM-denominated contracts, and the uncontrolled
transactions and interbranch transfers are consis-
tently entered into contemporaneously, the inter-
branch transfers provide a reliable measure of an
arm’s length allocation of third party income from
F’s global dealing operation in DM-denominated
contracts.  This allocation of third party income is
treated as U.S. source in accordance with
§§1.863–3(h) and 1.988–4(h) and accordingly will

be treated as income effectively connected with F’s
U.S. trade or business under §1.864–4.

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

(ii) Under §1.863–3(h), F applies §1.482–8 to al-
locate global dealing income among its branches,
because F’s London, New York, and Tokyo branches
are treated as participants in a global dealing opera-
tion that deals in foreign currency options under
§1.482–8(a)(2).  After analyzing the foreign cur-
rency options business, F has determined that the
residual profit split method is the best method to de-
termine an arm’s length amount of compensation al-
locable to each participant in the global dealing op-
eration.

(iii) Under the first step of the residual profit split
method (§1.482–8(e)(6)(ii)), F identifies and com-
pensates the routine contributions performed by
each participant.  F determines that an arm’s length
compensation for general salespeople is $3, $4, and
$5 in New York, London, and Tokyo, respectively,
and that the home office incurred $11 of expenses in
providing the back office services.  Since F’s capital
legally supports all of the obligations of the
branches, no amount is allocated to the home office
of F for the provision of capital.

(iv) The second step of the residual profit split
method (§1.482–8(e)(6)(iii)) requires that the resid-
ual profit be allocated to participants according to
their nonroutine contributions.  F determines that a
multi-factor formula best reflects these contribu-
tions.  After a detailed functional analysis, and ap-
plying the comparability factors in §1.482–8(a)(3),
40% of the residual profit is allocated to the London
branch, 35% to the New York branch, and the re-
maining 25% to the Tokyo branch.  Thus, the resid-
ual profit of $200 ($223 operating profit minus $12
general salesperson commissions minus $11 back
office allocation) is allocated $80 to London (40%
allocation x $200), $70 to New York (35% x $200)
and $50 to Tokyo (25% x $200).

Example 3. Residual profit split—deemed
branches. (i) P, a U.K. corporation, conducts a
global dealing operation in notional principal con-
tracts, directly and through a U.S. subsidiary
(USsub) and a Japanese subsidiary (Jsub). P is the
counterparty to all transactions entered into with
third parties. P, USsub, and Jsub each employ mar-
keters and traders who work closely together to de-
sign and sell derivative products to meet the particu-
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lar needs of customers.  USsub also employs person-
nel who process and confirm trades, reconcile trade
tickets and provide ongoing administrative support
(back office services) for the global dealing opera-
tion.  The global dealing operation maintains a sin-
gle common book for each type of risk, and the book
is maintained where the head trader for that type of
risk is located.  However, P, USsub, and Jsub have
authorized a trader located in each of the other affili-
ates to risk manage its books during periods when
the primary trading location is closed.  This grant of
authority is necessary because marketers, regardless
of their location, are expected to sell all of the
group’s products, and need to receive pricing infor-
mation with respect to products during their clients’
business hours, even if the booking location is
closed.  The global dealing operation has generated
$180 of operating profit for the period.

(ii) Because employees of USsub have authority
to enter into contracts in the name of P, P is treated
as being engaged in a trade or business in the United
States through a deemed QBU.  §1.863–3(h)(3)(iv).
Similarly, under U.S. principles, P would be treated
as being engaged in business in Japan through a
QBU.  Under §1.482–8(a)(2), P, USsub, and Jsub are
participants in the global dealing operation relating
to notional principal contracts.  Additionally, under
§1.863–3(h)(3), the U.S. and Japanese QBUs are
treated as participants in a global dealing operation
for purposes of sourcing the income from that opera-
tion.  Under §1.863–3(h), P applies the methods in
§1.482–8 to determine the source of income allo-
cated to the U.S. and non-U.S. QBUs of P.

(iii) After analyzing the notional principal con-
tract business, P has concluded that the residual
profit split method is the best method to allocate in-
come under §1.482–8 and to source income under
§1.863–3(h).

(iv) Under the first step of the residual profit split
method (§1.482–8(e)(6)(ii)), P identifies and com-
pensates the routine contributions performed by
each participant.  Although the back office function
does not give rise to participant status, in the context
of a residual profit split allocation, the back office
function is relevant for purposes of receiving remu-
neration for a routine contribution to a global deal-
ing operation.  P determines that an arm’s length
compensation for the back office is $20.  Since the
back office services constitute a routine contribu-
tion, $20 of income is allocated to USsub under step
1 of the residual profit split method.  Similarly, as
the arm’s length compensation for the risk to which
P is subject as counterparty is $40, $40 is allocated
to P as compensation for acting as counterparty.

(v) The second step of the residual profit split
method (§1.482–8(e)(6)(iii)) requires that the resid-
ual profit be allocated to participants according to
the relative value of their nonroutine contributions.
Under P’s transfer pricing method, P allocates the
residual profit of $120 ($180 gross income minus
$20 for back office services minus $40 compensa-
tion for the routine contribution of acting as counter-
party) using a multi-factor formula that reflects the
relative value of the nonroutine contributions.  Ap-
plying the comparability factors set out in §1.482–
8(a)(3), P allocates 40% of the residual profit to P,
35% of the residual profit to USsub, and the remain-
ing 25% of residual profit to Jsub.  Accordingly,
under step 2, $48 is allocated to P, $42 is allocated to
USsub, and $30 is allocated to Jsub.  Under §1.863–

3(h), the amounts allocated under the residual profit
split is sourced according to the residence of each
participant to which it is allocated.  

(vi) Because the $40 allocated to P consists of
compensation for the use of capital, the allocation is
sourced according to where the capital is employed.
Accordingly, the $40 is sourced 35% to P’s deemed
QBU in the United States under §1.863–3(h)(3)(iv)
and 65% to non-U.S. sources.

*  *  *  *  *

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

§1.863–7 Allocation of income
attributable to certain notional principal
contracts under section 863(a).

(a)  Scope—(1) Introduction.* * *  This
section does not apply to income from a
section 988 transaction (as defined in sec-
tion 988(c) and §1.988–1(a)), or to income
from a global dealing operation (as de-
fined in §1.482–8(a)(2)(i)) that is sourced
under the rules of §1.863–3(h). * * *

*  *  *  *  *

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

1.  Paragraphs (c)(2)(iv), (c)(2)(v),
(c)(3)(ii), and (c)(5)(vi)(a) and (b) are re-
designated as (c)(2)(v), (c)(2)(vi),
(c)(3)(iii), and (c)(5)(vi)(b) and (c), re-
spectively.

2.  New paragraphs (c)(2)(iv),
(c)(3)(ii), and (c)(5)(vi)(a) are added.

The additions read as follows:

§1.864–4  U.S. source income effectively
connected with U.S. business.

*  *  *  *  *

(c) * * *
(2) * * *
(iv) Special rule relating to a global

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

*  *  *  *  *

(3) * * *

(ii) Special rule relating to a global
dealing operation.A U.S. trade or busi-
ness shall be treated as a material factor in
the realization of income, gain or loss de-
rived in a global dealing operation, as de-
fined in §1.482–8(a)(2)(i), only if and to
the extent that the U.S. trade or business
is a participant in the global dealing oper-
ation under §1.863–3(h)(3), and income,
gain or loss realized by the U.S. trade or
business is U.S. source under §1.863–3(h)
or would be treated as U.S. source if
§1.863–3(h) were to apply to such
amounts.

*  *  *  *  *

(5) * * *
(vi) * * *
(a) Certain income earned by a global

dealing operation.Notwithstanding para-
graph (c)(5)(ii) of this section, U.S. source
interest, including substitute interest as de-
fined in §1.861–2(a)(7), and dividend in-
come, including substitute dividends as
defined in §1.861–3(a)(6), derived by a
participant in a global dealing operation,
as defined in §1.482–8(a)(2)(i), shall be
treated as attributable to the foreign corpo-
ration’s U.S. trade or business, only if and
to the extent that the income would be
treated as U.S. source if §1.863–3(h) were
to apply to such amounts.

Par. 10. Section 1.864–6 is amended as
follows:

1.  Paragraph (b)(2)(ii)(d)(3) and
(b)(3)(ii)(c) are added.

2.  Paragraph (b)(3)(i) is revised by
adding a new sentence after the last sen-
tence.

The additions and revision read as fol-
lows:

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

*  *  *  *  *

(b) * * *
(2) * * *
(ii) * * *
(d) * * *
(3) Certain income earned by a global

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

(3) * * *
(i) * * * Notwithstanding paragraphs

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

(ii) * * *
(c) Property sales in a global dealing

operation. Notwithstanding paragraphs
(b)(3)(ii)(a) or (b) of this section, per-
sonal property described in section
1221(1) and sold in the active conduct of
a taxpayer ’s global dealing operation, as
defined in §1.482–8(a)(2)(i), shall be pre-
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:

§1.894–1  Income affected by treaty.

*  *  *  *  *

(d) Income from 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), §1.864–4(c)(3)(ii),
§1.864–4(c)(5)(vi)(a) or §1.864–
6(b)(2)(ii)(d)(3) shall apply for purposes
of determining the income attributable to
that U.S. permanent establishment.

*  *  *  *  *

Par. 12. Section 1.988–4 is amended as
follows:

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

2.  A new paragraph (h) is added.
The addition and revision read as fol-

lows:

§1.988–4 Source of gain or loss realized
on a section 988 transfer.

*  *  *  *  *

(h)  Exchange gain or loss from a
global dealing operation.  Notwithstand-
ing the provisions of this section, ex-
change gain or loss derived by a partici-
pant in a global dealing operation, as
defined in §1.482–8(a)(2)(i), shall be
sourced under the rules set forth in
§1.863–3(h).

*  *  *  *  *

Michael P. Dolan,
Deputy Commissioner of 

Internal Revenue.

(Filed by the Office of the Federal Register on
March 2, 1998, at 1:50 p.m., and published in the
issue of the Federal Register for March 6, 1998, 63
F.R. 11177)
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