July 21, 1998

Conmmi ssi oner Charl es Rossotti,
| nt ernal Revenue Service,
1111 Constitution Avenue, N W,
Washi ngton, D.C. 20224,
CC. DOM CORP: R ( REG- 208299-90) .

Re: Proposed Regul ati ons on
d obal Dealing Operations

Dear Conmmi ssi oner Rossotti:

On behalf of the Securities Industry Association
(“SIA),* this letter responds to the request of the Internal
Revenue Service and the Treasury Departnment for comments on
the proposed Treasury Regul ations addressing the allocation
and sourcing of incone and deducti ons anong taxpayers engaged
in a global dealing operation (herein the *Proposed
Regul ations”).

* SIAis the trade organi zation of the securities industry,
representing nore than 600 st ock brokerage and i nvest nent
banking firnms in the United States and Canada. As a
group, these firnms account for nore than 90 percent of
the securities business in North Anmerica.
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SI A comrends the Treasury and the Service for their
efforts in developing the Proposed Regulations, which
represent a significant step towards rationalizing the tax
treatment of gl obal dealing operations. This is an area in
whi ch cl ear and conprehensi ve gui dance i s greatly needed. The
allocation and sourcing rules <contained in existing
regul ati ons cannot easily be applied to global dealing and, in
sone cases, sinply do not make sense in that context. I n
contrast, the general approach of the Proposed Regul ati ons —
which allocate profits and |osses anbng participants in a
gl obal deal ing operation based on the armi s | ength principles
of Section 482 —is nore consistent with the econom cs of the
business and wth the allocation of profits for non-tax
pur poses.

W are also pleased to see that the Proposed
Regul ations are in many respects consistent with the views
expressed by the Organization for Econom c Cooperation and
Devel opnent (“OECD’) inits recent draft paper on The Taxati on
of G obal Tradi ng of Financial Instrunents (herein, the “OECD
Paper”) and with the rules of other jurisdictions that are
maj or financial centers. In light of +the significant
potential for multiple and therefore prohibitive taxation,
consistent international rules are critically inportant inthe
tax treatnent of global dealing operations. W urge the
Treasury Departnent, therefore, to continue its efforts to
coordi nate the Proposed Regul ations with the tax treatnent of
gl obal dealing operations in other CECD countries.

There are, however, certain aspects of the Proposed
Regul ations that we believe are in need of revision or
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clarification — in part to ensure that the Proposed
Regul ations refl ect the econom cs of gl obal deal i ng operations
and in part to ensure that the Proposed Regul ations are as
consistent as possible with the OECD approach. W have
summari zed these points below and they are discussed in nore
detail in the remainder of this subm ssion

Sunmmary of Comments

1. Capital. W believe that a capital provider
that serves as a counterparty to gl obal dealing transactions
shoul d be treated as a participant and should be allocated a
share of global dealing profit or loss. Further, we believe
that this share of profit or loss is nost appropriately
sourced to the residence of the capital provider, subject to
an anti-abuse rule.

2. Deenmred QBU. We reconmmend that the concept of
a deened BU be renoved fromthe Proposed Regul ations on the
basis that it has no rel evance under our recommended approach
to the treatnent of capital that bears equity-type risk. |If
the deened @QBU concept is retained, we reconmend that
addi tional gui dance be issued on the circunstances in which
the activities of a US. participant in a global dealing
operation will give rise to a deened QBU of a foreign
partici pant and that the Proposed Regul ations include a safe
har bor rul e.
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3. Profit Split Method. We recommend that the
Proposed Regul ations be revised to clarify that the profit

split method may or may not be an appropriate nethod,
depending on the facts and circunstances of a particular
gl obal dealing operation. Further, we strongly urge that the
Treasury Departnment coordinate this and ot her aspects of the
Proposed Regul ations with the approach adopted by the OECD

4. | nt erest Expense. W recommend that interest

expense incurred in a global dealing operation be treated as
an operating expense that reduces net profit or |oss before
that profit or Jloss is allocated under the Proposed
Regul ati ons.

5. Ef fective Date. W recomend t hat taxpayers be

permtted to elect to apply the Proposed Regulations to
t axabl e years begi nning after the date of publication of the
Proposed Regul ations and, in appropriate circunstances, to
prior open years.

6. Techni cal Comments. W have also provided

corments on certain technical aspects of the Proposed
Regul ati ons.
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Di scussi on

1. Treatnent of Capital.

Under the Proposed Regul ations, the provision of
capital —in any form —to a global dealing operation is
treated as a “routine” function and the capital provider is
not treated as a participant (unless it otherw se qualifies as
such by virtue of other activities).* The significance of
this characterizationis that capital nust be conpensated with
an arms length return before any remaining profit
attributable to the global dealing operation is allocated
anong the participants. As aresult, the Proposed Regul ati ons
appear to contenplate that capital will generally receive a
positive return —even in situations where the gl obal dealing
operation generates an overall |oss.**

* We note, however, that the treatnent of capital under the
Proposed Regulations is not clear in certain respects,
and certain substantive rules that are alluded to either
in the preanble or in exanples do not appear to have a
corresponding provision in the text of the Proposed
Regul ations. Therefore, as noted above, we al so suggest
that the treatnent of capital be clarified in a distinct
set of rules that are set forth in the text of the
Proposed Regul ati ons.

** As a possible exception to this general rule, the
Exanpl es set forth in Proposed Regs. 8 1.482-8(e)(8) seem
to inply that capital could in effect be allocated a
share of profit or loss under the total profit split
met hod (though not wunder the residual profit split
met hod) .
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(a) Treatnent of Capital that Bears Equity-Type

Ri sk. W agree with the general approach that capital

furnished to a gl obal dealing operation in the formof a | oan
or guarantee should not be treated as a participant* but
shoul d instead be allocated an appropriate return determ ned
under the rul es of the existing Section 482 regul ations (e.qg.,
t he provi sions of Regs. 8 1.482-2(a) for determ ning an arnmis
length interest rate).** As discussed further bel ow, however,
we believe that this approach is inappropriate in the case of
capital that bears equity-type risk (i.e., market and ot her
busi ness risks). An entity that serves as a counterparty, and
whose capital is exposed directly to equity-type risks, should
be treated as a full participant in the global dealing
operation and allocated an appropriate portion of profit or
| oss.

The preanble to the Proposed Regul ati ons recogni zes
that “an entity that directly bears the risk assuned by a
gl obal dealing operation should be conpensated for that
function.” Yet, as noted above, the Proposed Regul ations
woul d treat a capital provider that bears equity-type risks in

* Prop. Regs. 8 1.482-8(a)(2)(ii)(B). The Proposed
Regul ations also provide explicitly +that <capita
furnished in the formof a guarantee will be treated as

a “routine” contribution for purposes of the profit split
met hod. Prop. Regs. 8 1.482-8(e)(6)(ii).

** The return for the loan or guarantee is sourced in
accordance with the rules of existing law for the
sourcing of interest and guarantee fees, and its status
as effectively connected or non-effectively connected
incone (in the case of a foreign entity) is determ ned
under the existing Section 864 regul ati ons.
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the same manner as a capital provider that bears only credit
risk. This failure to distinguish between the two situations
is inconsistent with economc reality. Capital that assunes
mar ket and business risks is necessarily exposed not only to
the potential for profit but alsoto arisk of loss. It makes
no sense, therefore, to provide that this type of capita
cannot share in any |osses generated by a global dealing
operation and instead nust always be conpensated with a
positive return. An entity that serves as a counterparty in
gl obal dealing transactions, and whose capital bears the risk
of loss fromthose transactions, is as much a participant in
the gl obal dealing operation as an entity that contributes
tradi ng or marketing services. W recomend, therefore, that
t he Proposed Regul ations be revised to provide that an entity
whose capital directly bears the equity-type risks associ ated
with the global dealing operation will be treated as a
partici pant and should therefore be allocated a share of net
profit or loss. The anobunt of this share would be determ ned
under the general principles of the Proposed Regul ations,
e.g., based on conparabl e transactions, by treating capital as
a factor inaprofit split, or by any other econom cally sound
st andar d.

Further, we disagree strongly with the approach
adopted i n the Proposed Regul ati ons for determ ning the source
and effectively connected status of the return that is
all ocated to capital that bears equity-type risk. Under the
Proposed Regul ati ons, the source of this return is determ ned
based on where the capital is “enployed’”, and the principal
factor in making this determnation is where the traders are
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| ocated.* The decision to expose an entity' s capital to the
equity-type risks of a gl obal dealing operation is often nade,
however, by managers located in the hone office of the entity
inthe entity’ s residence jurisdiction, rather than traders or
marketers who may be located in other jurisdictions.
Simlarly, risk managenent and ot her capital -rel ated functions
may or may not be performed in the | ocations where traders or
mar keters are | ocated. G ven these variations anong di fferent
firms’ gl obal dealing operations, we believe that it would be
nost appropriate to source the profit or loss allocated to
capital to the residence jurisdiction of the capital provider.
W note, noreover, that an approach that traces capital to
trader |locations seens inconsistent with the fungibility
notion expressed in Prop. Regs. 8 1.863-3(h)(3)(ii).

We recogni ze that a residence-based sourcing rule
could, in certain circunstances, be subject to abuse —for
exanple, if capital is placed in an entity that is located in
a tax haven jurisdiction and that perfornms no other function
besides serving as a booking |ocation. W recommend,
therefore, that this sourcing rule be coupled with an anti -
abuse rule under which capital would not be sourced on a
resi dence basis where the capital-providing entity perforns
only de mnims functions other than serving as a booking

* This rule is not stated explicitly in the Proposed
Regul ati ons but can be derived fromProp. Regs. § 1.863-
3(h)(v), Exanple (3)(vi). The Preanble to the Proposed
Regul ations states that this sourcing principle applies
where a taxpayer directly bears risk arising from the
conduct of a gl obal dealing operation, such as when it
acts as a counterparty w thout perform ng other gl obal
deal i ng functi ons.
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| ocation. W would like to discuss with you the appropriate
features of such a rule but, as a prelimnary matter, we
suggest that this determ nati on be nade based upon all of the
facts and ci rcunstances, and that rel evant factors include the
extent to which certain functions related to capital
managenent, such as risk managenent and credit analysis, are
performed in that entity.

Finally, we note that the approach adopted in the
Proposed Regul ations for capital that bears equity-type risk
departs significantly from the approach used by a nunber of
other major countries for allocating the incone generated by
gl obal dealing operations. Such a significant departure wll
al nost certainly result inmultiple taxation of this incone in
a substantial nunmber of cases. For this reason, we believe
that it is critical that the Proposed Regul ati ons be revised
to adopt the approach outlined above. Not only is this
approach nore consistent with the econom cs of the business,
but it is also nore consistent with the approach followed in
ot her jurisdictions.

(b) Oher Coments on the Treatnent of Capital
G ven the inportance and the inherent conplexity of this

subj ect, we recomend that the rules relating to capital be
stated nore explicitly in the text of the Proposed Regul ati ons
in a set of provisions dealing directly with the treatnent of
capital. W suggest also that those provisions set forth a
definition of the term “capital” and exanples of different
forms in which it my be provided to a global dealing
oper ati on.



Conmi ssi oner Charl es Rossotti -10-

Further, while we agree that it is appropriate to
apply the rules of existing lawin determ ning the source and
effectively connected status of conpensation received for a
| oan or guarantee, we note that existing lawis not entirely
clear — particularly with respect to the treatnent of
guarantee fees. Wil e Bank of Anerica* provi des sonme gui dance

with respect to the treatnent for sourcing purposes, the
existing rules for determning effectively connected incone
and subpart F income do not clearly address guarantee fees.
W recommend, therefore, that additional guidance on these
subj ects be provided i n regul ati ons under the appropri ate Code
secti ons.

Finally, the Proposed Regul ati ons contenpl ate that
capital is to be treated as fungible within a single |ega
entity, i.e., as supporting all of the entity s transactions
regardl ess of where those transactions are booked.** Thus,
the Proposed Regulations provide that the paynent of a
guarantee fee by one branch of a legal entity to another
branch woul d be i nappropriate and will be disregarded. *** W
agree that this rule nmakes sense in relation to capital
provided in the formof credit support. W also believe that
t he resi dence- based sourci ng approach that we recommend above
with respect to capital that bears equity-type risk is
consistent wwth this fungibility principle.

* Bank of Anerica v. United States, 680 F.2d 142 (C. d.
1982)

**  Prop. Regs. § 1.863-3(h)(3)(ii).

* k% % |d
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2. Deened Qualified Business Unit.

Proposed Regulations Section 1.863-3(h)(3)(iv)
provi des that, for purposes of the rul es governing the source
and effectively connected status of gl obal dealing profits, a
qualified business unit shall include a U. S. trade or business
that is deened to exist because of the activities of a
dependent agent in the United States (a “deened QBU').*

Al t hough the Proposed Regul ati ons do not state this
explicitly, it appears that the principal significance of a
deened (BU relates to the treatnent of capital. As discussed
above, we believe that the rules relating to capital that
bears equity-type risk should be revised and, under the
approach that we recommend, the concept of a deemed QBU woul d
be unnecessary. Accordingly, we recommend that the provisions
of the Proposed Regulations relating to deenmed @BUs be
elimnated and that the allocation and sourcing rules of the
Proposed Regulations apply solely with respect to |egal
entities and actual branches. [|f the deemed BU concept is
not elimnated, then we strongly urge that the circunstances
in which a deened @BU wi Il arise be clarified and that a safe
harbor rul e be added to the Proposed Regul ati ons.

(a) Relationshipto Treatnent of Capital. Exanple
(3) of Prop. Regs. 8 1.863-3(h)(3)(v) provides the only
illustration in the Proposed Regul ati ons of the function of a

deened @BU. Based on that Exanple, it appears that the

* A deenmed BU may exi st without regard to the books and
records requirement of Regs. 8 1.989(a)-1(b).



Conmi ssi oner Charl es Rossotti -12-

princi pal rel evance of the existence of a deened BU arises in
connection with the sourcing of areturn on capital that bears
equity-type risk. Thus, where an entity that provides risk-
bearing capital to a gl obal dealing operation has a deemed QBU
outside its residence country, the Exanple requires that a
portion of the return that is attributed to the capital be
all ocated to the deemed QBU. \Wiere the capital provider is
foreign and the deened BU is in the United States, this
allocation results in treatnment of a portion of the capital
return as U S. source effectively connected incone.

Exanple (3) illustrates this approach i n the context
of the profit split nethod. In the Exanple, a U K conpany
(P) and its U. S. and Japanese subsidiaries (USsub and Jsub)
conduct a gl obal dealing operation, and P is deened to have a
US. QBUDby virtue of the activities of USsub on its behal f.
The Exanple sets forth a three-step all ocation procedure:

(1) In Step One, routine functions —includi ng for
this purpose P's assunption of risk as a counterparty —nust
be identified and conpensated with an arnis length return
The Exanple allocates $40 to P in Step One.

(i) In Step Two, the residual profit from the
gl obal dealing operation is allocated anong the three
participants using a nmulti-factor fornula that reflects the
rel ative values of their non-routine contributions. P is
al l ocated $48 of the residual profit in this Step.

(tit) Finally, in Step Three, the return all ocated
to Pin Step One for the provision of capital is reall ocated
to the locations where the capital is considered to be
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enpl oyed. The Exanple indicates that this determnation is
made based on where the traders are |located, with the result
that a portion of PPs $40 return on capital is re-allocated to
P's deenmed U S. QBU

As noted above, Exanple (3) represents the only
gui dance included in the Proposed Regul ations regarding the
function of a deened QBU. In the Exanple, the only rel evance
that P's deenmed U S. QU appears to have relates to the
requi renment that P s return on capital be reallocated in Step
Three anong P’ s tradi ng | ocati ons —one of which is the deened
BU that exists by virtue of USsub’s trading activities. The
deened (BU appears to be irrelevant in Step Two, in which the
residual profit (i.e., after reduction by the return on
capital) is allocated anpbng the various U S. and foreign
participants. In particular, the deened QBUis not treated as
a separate participant for this purpose (although presumably
an actual QBU could be treated as a participant in Step Two).
Mor eover, the residual profit that is allocated to Pin Step
Two ($48) is not reallocated in Step Three to P's deened QBU
Thus, it woul d appear that the only function of the deenmed QBU
is to attract a share of the $40 return on capital that is
all ocated to Pin Step One.

As di scussed above, we believe that capital that
bears equity-type risk should be treated as |ocated in the
residence country of the capital provider. Under this
approach, there would be no need for the reallocation
contenpl ated by Step Three of Exanple (3) and thus no role for
the deemed BU. Further, it is not entirely clear under the
Proposed Regul ati ons what ot her function the deened QBU m ght
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serve. We recommend, therefore, that the Proposed Regul ati ons
be revised to elimnate the references to a deemed BU and
that Exanple (3) be revised accordingly.

(b) Safe Harbor Rule. If the deened QBU concept is
not elimnated, as we recommend, then (i) clarification is

needed regardi ng the circunstances in which a deened QBU wi | |
be considered to arise and (ii) a safe harbor rule is clearly
war r ant ed.

Application of the deenmed QBU rules will be quite
difficult as a practical nmatter and may have punitive and
uni ntended results. This is because the circunstances in
whi ch a foreign participant in a global dealing operation w ||
be deened to have a U S. BU are for the nost part unclear.
Mor eover, the consequences to a foreign participant of being
deened to have a BU are quite significant and are likely to
be unexpected — particularly where the foreign participant
does not have an actual branch in the United States. Not only
will any incone that is attributed to the deened U S. QBU be
subj ect to net basis U S. taxation, but the branch profits and
excess interest taxes of Section 884 may al so apply and the
foreign participant will be required to file its owm U S
incone tax returns. Failure to file atax return may lead to
t he di sal | owance of deductions in conputing taxabl e i nconme and
potenti al exposure to penalties under Section 6114. Further,
to the extent that other jurisdictions do not follow this
approach, U S. tax inposed on incone attributed to a deened
QBU may be ineligible for credit or other relief in the
participant’s residence jurisdiction (e.g., because the
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residence jurisdiction treats the inconme on which U S. tax is
i nposed as donestic source). At the sane tine, the fact that
the income is treated as U. S. source under the Proposed
Regul ations would simlarly limt the participant’s ability to
credit residence country tax against its U S tax liability,
with the result that the income is subject to multiple
t axati on.

Yet, it will be difficult in nost cases for a
foreign participant in a gl obal dealing operation to determ ne
whether it has a deenmed U S. BU and thus whether it 1is
required to file areturn. The Proposed Regul ati ons appear to
indicate that U S. marketing activities undertaken by a U S
partici pant on behalf of a foreign participant can result in
t he exi stence of a deened BU where those activities are “non-
routine”. The circunmstances in which marketing wll be
consi dered non-routine are not entirely clear, however, under
the Proposed Regul ati ons. Moreover, the treatnent of non-
routine marketing activities is beyond the scope of the
existing rules under Regs. § 1.864-7(d) and the Permanent
Establi shnent article of nbst incone tax treaties. The
application of the existing rules is |likewi se unclear with
respect to other aspects of a gl obal dealing operation, and
there is little authority generally in the context of
financi al businesses.

For exanpl e, the Proposed Regul ati ons indi cate that
a US. participant that has (and presunably “habitually
exercises”) the authority to enter into contracts in the nane
of a foreign participant wll be treated as a deenmed BU of
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the foreign participant.* In the context of a global dealing
operation, however, a U S. participant may have varying
degrees of authority to contract on behalf of an affiliate.
Wiile a U S. participant with unlimted contractual authority
may clearly constitute a QBU, it is not obvious that a U S
participant with nore |[imted authority —for exanple, the
authority to execute contracts during certain tine periods
(e.g., when the mrkets are <closed in the foreign
participant’s jurisdictions) or wwthincertainlimted pricing
paraneters —would qualify as a deenmed BU under the existing
rules. In fact, simlar questions can be asked about nearly
any function that is part of a global dealing operation,
depending on its inportance to the operation and the manner in
which it is conducted.

It isinportant, therefore, that cl earer gui dance be
publ i shed on the circunstances i n which functions perforned by
a US participant in a global dealing operation will result
in a deemred BU for one or nore foreign participants. As a
procedural matter, it would seem nost appropriate to address
this subject in regulations that woul d be i ssued under Secti on
864. Further, while we recogni ze that resol ving these i ssues
will require a considerable effort on the part of Treasury and
Service personnel, we believe that this guidance should be
made a high priority so that it can be inplenented as soon as
possi bl e in conjunction w th final global dealing Regul ati ons.

* Prop. Regs. 8 1.863-3(h)(3)(vi), Exanmple (3)(ii). This
conclusion is presunably based on Regs. § 1.864-7(d) and
Article 5, paragraph (4) of the U S -U K incone tax
treaty.
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As a substantive matter, we strongly recomrend t hat
t he Proposed Regul ations be revised in two respects. First,
t he Proposed Regul ati ons should clarify that the exi stence of
a deened QBU will be determ ned based on all of the rel evant
facts and circunstances, including in circunstances where a
U S. participant has the authority to execute contracts on
behalf of a foreign participant. Second, the Proposed
Regul ations should include a safe harbor rule under which a
deened QBU woul d not be considered to exist where either (i)
a UsS participant perforns only alimted range of activities
on behal f of foreign participants (such as de mnims routine
or non-routine marketing activities), or executes contracts
only in I|imted circunstances,* and receives adequate
conpensation in either case in the form of a fee for such
services or (ii) the portion of the total profit from the
gl obal deal i ng operation that woul d ot herw se be all ocated to
the deened QBU for the taxable year is | ower than 20% A safe
harbor rule of this type would greatly facilitate both
t axpayer conpliance with the Proposed Regul ations and their
adm ni stration by the Service. Particularly in the case where
multiple foreign jurisdictions are involved in a gl obal
dealing operation, the possibility that a single US.
participant may constitute multiple deened BUs, with each
being allocated a relatively mnor portion of the gl obal

* This should not be limted to circunstances in which the
US. participant has authority while the foreign
participant is closed for business, but should also
include cases where the U S. participant can execute
contracts within certain clearly defined risk or credit
limts.
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dealing profits yet being required to file a separate tax
return, represents a significant and unnecessary
adm ni strative burden

Finally, we recommend that the Treasury and the
Service also consider in this context a provision that a
foreign participant will not be deened to have a U S. QBU in
ci rcunst ances where t he exi stence of an actual branch woul d be
unlawful . For both U S. and foreign regul atory reasons, U.S. -
based securities firnms generally separate their U S. and
foreign operations in different US. and foreign |egal
entities. In practice it is rare that a foreign subsidiary
woul d have an actual U.S. branch, and in certain cases foreign
subsidiaries of a U S. securities firmmy not be permtted to
conduct business in the United States. In this situation, it
woul d seem particularly inappropriate to treat a foreign
subsidiary as though it were conducting a U S. business
through a deemed U.S. branch. In a nunber of anal ogous
si tuati ons, the ~courts have recognized that it is
i nappropriate to allocate income under Section 482 to an
entity that could not lawfully earn that incone itself.* It
woul d be consistent with this line of authority to concl ude
that a foreign participant in a global dealing operation that
could not legally establish an actual branch in the United
States will not be deenmed to have a U. S. QBU by virtue of the
activities of a U S. participant.

* See, e.d., Comm ssioner v. First Security Bank of U ah,
N.A , 405 U S. 394 (1972); Texaco, Inc. v. Conm Ssioner,
98 F. 3d 825 (5th Gir. 1996); The Procter & Ganbl e Conpany
v. Comm ssioner, 961 F.2d 1255 (6th Cr. 1992).
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3. Profit Split Method.

(a) Application of Best Method Rule. The Proposed
Regul ations require that taxpayers apply the “best nethod”

rule of Regs. 8 1.482-1(c) in determ ning the nost appropriate
pricing methodology for a global dealing operation, taking
into account all of the facts and circunstances of the
taxpayer's particular situation. Consistent with the “best
met hod” rule, the Proposed Regul ations do not establish an
explicit priority of pricing nethods. In addition, the
Proposed Regul ati ons do not require that any specific pricing
met hod be applied in connection with a particular trading
structure, such as those commonly referred to as the “separate
enterprise”, “natural hone”, “centralized product nanagenent”
or “integrated tradi ng” nodels. The Proposed Regul ati ons do,
however, identify certain types of transactions that may be
priced in accordance with a particular nmethod. *

We are concerned that the Proposed Regul ati ons at
| east appear to inply that the circunstances in which
transactional pricing nmethods —specifically, the conparable
uncontrol l ed financial transaction (CUFT) net hod and t he gross
margin and gross markup nethods — are appropriate are
relatively limted and that the profit split nethod wll be
the “best nethod” in a fairly broad range of circunstances.
To the contrary , we believe that the profit split method wll
often be the | east appropriate method, particularly in the

* For exanple, Prop. Regs. 8§ 1.482-8(d)(1) provides that
t he gross mar kup net hod may be used to establish an armi s
length price for a transaction in which a participant
purchases a debt or equity instrunment froman unrel ated
party and sells the instrument to a related party.
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context of a global dealing operation that follows the
“centralized product managenent” or “separate enterprise”’
structural nodels.* These structural nodels typically involve
readily identifiable transactions between related entities or
business units that resenble comon transactions and
rel ati onships anong wunaffiliated parties. Accordi ngly,
tradi ng operations that are conducted in this manner may not
be likely candidates for profit split pricing as such
transactions can nore properly be handled through fee
arrangenments that generally fall within the scope of other
sections of the Section 482 regul ati ons.

Therefore, we urge that the Proposed Regul ati ons be
revised to state explicitly that the profit split method may
or may not be the “best nethod” for any type of gl obal
deal i ng operati on, dependi ng upon the facts and ci rcunst ances.
Al though the preanble to the Proposed Regul ati ons does note
that the profit split method is expected to apply in cases
where the structure of a gl obal dealing operation “nmay nake it
difficult toapply atraditional transactional nethod”, we are
concerned that this statenent is not sufficiently clear to
ensure that taxpayers will not be inappropriately forced to
apply the profit split nmethod on audit. Moreover, a statenent
contained only in the preanble to the Proposed Regul ations
clearly lacks the legal effect of a textual provision.

W note, noreover, that such a statenment would be
consistent with the conclusions set forth in the OECD Paper,
whi ch enphasizes repeatedly a strong preference for

* These nodels are described in the CECD Paper at 1Y 54
t hrough 61.
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transactional pricing nethods and characterizes the profit
split method as a nethod of “last resort”.* An explicit
statenent in the Proposed Regul ati ons acknow edgi ng that the
applicability of the profit split nmethod depends on a
taxpayer’s particular facts and circunstances would thus
enhance to a neani ngful degree the coordination of the U S
rules with international rules governing the taxation of
gl obal dealing operations. Al t hough such a statenent may
depart to sonme extent fromthe general approach of the Section
482 Regul ations, we believe that it is warranted in this
context by the especially high likelihood of nmultiple taxation
in the absence of coordinated international rules.

(b) Technical Comments. W have several techni cal

cooments on the description of the profit split nethod
provided in the Proposed Regul ations. First, we recomrend
that the Proposed Regul ati ons provide additional gui dance on
the various factors that may be acceptable for inclusion in a
profit split formula. The Proposed Regul ati ons nmention only
t he use of trader conpensation and, in this respect, are nuch
nore limted than Notice 94-40. In viewof the critical role
that selection of appropriate factors plays in the proper
application of this nethod, it would be very useful for the
Proposed Regul ations to provi de addi ti onal exanpl es of factors
that may be appropriate in various circunstances.

Simlarly, we recommend that the Proposed
Regul ations provide additional exanples of the types of

* See, e.g., CECD Paper at 919 128, 132-134, 165, 172.
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functions that will be considered “routine” and therefore
excl uded when applying the residual profit split nmethod. 1In
particular, it is not clear under the Proposed Regul ations
what types of marketing activities m ght cause a sal esperson
to cross the line fromroutine to non-routine. Presumably, a
mar keter that works closely with a trader to devel op a uni que
product for a particular custonmer should be treated as
perform ng a non-routine function. Were the marketer works
with the trader to customze a common type of transaction

however, the characterization of the marketing function is not
cl ear. G ven the inportance of the distinction, it would be
useful for the Proposed Regulations to provide additional
gui dance on this point.

Finally, we suggest that the Proposed Regul ations
provi de further gui dance on the types of expenses that should
be treated as “operating expenses” which are subtracted from
gross profit in conputing operating profit and loss. As a
starting point, we reconmend that expenses which are treated
as attributable to the gl obal dealing operation for financial
reporting purposes generally be so treated under the profit
split nethod.

4. Al l ocation of Interest Expense.

The Proposed Regulations do not apply to the
al l ocation of interest expense. Rat her, interest expense
incurred in a global dealing operation is allocated
exclusively under the rules provided in Regs. 8 1.882-5 (in
the case of interest expense incurred by a foreign
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corporation) or Regs. 8 1.861 -9T through - 12T (in the case
of interest expense incurred by a U S. corporation).

We are concerned that, particularly in the case of
a US. corporation, the lack of coordination between the
interest allocation rules and the Proposed Regulations is
al nost certaintoresult in a determnation of net profit for
a gl obal dealing operation that bears little resenblance to
economc reality. This is because the Proposed Regul ations
may require that profits from global dealing (determ ned
before the all ocation of interest expense) be all ocated either
froma U S. participant to a foreign participant, or vice
versa - without regard to the location in which the profit is
ot herwi se booked - while the regul ati ons under Section 864(e)
do not permt a corresponding allocation of the related
i nterest expense from one participant to another. Interest
expense, and expenses that are treated as equivalent to
interest and are thus al so subject to allocation under Section
861, are so significant a conponent of the net profit of any
gl obal dealing operation that the inability to all ocate these
expenses in a manner that matches the allocation of the
related inconme wll in many cases result in serious
distortions. For exanple, where a global dealing operation
involves both US. and foreign corporations, but all

transacti ons —including borrowi ngs —are booked in a single
foreign corporation, profits attributable to the operation
will be allocated anpbng the various US. and foreign
corporations but all interest expense will remain in the

foreign corporation that is the booking location. Cearly,
the amount of net profit, after interest expense, that is
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all ocated to each of the participants will be either too high
(in the case of the non-booking | ocations) or too low (in the
case of the booking |ocation).*

The Preanbl e to the Proposed Regul ati ons states that
the Internal Revenue Service anticipates issuing proposed
regul ati ons under Section 861 that provide rul es adopting the
significant principles of the proposed regulations under
Sections 882 and 884. These proposed regul ati ons provide for
the determination of U S. assets and liabilities, and the
all ocation of interest expense to a U S. branch of a foreign
corporation, in cases where a foreign corporation that is a
deal er under Section 475 has assets that produce both
effectively connected and non-effectively connected incone.
As we understand it, anal ogous rules in the context of Section
864(e) woul d provide for the treatnment of assets attributable
to the global dealing operation of a U 'S corporation as
partially U'S. source and partially foreign source by

* For exanple, suppose that a global dealing operation
conducted by a U. S. participant and a foreign partici pant
earns $200 of gross profit and incurs $100 of interest
expense, all of which is booked in the foreign
partici pant. Suppose also that the profit split nethod
is applied and that the rel evant factors i ndicate a 50-50
split between the participants. |If interest expense is
taken i nto account for purposes of the profit split, then
$100 of net profit will be allocated $50 to the U S
participant and $50 to the U K. participant. Under the
Proposed Regul ati ons, however, the U.S. partici pant woul d
effectively be allocated $100 of profit ($100 of gross
profit mnus $0 of interest expense), and the U K
partici pant would be allocated $0 ($100 of gross profit
m nus $100 of interest expense).
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reference to the allocation of global dealing profit to U S
and foreign QBUs of the U. S. corporation.

Wil e we believe that regul ations of this type woul d
certainly be useful, they will only partially elimnate the
potential for distortion because they will not permt the
all ocation of interest expense to an entity other than the
entity in which the interest expense is booked. In order to
elimnate fully the potential for distortion, interest expense
incurred in a global dealing operation nust be taken into
account as an operati ng expense that reduces the net profit or
| oss to be allocated under the Proposed Regul ati ons.

We recognize that the Section 864(e) regul ations
generally follow a “water's edge fungibility” approach that
di stingui shes between i nterest expense booked in donestic and
foreign entities. W urge the Treasury and the Service to
consider, however, whether a limted exception to that
approach in relation to gl obal dealing operations would fal
wi thin the scope of the Treasury's regul atory authority under
Section 864(e)(7), Section 482 and subpart F. In this regard,
we note that the Treasury’s regulatory authority under these
Code provisions is quite broad and generally extends to the
devel opnment of rules that are necessary or appropriate to
carry out the purposes of the statutory provisions. Section
482 in particular grants the Treasury regulatory authority to
al l ocate gross i nconme and deducti ons as necessary in order to
reflect clearly the i ncome of rel ated organi zati ons, trades or
busi nesses. W believe that the inclusion of interest expense
wi thin the scope of the Proposed Regul ations would fall within
the scope of this authority, and we respectfully submt that
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regul ati ons which do not appropriately take into account the
i nterest expense incurred in gl obal dealing operations do not
“clearly reflect incone” within the neaning of Section 482.

| f the Proposed Regul ations are revised to take into
account interest expense, it will be necessary to take into
account the fact that prevailing interest rates may vary
across trading locations and in different currencies. For
t hat reason, we do not believe that it would be appropriate to
treat all of the interest expense incurred in a gl obal dealing
operation as fungible within the global book. A conmpl ete
fungibility approach <could have the effect in nany
circunstances of allocating either nore or |ess interest
expense to a particular trading | ocation than is necessary to
fund that |location’s activities.

The best approach, we believe, would be to apply a
“mat ched fundi ng” nethodol ogy under which interest expense
woul d be all ocated to the portfolio of transactions within the
gl obal book that is funded wth the associated debt
obligations. Securities dealers that engage i n gl obal dealing
activities generally maintain their books and records on a
mat ched funding basis in order to determ ne profit and | oss
for managenent accounting and other non-tax purposes. W
believe, therefore, that it would not be difficult to match
itens of interest expense to particular trading |ocations and
transactions in particular currencies. After interest expense
was matched to the appropriate portfolio, the net profit or
| oss fromthat portfolio would be all ocated under the Proposed
Regul ati ons.
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As an alternative, all of the interest expense
incurred in the global dealing operation could be applied
against the gross profit from the global book. If this
approach were adopted, however, we believe that it would be
necessary for the allocation nethodol ogy to take into account
interest rate differentials across currencies. For exanple,
under a “separate currency pools”* type of approach, interest
expense denomnated in a particular currency could be
allocated to the gross profit fromtransacti ons denom nated in
that sanme currency. Only the net profit in each currency
woul d be translated into dollars (or other rel evant functi onal
currency) and all ocated under the Proposed Regul ati ons anong
the appropriate participants, i.e., the participants that
engaged in the transactions in that currency pool.

Finally, we urge that any regul ati ons issued under
Section 861 with application to gl obal dealing operations be
issued in proposed formto allow sufficient opportunity for
public conment. Recogni zing that this my nmean that the
Proposed Regul ations are nade effective in advance of the
Section 861 regulations, we suggest that consideration be
given to permtting elective application of any proposed
Section 861 regulations during the period prior to their
finalization.

5. Ef fecti ve Date.

As not ed above, the tax treatnent of gl obal dealing
operations is quite uncertain in many respects under the

* See Regs. § 1.882-5(e).
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exi sting Regul ations. Although sone taxpayers nmay be able to
achi eve greater certainty by entering into an advance pri ci ng
agreenent (APA), the APA process was never intended as a
general solution and has not served that function. The
Proposed Regul ati ons are thus a wel cone step towards resol ving
t he exi sting uncertainties.

The Proposed Regulations are proposed to be
effective, however, only for taxabl e years begi nning after the
date on which they are published in final form G ven the
i nherent conplexity of these regul ations and their inportance
to the financial conmmunity, we expect that the Treasury and
the Service will receive a substantial nunber of comments on
t he Proposed Regul ations and that finalization will require a
considerable period of tine. As a result, final Regulations
may not be effective until the year 2000 for cal endar year
t axpayers (assum ng final Regul ati ons are not published until
sonetime during 1999).

We understand that, inlight of these circunstances,
Treasury and the Service are considering whether to permt
retroactive or tenporary application of the Proposed
Regul ati ons. In our view, it would be appropriate for
Treasury and the Service to permt taxpayers to elect to apply
the Proposed Regul ations, in their current form for taxable
years beginning after the date on which the Proposed
Regul ati ons were publi shed. Consi deration should also be
given to permtting retroactive application to prior taxable
years that have not been closed. Elective application would
bring wel cone relief to taxpayers that may ot herw se be forced
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to live through two nore years of uncertainty and exposure to
mul tiple taxation.

W not e that ot hers have suggested that the Treasury
and Service consider the re-issuance of the Proposed
Regul ati ons as Tenporary Regul ati ons that woul d be applicable
to all taxpayers, wthout exception, for taxable years
begi nning after the date of re-issuance. Wile we understand
the argunments in favor of this approach, we are concerned t hat
it would have disparate effects on different classes of
taxpayers that are affected disproportionately by various
aspects of the Proposed Regul ations. For exanple, banks and
other institutions that conduct business in branch formwl|
clearly benefit from the treatnent of i nter-branch
transacti ons under the Proposed Regul ations. This aspect of
t he Proposed Regul ations is of | esser practical significance,
however, to securities firnms that conduct business in
subsidiary form On the other hand, securities firms and
other U S. financial institutions that conduct foreign
business through foreign subsidiaries are particularly
affected by the uncertainties that remain in the Proposed
Regul ations with regard to the circunstances in which a
foreign subsidiary nmay be deemed to have a U S. branch or
per manent establishnent.

Inlight of this potential for disparate effects, we
believe that el ective application is the better approach. To
guard agai nst the possibility of “cherrypicking”, the ability
to elect to apply the Proposed Regulations could be
conditioned on their applicationto all of a taxpayer's gl obal
dealing operations, i.e., a taxpayer (determ ned on an
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affiliated group basis) would not be able to apply the
Proposed Regulations to its global dealings in one type of
financi al product, but not to its dealings in other financial
products. In addition, the el ection could be conditioned upon
reasonabl e substantiation of the taxpayer’s results, taking
into account the absence of guidance at present regarding
docunent ati on requirenents.

Finally, we note that any such election would

presumabl y be avail able just for a short period of tine, i.e.,
until the Proposed Regulations are finalized, so that the
revenue i npact of the election, if any, would be limted. 1In

this regard, we believe that the decision to elect the
Proposed Regul ations would be driven in nobst cases by the
desire for greater certainty and the taxpayer’s ability to
nmeet substantiation requirenents —and not by any desire to
achieve nore favorable tax results. W note, noreover, that
the Service itself will benefit in the audit context from a
t axpayer’s el ection to apply the Proposed Regul ati ons, because
the applicable rules will be clearer and the results will be
nore consistent wth the government’s views regarding the
appropriate treatnment of global dealing operations.

6. O her Comments.

W also have the following technical comments on
certain aspects of the Proposed Regul ati ons.

(a) Commodities futures and options. W believe

that it would be appropriate for the Proposed Regul ations to
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be extended to global dealing operations in comodities
futures and options. W are not aware of any particular
di stinctions between dealing operations in these instrunents
and deal i ng operations in other types of financial instrunents
that would warrant different treatnent under Section 482.

(b) Treatnment of proprietary activities. Under
Prop. Reg. 8 1.482-8(a)(2)(i), the taking of proprietary
positions is not included within the definition of a gl obal

deal i ng operation unless those positions are entered into by
a regul ar dealer in securitiesinits capacity as such. Wile
we agree that it would be inappropriate to include taxpayers
(such as hedge funds) that do not engage in custoner
transactions within the scope of the Proposed Regul ati ons, we
are concerned that the exclusion of non-custoner proprietary
positions taken by securities dealers may raise difficult
conpliance i ssues because it is often the case that securities
positions are sold from a dealer’s inventory book to its
proprietary book, or vice versa. Under these circunstances,
it will be difficult to determne whether a particular
position is appropriately treated as a custoner or non-
custoner transaction for purposes of the Proposed Regul ati ons.
Further, to the extent that a securities dealer is conducting
proprietary trading through nmultiple trading |ocations, the
income allocation principles set forth in the Proposed
Regul ations will often be nore appropriate than the rul es of
existing |l aw or other possible alternatives.* W recomrend,

* In the absence of the Proposed Regulations, it is not
(conti nued. ..)
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therefore, that a taxpayer that is otherw se a regul ar deal er
in securities be permtted to elect to include all of its
proprietary trading activities within the scope of the
Proposed Regul ations. This election would be applied on an
affiliated group basis.

(c) Risk transfer agreenents. W request that the
Proposed Regulations be clarified to state that a risk

transfer agreenent entered into between two branches of the
sane legal entity will be respected for Federal income tax
pur poses, even if the transaction does not involve different
functional currencies or the allocation of inconme to nore than
one jurisdiction. The Proposed Regul ations define a “risk
transfer agreenent” to nmean a transfer of risk “between two
qual i fied business units ... of the sane taxpayer” that neets
certain conditions. Under current |law, the concept of a BU
generally refers only to a branch or division that has a
di stinct functional currency or |ocation. The provisions of
t he Proposed Regul ations relating to risk transfer agreenents
presumably are also intended to apply, however, in situations
where such an agreenent is entered into between two divisions
that are located within the sane branch of a participant, or
bet ween two branches that use the sane functional currency.

*(...continued)
entirely clear how proprietary trading activities would
be treated under the existing Section 482 regul ations.
Further, the “all or nothing” material participation
rul es of the existing Section 864 regul ati ons woul d seem
as inappropriate in this context as in the context of
deal i ng operati ons.
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We recommend, therefore, that this point be clarified to
preclude the possibility that any negative inference m ght be
drawn fromthe contexts in which the QU concept i s used under
current | aw.

(d) Statistical nethods. Prop. Regs. § 1.482-
8(a)(4)(iii) provides that the district director nay adjust a

taxpayer's results wunder a pricing nethod applied on a
transacti on-by-transaction basis if a “valid statistical
anal ysi s” denonstrates that the taxpayer's controlled prices,
when anal yzed on an aggregate basis, provide results that are
not arms | ength. W recommend that the Service provide
addi ti onal guidance - perhaps in the form of a notice or
revenue procedure - regarding the statistical nmethods that it
intends to apply for these purposes. |n any given situation,
nmore than one nethodology may be viewed by qualified
statisticians as a “valid’ statistical analysis. Thus, we
believe it would be appropriate for the Service to provide
nore gui dance on the intended neaning of this term so that
t axpayers can antici pate the approach that will be fol |l owed by
the Service on audit. Further, where a taxpayer has enpl oyed
a met hodol ogy that woul d reasonably be considered as “valid”
in its particular circunstances, we do not believe that an
audi tor should be authorized to apply a different nethodol ogy
in order to adjust the taxpayer's results nerely because that
ot her nmethod woul d al so be considered a “valid” statistical
anal ysi s.
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Pl ease do not hesitate to contact the undersigned
Wi th any questions regarding the foregoing. SIA wuld welcone
the opportunity to work with the staff of the Treasury
Depart ment and I nternal Revenue Service on finalization of the
Proposed Regul ati ons.

Si ncerely yours,

Ant hony J. Cetta

Chai rman, Committee on
Federal Taxati on
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