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applies to taxable years beginning on
or after January 1, 1995.

(j) Section 1.475(c)-2 (concerning the
definition of security) applies to tax-
able years ending on or after December
31, 1993. By its terms, however,
§1.475(c)-2(a)(3) applies only to residual
interests or to interests or arrange-
ments that are acquired on or after
January 4, 1995; and the integrated
transactions that are referred to in
§§1.475(c)-2(a)(2) and 1.475(c)-2(b) exist
only after August 13, 1996 (the effective
date of §1.1275-6).

(k) Section 1.475(d)-1 (concerning the
character of gain or loss) applies to
taxable years ending on or after De-
cember 31, 1993.

[T.D. 8700, 61 FR 67725, Dec. 24, 1996. Redesig-
nated and amended by T.D. 9328, 72 FR 32181,
June 12, 2007; T.D. 9849, 84 FR 9235, Mar. 14,
2019]

ADJUSTMENTS

§1.481-1 Adjustments in general.

(a)(1) Section 481 prescribes the rules
to be followed in computing taxable in-
come in cases where the taxable in-
come of the taxpayer is computed
under a method of accounting different
from that under which the taxable in-
come was previously computed. A
change in method of accounting to
which section 481 applies includes a
change in the over-all method of ac-
counting for gross income or deduc-
tions, or a change in the treatment of
a material item. For rules relating to
changes in methods of accounting, see
section 446(e) and paragraph (e) of
§1.446-1. In computing taxable income
for the taxable year of the change,
there shall be taken into account those
adjustments which are determined to
be necessary solely by reason of such
change in order to prevent amounts
from being duplicated or omitted. The
‘“year of the change’” is the taxable
year for which the taxable income of
the taxpayer is computed under a
method of accounting different from
that used for the preceding taxable
year.

(2) Unless the adjustments are attrib-
utable to a change in method of ac-
counting initiated by the taxpayer, no
part of the adjustments required by
subparagraph (1) of this paragraph

§1.481-1

shall be based on amounts which were
taken into account in computing in-
come (or which should have been taken
into account had the new method of ac-
counting been used) for taxable years
beginning before January 1, 1954, or
ending before August 17, 1954 (herein-
after referred to as pre-1954 years).

(b) The adjustments specified in sec-
tion 481(a) and this section shall take
into account inventories, accounts re-
ceivable, accounts payable, and any
other item determined to be necessary
in order to prevent amounts from being
duplicated or omitted.

(c)(1) The term ‘‘adjustments’, as
used in section 481, has reference to the
net amount of the adjustments re-
quired by section 481(a) and paragraph
(b) of this section. In the case of a
change in the over-all method of ac-
counting, such as from the cash re-
ceipts and disbursements method to an
accrual method, the term ‘‘net amount
of the adjustments’” means the consoli-
dation of adjustments (whether the
amounts thereof represent increases or
decreases in items of income or deduc-
tions) arising with respect to balances
in various accounts, such as inventory,
accounts receivable, and accounts pay-
able, at the beginning of the taxable
year of the change in method of ac-
counting. With respect to the portion
of the adjustments attributable to pre-
1954 years, it is immaterial that the
same items or class of items with re-
spect to which adjustments would have
to be made (for the first taxable year
to which section 481 applies) do not
exist at the time the actual change in
method of accounting occurs. For pur-
poses of section 481, only the net dollar
balance is to be taken into account. In
the case of a change in the treatment
of a single material item, the amount
of the adjustment shall be determined
with reference only to the net dollar
balances in that particular account.

(2) If a change in method of account-
ing is voluntary (i.e., initiated by the
taxpayer), the entire amount of the ad-
justments required by section 481(a) is
generally taken into account in com-
puting taxable income in the taxable
year of the change, regardless of
whether the adjustments increase or
decrease taxable income. See, however,
§§1.446-1(e)(3) and 1.481-4 which provide
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that the Commissioner may prescribe
the taxable year or years in which the
adjustments are taken into account.

(3) If the change in method of ac-
counting is involuntary (i.e., not initi-
ated by the taxpayer), then only the
amount of the adjustments required by
section 481(a) that is attributable to
taxable years beginning after Decem-
ber 31, 1953, and ending after August 16,
1954, (hereinafter referred to as post-
1953 years) is taken into account. This
amount is generally taken into ac-
count in computing taxable income in
the taxable year of the change, regard-
less of whether the adjustments in-
crease or decrease taxable income. See,
however, §§1.446-1(e)(3) and 1.481-4
which provide that the Commissioner
may prescribe the taxable year or
years in which the adjustments are
taken into account. See also §1.481-3
for rules relating to adjustments at-
tributable to pre-1954 years.

(4) For any adjustments attributable
to post-1953 years that are taken into
account entirely in the year of change
and that increase taxable income by
more than $3,000, the limitations on
tax provided in section 481(b) (1) or (2)
apply. See §1.481-2 for rules relating to
the limitations on tax provided by sec-
tions 481(b) (1) and (2).

(5) A change in the method of ac-
counting initiated by the taxpayer in-
cludes not only a change which he
originates by securing the consent of
the Commissioner, but also a change
from one method of accounting to an-
other made without the advance ap-
proval of the Commissioner. A change
in the taxpayer’s method of accounting
required as a result of an examination
of the taxpayer’s income tax return
will not be considered as initiated by
the taxpayer. On the other hand, a tax-
payer who, on his own initiative,
changes his method of accounting in
order to conform to the requirements
of any Federal income tax regulation
or ruling shall not, merely because of
such fact, be considered to have made
an involuntary change.

(d) Any adjustments required under
section 481(a) that are taken into ac-
count during a taxable year must be
properly taken into account for pur-
poses of computing gross income, ad-
justed gross income, or taxable income

26 CFR Ch. | (4-1-22 Edition)

in determining the amount of any item
of gain, loss, deduction, or credit that
depends on gross income, adjusted
gross income, or taxable income.

[T.D. 6500, 25 FR 11731, Nov. 26, 1960, as
amended by T.D. 8608, 60 FR 40078, Aug. 7,
1995]

§1.481-2 Limitation on tax.

(a) Three-year allocation. Section
481(b)(1) provides a limitation on the
tax under chapter 1 of the Internal
Revenue Code for the taxable year of
change that is attributable to the ad-
justments required under section 481(a)
and §1.481-1 if the entire amount of the
adjustments is taken into account in
the year of change. If such adjustments
increase the taxpayer’s taxable income
for the taxable year of the change by
more than $3,000, then the tax for such
taxable year that is attributable to the
adjustments shall not exceed the lesser
of the tax attributable to taking such
adjustments into account in computing
taxable income for the taxable year of
the change under section 481(a) and
§1.481-1, or the aggregate of the in-
creases in tax that would result if the
adjustments were included ratably in
the taxable year of the change and the
two preceding taxable years. For the
purpose of computing the limitation on
tax under section 481(b)(1), the adjust-
ments shall be allocated ratably to the
taxable year of the change and the two
preceding taxable years, whether or
not the adjustments are in fact attrib-
utable in whole or in part to such
years. The limitation on the tax pro-
vided in this paragraph shall be appli-
cable only if the taxpayer used the
method of accounting from which the
change was made in computing taxable
income for the two taxable years pre-
ceding the taxable year of the change.

(b) Allocation under new method of ac-
counting. Section 481(b)(2) provides a
second alternative limitation on the
tax for the taxable year of change
under chapter 1 of the Internal Rev-
enue Code that is attributable to the
adjustments required under section
481(a) and §1.481-1 where such adjust-
ments increase taxable income for the
taxable year of change by more than
$3,000. If the taxpayer establishes from
his books of account and other records
what his taxable income would have
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been under the new method of account-
ing for one or more consecutive taxable
years immediately preceding the tax-
able year of the change, and if the tax-
payer in computing taxable income for
such years used the method of account-
ing from which the change was made,
then the tax attributable to the adjust-
ments shall not exceed the smallest of
the following amounts:

(1) The tax attributable to taking the
adjustments into account in computing
taxable income for the taxable year of
the change under section 481(a) and
§1.481-1;

(2) The tax attributable to such ad-
justments computed under the 3-year
allocation provided in section 481(b)(1),
if applicable; or

(3) The net increase in the taxes
under chapter 1 (or under cor-
responding provisions of prior revenue
laws) which would result from allo-
cating that portion of the adjustments
to the one or more consecutive pre-
ceding taxable years to which properly
allocable under the new method of ac-
counting and from allocating the bal-
ance thereof to the taxable year of the
change.

(¢c) Rules for computation of tax. (1)
The first step in determining whether
either of the limitations described in
section 481(b) (1) or (2) applies is to
compute the increase in tax for the
taxable year of the change that is at-
tributable to the increase in taxable in-
come for such year resulting solely
from the adjustments required under
section 481(a) and §1.481-1. This in-
crease in tax is the excess of the tax for
the taxable year computed by taking
into account such adjustments under
section 481(a) over the tax computed
for such year without taking the ad-
justments into account.

(2) The next step is to compute under
section 481(b)(1) the tax attributable to
the adjustments referred to in para-
graph (c)(1) of this section for the tax-
able year of the change and the two
preceding taxable years as if an
amount equal to one-third of the net
amount of such adjustments had been
received or accrued in each of such tax-
able years. The increase in tax attrib-
utable to the adjustments for each
such taxable year is the excess of the
tax for such year computed with the al-

§1.481-2

location of one-third of the net adjust-
ments to such taxable year over the
tax computed without the allocation of
any part of the adjustments to such
year. For the purpose of computing the
aggregate increase in taxes for such
taxable years, there shall be taken into
account the increase or decrease in tax
for any taxable year preceding the tax-
able year of the change to which no ad-
justment is allocated under section
481(b)(1) but which is affected by a net
operating loss under section 172 or by a
capital loss carryback or -carryover
under section 1212, determined with
reference to taxable years with respect
to which adjustments under section
481(b)(1) are allocated.

(3) In the event that the taxpayer
satisfies the conditions set forth in sec-
tion 481(b)(2), the next step is to deter-
mine the amount of the net increase in
tax attributable to the adjustments re-
ferred to in paragraph (c)(1) of this sec-
tion for:

(i) The taxable year of the change,

(ii) The consecutive taxable year or
yvears immediately preceding the tax-
able year of the change for which the
taxpayer can establish his taxable in-
come under the new method of ac-
counting, and

(iii) Any taxable year preceding the
taxable year of the change to which no
adjustment is allocated under section
481(b)(2), but which is affected by a net
operating loss or by a capital loss
carryback or carryover determined
with reference to taxable years with re-
spect to which such adjustments are al-
located.

The net increase in tax for the taxable
years specified in subdivisions (i), (ii),
and (iii) of this subparagraph shall be
computed as if the amount of the ad-
justments for the prior taxable years
to which properly allocable in accord-
ance with section 481(b)(2) had been re-
ceived or accrued, or paid or incurred,
as the case may be, in such prior years
and the balance of the adjustments in
the taxable year of the change. The
amount of tax attributable to such ad-
justments for the taxable years speci-
fied in subdivisions (i), (ii), and (iii) of
this subparagraph is the aggregate of
the differences (increases and de-
creases) between the tax for each such
year computed by taking into account
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the allocable portion of the adjust-
ments in computing taxable income
and the tax computed without taking
into account any portion of the adjust-
ments in computing taxable income.
Generally, where there is an increase
in taxable income for a preceding con-
secutive taxable year established under
the new method of accounting, com-
puted without regard to adjustments
attributable to any preceding taxable
year, the amount of the adjustments to
be allocated to each such year shall be
an amount equal to such increase.
However, where the amount of the ad-
justments to be allocated to a prior
taxable year is less than the increase
in taxable income for such year estab-
lished under the new method of ac-
counting, the amount of the increase in
such taxable income for purposes of de-
termining the increase in tax under
section 481(b)(2) for such year shall be
considered to be the amount so allo-
cated. For example, if the amount of
the adjustments required by section
481(a) for 1958 (the taxable year of the
change) is $60,000, and the increase in
taxable income is determined by the
taxpayer to be $40,000, $5,000, and
$35,000, computed under the new meth-
od of accounting, for the taxable years
1957, 1956, and 1955, respectively, then
the amount of the adjustments to be
allocated to 1955 will be the balance of
the adjustments, or $15,000.

(4) The tax for the taxable year of the
change shall be the tax for such year,
computed without taking any of the
adjustments referred to in paragraph
(c)(1) of this section into account, in-
creased by the smallest of the fol-
lowing amounts—

(i) The amount of tax for the taxable
year of the change attributable solely
to taking into account the entire
amount of the adjustments required by
section 481(a) and §1.481-1;

(ii) The sum of the increases in tax li-
ability for the taxable year of the
change and the two immediately pre-
ceding taxable years that would have
resulted solely from taking into ac-
count one-third of the amount of such
adjustments required for each of such
years as though such amounts had been
properly attributable to such years
(computed in accordance with para-
graph (¢)(2) of this section); or

26 CFR Ch. | (4-1-22 Edition)

(iii) The net increase in tax attrib-
utable to allocating such adjustments
under the new method of accounting
(computed in accordance with para-
graph (c)(3) of this section).

(5)(1) In the case of a change in meth-
od of accounting by a partnership, the
adjustments required by section 481
shall be made with respect to the tax-
able income of the partnership but the
limitations on tax under section 481(b)
shall apply to the individual partners.
Each partner shall take into account
his distributive share of the partner-
ship items, as so adjusted, for the tax-
able year of the change. Section 481(b)
applies to a partner whose taxable in-
come is so increased by more than
$3,000 as a result of such adjustments
to the partnership taxable income. It is
not necessary for the partner to have
been a member of the partnership for
the two taxable years immediately pre-
ceding the taxable year of the change
of the partnership’s accounting method
in order to have the limitation pro-
vided by section 481(b)(1) apply. Fur-
ther, a partner may apply section
481(b)(2) even though he was not a
member of the partnership for all the
taxable years affected by the computa-
tion thereunder.

(ii) In the case of a change in method
of accounting by an electing small
business corporation under subchapter
S, chapter 1 of the Code, the adjust-
ments required by section 481 shall be
made with respect to the taxable in-
come of such electing corporation in
the year of the change, but the limita-
tions on tax under section 481(b) shall
apply to the individual shareholders.
Section 481(b) applies to a shareholder
of an electing small business corpora-
tion whose taxable income is so in-
creased by more than $3,000 as a result
of such adjustments to such corpora-
tion’s taxable income. It is not nec-
essary for the shareholder to have been
a member of the electing small busi-
ness corporation, or for such corpora-
tion to have been an electing small
business corporation, for the two tax-
able years immediately preceding the
taxable year of the change of the cor-
poration’s accounting method in order
to have the limitation provided by sec-
tion 481(b)(1) apply. Further, a share-
holder may apply section 481(b)(2), even
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though he was not a shareholder, or the
corporation was not an electing small
business corporation, for all the tax-
able years affected by the computation
thereunder.

(6) For the purpose of the successive
computations of the limitations on tax
under section 481(b) (1) or (2), if the
treatment of any item under the provi-
sions of the Internal Revenue Code of
1986 (or corresponding provisions of
prior internal revenue laws) depends
upon the amount of gross income, ad-
justed gross income, or taxable income
(for example, medical expenses, chari-
table contributions, or credits against
the tax), such item shall be determined
for the purpose of each such computa-
tion by taking into account the proper
portion of the amount of any adjust-
ments required to be taken into ac-
count under section 481 in each such
computation.

(7) The increase or decrease in the
tax for any taxable year for which an
assessment of any deficiency, or a cred-
it or refund of any overpayment, is pre-
vented by any law or rule of law, shall
be determined by reference to the tax
previously determined (within the
meaning section 1314(a) for such year.

(8) In applying section 7807(b)(1), the
provisions of chapter 1 (other than sub-
chapter E, relating to tax on self-em-
ployment income) and chapter 2 of the
Internal Revenue Code of 1939 shall be
treated as the corresponding provisions
of the Internal Revenue Code of 1939.

(d) Examples. The application of sec-
tion 481(b) (1) and (2) may be illustrated
by the following examples. Although
the examples in this paragraph are
based upon adjustments required in the
case of a change in the over-all method
of accounting, the principles illus-
trated would be equally applicable to
adjustments required in the case of a
change in method of accounting for a
particular material item, provided the
treatment of such adjustments is not
specifically subject to some other pro-
vision of the Internal Revenue Code of
1986.

Example 1. An unmarried individual tax-
payer using the cash receipts and disburse-
ments method of accounting for the calendar
year is required by the Commissioner to
change to an accrual method effective with
the year 1958. As of January 1, 1958, he had an

§1.481-2

opening inventory of $11,000. On December 31,
1958, he had a closing inventory of $12,500.
Merchandise purchases during the year
amounted to $22,500, and net sales were
$32,000. Total deductible business expenses
were $5,000. There were no receivables or
payables at January 1, 1958. The computa-
tion of taxable income for 1958, assuming no
other adjustments, using the new method of
accounting follows:

Net sales ...... e —————— $32,000
Opening inventory ... . $11,000
Purchases 22,500
Total 33,500
Less closing inventory ... 12,500
Cost of goods SOId ........ccevreviriiiiiiiies e 21,000
Gross profit .....cccceveevveiniiiiiiins e 11,000
Business expenses .... 5,000
BUSINESS INCOME ..cvvveiieciiiiiciiees e 6,000
Personal exemption and itemized de-
ductions ... e 1,600
Taxable iNComMe .......ccccccvviiiiiins s 4,400

Under the cash receipts and disbursements
method of accounting, only $9,000 of the
$11,000 opening inventory had been included
in the cost of goods sold and claimed as a de-
duction for the taxable years 1954 through
1957; the remaining $2,000 had been so ac-
counted for in pre-1954 years. In order to pre-
vent the same item from reducing taxable
income twice, an adjustment of $9,000 must
be made to the taxable income of 1958 under
the provisions of section 481(a) and §1.481-1.
Since the change in method of accounting
was not initiated by the taxpayer, the $2,000
of opening inventory which had been in-
cluded in cost of goods sold in pre-1954 years
is not taken into account. Taxable income
for 1958 is accordingly increased by $9,000
under section 481(a) to $13,400. Assuming that
the tax on $13,400 is $4,002 and that the tax on
$4,400 (income without the adjustment) is
$944, the increase in tax attributable to the
adjustment, if taken into account for the
taxable year of the change, would be the dif-
ference between the two, or $3,058. Since the
adjustment required by section 481(a) and
§1.481-1 ($9,000) increases taxable income by
more than $3,000, the increase in tax for the
taxable year 1958 attributable to the adjust-
ment of $9,000 (i.e., $3,058) may be limited
under the provisions of section 481(b) (1) or
(2). See examples (2) and (3).

Example 2. Assume that the taxpayer in Ex-
ample 1 used the cash receipts and disburse-
ments method of accounting in computing
taxable income for the years 1956 and 1957
and that the taxable income for these years
determined under such method was $4,000
and $6,000, respectively. The section 481(b)(1)
limitation on tax with a pro rata three-year
allocation of the $9,000 adjustment is com-
puted as follows:
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. . Increase in

Taxable in- | Taxable in- Assumed ;

Taxable year come before | come with Q]St:hrgi tax before tﬁé&g’g

adjustment | adjustment adjustment adjustment
1956 .o $4,000 $7,000 $1,660 $840 $820
1957 et 6,000 9,000 2,300 1,360 940
1958 ettt 4,400 7,400 1,780 944 836
TOtAl oo 2,596

Since this increase in tax of $2,5696 is less
than the increase in tax attributable to the
inclusion of the entire adjustment in the in-
come for the taxable year of the change
($3,058), the limitation provided by section
481(b)(1) applies, and the total tax for 1958,
the taxable year of the change, if section
481(b)(2) does not apply, is determined as fol-
lows:

Tax without any portion of adjustment ...................... $944

Increase in tax attributable to adjustment computed
under section 481(D)(1) ..ccooeeririinciecirceee 2,596
Total tax for taxable year of the change ........ 3,540

Example 3. (i) Assume the same facts as in
Example 1 and, in addition, assume that the
taxpayer used the cash receipts and disburse-
ments method of accounting in computing
taxable income for the years 1953 through
1957; that he established his taxable income
under the new method for the taxable years
1953, 1954, and 1957, but did not have suffi-
cient records to establish his taxable income
under such method for the taxable years 1955
and 1956. The original taxable income and
taxable income as redetermined are as fol-
lows:

payer has established his income for those
years under the new method of accounting.
The balance of $5,000 ($9,000 minus $4,000)
must be allocated to 1958.

(ii) The limitation provided by section
481(b)(2) is computed as follows: The tax for
1957, based on taxable income of $6,000, is as-
sumed to be $1,360. Under the new method,
based on taxable income of $10,000, the tax
for 1957 is assumed to be $2,640, the increase
attributable to $4,000 of the $9,000 section
481(a) adjustment being $1,280, ($2,640 minus
$1,360). The tax for 1958, computed on the
basis of taxable income of $4,400 (determined
under the new method), is assumed to be
$944. The tax computed for 1958 on taxable
income of $9,400 ($4,400 plus the $5,000 adjust-
ment allocated to 1958) is assumed to be
$2,436, leaving a difference of $1,492 ($2,436
minus $944) attributable to the inclusion in
1958 of the portion of the total adjustment to
be taken into account which could not be
properly allocated to the taxable year or
years consecutively preceding 1958.

(iii) The tax attributable to the adjust-
ment is determined by selecting the smallest
of the three following amounts:

Taxable income Increase in tax attributable to adjustment computed
under section 481(b)(2) ($1,280 + $1,492) ........... $2,772
Dgteg | Increase in tax attributable to adjustment computed
mine ncrease or i
under cash Estab- (decrease) under slectlon.481(b)(1? (Exalmple 2) T 2,596
Taxable year receipts lished in taxable Increase in tax if the entire adjustment is taken into
and dis- under income account in the taxable year of the change (Exam-
burse- new ple 1) e 3,058
ments method
method The final tax for 1958 is then $3,540 com-
= 000 $7.000 5 000 puted as follows:
$6:000 7:000 $1:000 Tax befor_e inclusiop of any adjus_tment .................... $944
5,500 ) Increase in tax attributable to adjustments (smallest
4,000 ! of $2,772, $2,596 OF $3,058) .......coevvvvrverrerecereesieen 2,596
6,000 10,000 4,000 L .
- Total tax for 1958 (limited in accordance with
" Undetermined. SECHON 481(D)(1)) wvvvvvernerreveerrcnreeeeereereneeenes 3,540

As in examples (1) and (2), the total adjust-
ment under section 481(a) is $9,000. Of the
$9,000 adjustment, $4,000 may be allocated to
1957, which is the only year consecutively
preceding the taxable year of the change for
which the taxpayer was able to establish his
income under the new method. Since the in-
come cannot be established under the new
method for 1956 and 1955, no allocation may
be made to 1954 or 1953, even though the tax-

Example 4. Assume that X Corporation has
maintained its books of account and filed its
income tax returns using the cash receipts
and disbursements method of accounting for
the years 1953 through 1957. The corporation
secures permission to change to an accrual
method of accounting for the calendar year
1958. The following tabulation presents the
data with respect to the taxpayer’s income
for the years involved:
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Taxable income under
the cash receipts and ; Changes
: Taxable in- ;
disbursements method come es- | Increase or |nintsc>)(fntge
Year Before ap- | After appli- Lt;kg'esrh;g_ é(t‘teri(t:)rl?g%?; due to
plication of | cation of | 2" | G0 change | €hanges in
net oper- net oper- od 9 net loss
ating loss ating loss carryback
carryback | carryback
1953 $2,000 0 Q] $2,000
1954 4,000 $1,000 Q] . . 3,000
1955 (5,000) | covvrerereirenne $1,000 $6,000
1956 80,000 80,000 77,000 (3,000)
1957 90,000 90,000 96,000 6,000
TO58 e | 100,000 | ooviviiiiiees | s

1Not established.

As indicated above, taxable income for 1953
and 1954, as determined under the cash re-
ceipts and disbursements method of account-
ing, was $2,000 and $4,000, respectively, and
after application of the net operating loss
carryback from 1955, the taxable income was
reduced to zero in 1953 and to $1,000 in 1954.
The taxpayer was unable to establish taxable
income for these years under an accrual
method of accounting; however, under sec-
tion 481(b)(3)(A), increases or decreases in
the tax for taxable years to which no adjust-
ment is allocated must, nevertheless, be
taken into account to the extent the tax for
such years would be affected by a net oper-
ating loss determined with reference to tax-
able years to which adjustments are allo-
cated. The total amount of the adjustments

1955, 1956, and 1957 appears under the heading
“Taxable income established under accrual
method” in the above tabulation. The tab-
ulation assumes that the taxpayer has been
able to recompute the income for those years
so as to establish a net adjustment of $9,000,
which leaves a balance of $1,000 unaccounted
for. In accordance with the requirements of
section 481(b)(2), the $1,000 amount is allo-
cated to 1958, the taxable year of the change.
The following computations are necessary in
order to determine the tax attributable to
the adjustments under section 481(a):

INCREASE IN TAX ATTRIBUTABLE TO INCLUSION IN
1958 OF THE ENTIRE $10,000 ADJUSTMENT

Tax on income of 1958 increased by entire amount

required under section 48l(a) and attrib- of adjust.ment ($100,000 + $1 Q,OOO) ...... e $51,700
Tax on income of 1958 without adjustment

utable to the taxable years 1953 through 1957 ($100,000) ... 46,500

in this example is assumed to be $10,000. The '
redetermination of taxable income estab- Increase in tax attributable to inclusion of entire
lished by the taxpayer for the taxable years adjustment in year of the change ..........c.c.ccc...... 5,200
Increase in tax attributed to adjustment computed under section 481(b)(1)
Increase in
tax liability
Amount of | Tax before | Tax after !
Year adjustment | adjustment | adjustment ‘i%"ggjtfg_e
ment

TO58 $3,334 $46,500 $48,234 $1,734

TG e 3,333 41,300 43,033 1,733

TOBB oo 3,333 36,100 37,833 1,733
Increase in tax attributable to adjustment computed under section

481(0)(1) ovveen eerveeseennessnssinesen | eevesssenensinns | sennseinsssnnsen | eeveressesiensens 5,200

Increase in tax attributed to adjustment computed under section 481(b)(2)

T8 e ettt e e nn et an 1$2,000 0 1$600 $600

1954 s 13,000 $300 11,200 900

1955 ot 6,000 0 300 300

TOBB oo (3,000) 36,100 34,540 (1,560)

TO57 e 96,000 41,300 44,420 3,120

TOB8 e 21,000 46,500 247,020 520
Increase in tax attributable to the adjustment computed under section

481(0)(2) ovoov... OO OOUORN DUOPRRPU EENORROROR TN 3,880

1 Attributable to recomputations of net operating loss carrybacks determined with reference to net operating loss in 1955.
2 Attributable to the inclusion of $1,000 in the year of the change which represents the portion of the $10,000 adjustment not
allocated to taxable years prior to the year of the change for which taxable income is established under the new method.
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Since the limitation under section 481(b)(2)
($3,880) on the amount of tax attributable to
the adjustments is applicable, the final tax
for the taxable year of the change is com-
puted by adding such amount to the tax for
that year computed without the inclusion of
any amount attributable to the adjustments,
that is, $46,500 plus $3,880, or $50,380.

[T.D. 6500, 256 FR 11732, Nov. 26, 1960, as
amended by T.D. 6490, 256 FR 8374, Sept. 1,
1960; T.D. 7301, 39 FR 963, Jan. 4, 1974; T.D.
8608, 60 FR 40078, Aug. 7, 1995]

§1.481-3 Adjustments attributable to
pre-1954 years where change was
not initiated by taxpayer.

If the adjustments required by sec-
tion 481(a) and §1.481-1 are attributable
to a change in method of accounting
which was not initiated by the tax-
payer, no portion of any adjustments
which is attributable to pre-1954 years
shall be taken into account in com-
puting taxable income. For example, if
the total adjustments in the case of a
change in method of accounting which
is not initiated by the taxpayer
amount to $10,000, of which $4,000 is at-
tributable to pre-1954 years, only $6,000
of the $10,000 total adjustments is re-
quired to be taken into account under
section 481 in computing taxable in-
come. The portion of the adjustments
which is attributable to pre-1954 years
is the net amount of the adjustments
which would have been required if the
taxpayer had changed his method of ac-
counting in his first taxable year which
began after December 31, 1953, and
ended after August 16, 1954.

[T.D. 6500, 256 FR 11735, Nov. 26, 1960, as
amended by T.D. 8608, 60 FR 40079, Aug. 7,
1995]

§1.481-4 Adjustments taken into ac-
count with consent.

(a) In addition to the terms and con-
ditions prescribed by the Commissioner
under §1.446-1(e)(3) for effecting a
change in method of accounting, in-
cluding the taxable year or years in
which the amount of the adjustments
required by section 481(a) is to be taken
into account, or the methods of alloca-
tion described in section 481(b), a tax-
payer may request approval of an alter-
native method of allocating the
amount of the adjustments under sec-
tion 481. See section 481(c). Requests
for approval of an alternative method

26 CFR Ch. | (4-1-22 Edition)

of allocation shall set forth in detail
the facts and circumstances upon
which the taxpayer bases its request.
Permission will be granted only if the
taxpayer and the Commissioner agree
to the terms and conditions under
which the allocation is to be effected.
See §1.446-1(e) for the rules regarding
how to secure the Commissioner’s con-
sent to a change in method of account-
ing.

(b) An agreement to the terms and
conditions of a change in method of ac-
counting under §1.446-1(e)(3), including
the taxable year or years prescribed by
the Commissioner under that section
(or an alternative method described in
paragraph (a) of this section) for tak-
ing the amount of the adjustments
under section 481(a) into account, shall
be in writing and shall be signed by the
Commissioner and the taxpayer. It
shall set forth the items to be adjusted,
the amount of the adjustments, the
taxable year or years for which the ad-
justments are to be taken into ac-
count, and the amount of the adjust-
ments allocable to each year. The
agreement shall be binding on the par-
ties except upon a showing of fraud,
malfeasance, or misrepresentation of
material fact.

[T.D. 8608, 60 FR 40079, Aug. 7, 1995]

§1.481-5 Eligible terminated S cor-
poration.

(a) Scope. Section 481(d)(2) of the In-
ternal Revenue Code (Code) and this
section provide rules relating to the
qualification of a corporation as an eli-
gible terminated S corporation (ETSC).
Paragraph (b) of this section sets forth
the requirements a corporation must
meet to qualify as an ETSC. Paragraph
(c) of this section describes certain
transfers and other events that are dis-
regarded for purposes of determining
whether a corporation qualifies as an
ETSC, as well as the treatment of rev-
ocations for which the effective date is
the first day of the taxable year during
which the revocation is made. Para-
graph (d) of this section contains exam-
ples illustrating the rules of this sec-
tion.

(b) ETSC qualification. For a C cor-
poration to qualify as an ETSC, it
must satisfy the following require-
ments:
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(1) The corporation must have been
an S corporation on December 21, 2017;

(2) During the 2-year period begin-
ning on December 22, 2017, the corpora-
tion must have made a valid revocation
of its S election under section 1362(d)(1)
and the regulatory provisions in this
part under section 1362 of the Code
(revocation); and

(3) Except as provided in paragraph
(c) of this section, the owners of the
shares of stock of the corporation must
be the same (and in identical propor-
tions) on both:

(i) December 22, 2017; and

(ii) The day on which the revocation
is made.

(c) Special rules—(1) Certain dis-
regarded events. The following events
are disregarded for purposes of deter-
mining whether the requirement in
paragraph (b)(3) of this section is satis-
fied:

(i) Transfers of stock between a
shareholder and that shareholder’s
trust treated as wholly owned by that
shareholder under subpart E of sub-
chapter J of chapter 1 of the Code;

(ii) Transfers of stock between a
shareholder and an entity owned by
that shareholder that is disregarded as
separate from its owner under
§301.7701-2(c)(2)(i) of the Procedure and
Administration Regulations;

(iii) An election by a shareholder
trust to be treated as part of a dece-
dent’s estate under section 645 of the
Code or the termination of an election
under that section;

(iv) A change in the status of a share-
holder trust from one type of eligible S
corporation shareholder trust described
in section 1361(c)(2)(A) of the Code to
another type of eligible S corporation
shareholder trust; for example, a trust
to which the shares of stock were
transferred pursuant to the terms of a
will (testamentary trust) described in
section 1361(c)(2)(A)(iii) that elects to
become an electing small business
trust described in section
1361(c)(2)(A)(V) and (e); and

(v) A transaction that includes more
than one of the events described in this
paragraph (c)(1).

(2) Certain revocations. For purposes
of paragraphs (b)(2) and (b)(3)(ii) of this
section, a revocation with an effective
date that is the first day of the taxable

§1.481-5

year during which the revocation is
made pursuant to section
1362(d)(1)(C)(1) may be treated as hav-
ing been made on the day the revoca-
tion was made or on the effective date
of the revocation.

(d) Examples. Paragraphs (d)(1)
through (3) of this section (Eramples 1
through 3) illustrate the rules of this
section. For purposes of paragraphs
(d)A) through (3) of this section
(Examples 1 through 3), as of December
1, 2017, X is a calendar year S corpora-
tion with 100 shares of stock out-
standing that is owned equally by un-
related individuals A and B. Pursuant
to section 1362(d)(1) and §§1.1362-2 and
1.1362-6, X made a valid revocation of
its S election on March 15, 2019, effec-
tive on January 1, 2019. X treats the
revocation as having been made on
March 15, 2019, for purposes of para-
graphs (b)(2) and (b)(3)(ii). At all times,
X has a single class of stock out-
standing. Paragraphs (d)(1) through (3)
of this section (Eramples 1 through 3)
describe all relevant transactions in-
volving the X stock from December 1,
2017, until March 15, 2019.

(1) Example 1—(i) Facts. On June 5,
2018, A contributed 20 of its shares of X
stock to Y, a wholly owned limited li-
ability company that is disregarded as
an entity separate from A pursuant to
§301.7701-2(c)(2)(i). On June 14, 2018, A
contributed all of its interest in Y to
Trust, which was a revocable trust
treated as a wholly owned grantor
trust of A pursuant to sections 671 and
676 of the Code. On December 27, 2018, B
sold 10 shares of its X stock to C, an
unrelated person.

(ii) Analysis. X is an ETSC if it satis-
fies the requirements of paragraph (b)
of this section.

(A) S corporation. X was an S corpora-
tion on December 21, 2017. Therefore, X
satisfies the requirement of paragraph
(b)(1) of this section.

(B) Date of revocation. X made a valid
revocation of its S election pursuant to
section 1362(d)(1) on March 15, 2019,
which is during the two-year period
specified in paragraph (b)(2) of this sec-
tion. Therefore, X satisfies the require-
ment of paragraph (b)(2) of this section.

(C) Ownership. For purposes of the re-
quirement in paragraph (b)(3) of this
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section, the relevant dates are: Decem-
ber 22, 2017, and March 15, 2019 (the date
X made a revocation of its S corpora-
tion status).

(1) A’s ownership interest. As of De-
cember 22, 2017, A owned 50 shares of
the outstanding shares of X stock. On
June 5, 2018, A contributed 20 of its
shares of X stock to Y (Transfer). On
June 14, 2018, A contributed all of its
interest in Y to Trust (Contribution).
Both the Transfer and the Contribution
are disregarded for purposes of deter-
mining whether the requirement of
paragraph (b)(3) of this section is satis-
fied. See paragraphs (c)(2) and (1) of
this section, respectively. Therefore, A
owns 50 shares of the outstanding stock
of X on March 15, 2019.

(2) B’s ownership interest. As of De-
cember 22, 2017, B owned 50 shares of
the outstanding shares of X stock. On
December 27, 2018, B sold 10 shares to C.
Therefore, B owns 40 shares of the out-
standing stock of X on March 15, 2019.

(3) C’s ownership interest. As of De-
cember 22, 2017, C owned no shares of X
stock. On December 27, 2018, C pur-
chased 10 shares from B. Therefore, C
owns 10 shares of the outstanding stock
of X on March 15, 2019.

(4) Failure to satisfy the requirement in
paragraph (b)(3) of this section. As de-
scribed in paragraphs (d)(1)(ii)(C)(2) and
(3) of this section, B’s and C’s interest
in X were not in the same proportions
on December 22, 2017, and March 15,
2019. Therefore, X does not satisfy the
requirement of paragraph (b)(3) of this
section and does not qualify as an
ETSC.

(iii) Restoration of interests prior to end
of PTTP. If C transferred its shares of X
stock back to B on February 1, 2019,
then on December 22, 2017, and March
15, 2019, A and B will have owned 50
shares of the outstanding stock of X.
Under these facts, X satisfies the re-
quirement of paragraph (b)(3) of this
section and qualifies as an ETSC.

(2) Example 2—(i) Facts. The facts are
the same as in paragraph (d)(1)(i) of
this section, except that B sold 10
shares of its X stock to C on December
18, 2017, in addition to the sale of 10
shares of X stock on December 27, 2018.

(ii) Analysis. The analysis in para-
graph (d)(1)(ii)(A) and (B) of this sec-
tion remains the same regarding the

26 CFR Ch. | (4-1-22 Edition)

requirements of paragraph (b)(1) and (2)
of this section. With respect to the re-
quirement of paragraph (b)(3) of this
section, on December 22, 2017, A owned
50%, B owned 40%, and C owned 10% of
the outstanding stock of X. As in para-
graph (d)(1)(ii)(C)(1) of this section, the
Transfer and the Contribution are dis-
regarded for purposes of determining
whether the requirement of paragraph
(b)(3) of this section is satisfied. There-
fore, on March 15, 2019, A owned 50% (50
shares), B owned 30% (30 shares), and C
owned 20% (20 shares) of the out-
standing shares of X. Even though A,
B, and C owned shares of X on Decem-
ber 22, 2017, B’s and C’s proportionate
ownership interest of X stock was not
the same on December 22, 2017, and
March 15, 2019. Therefore, X does not
satisfy the requirement of paragraph
(b)(3) of this section and does not qual-
ify as an ETSC.

(3) Example 3—(i) Facts. The facts are
the same as in paragraph (d)(1)(i) of
this section, except that X made a
valid revocation of its S election on
November 1, 2019, effective on January
1, 2020.

(ii) Analysis. The analysis in para-
graph (d)(1)(ii)(A) through (C) of this
section remains the same regarding the
requirements of paragraph (b)(1)
through (3) of this section, except that
the relevant dates are: December 22,
2017, and November 1, 2019 (the date X
made a revocation of its S corporation
status). Although the effective date of
X’s revocation of its S election (Janu-
ary 1, 2020) occurs after the conclusion
of the two-year period specified in
paragraph (b)(2) of this section, it is ir-
relevant for purposes of determining
whether the requirements of paragraph
(b)(2) and (3) of this section are satis-
fied.

[T.D. 9914, 85 FR 66476, Oct. 20, 2020]

§1.481-6 Effective dates; applicability
dates.

(a) Sections 1.481-1, 1.481-2, 1.481-3,
and 1.481-4 are effective for Consent
Agreements signed on or after Decem-
ber 27, 1994. For Consent Agreements
signed before December 27, 1994, see
§§1.481-1, 1.481-2, 1.481-3, 1.481-4, and
1.481-5 as contained in 26 CFR part 1,
revised as of April 1, 1995.
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(b) Section 1.481-5 applies to taxable
years beginning October 20, 2020. How-
ever, a corporation may choose to
apply the rules in §§1.481-5, 1.1371-1,
and 1.1371-2 in their entirety to taxable
years beginning on or before October
20, 2020. If a corporation makes the
choice described in the previous sen-
tence, the corporation must continue
to apply the rules in §§1.481-5, 1.1371-1,
and 1.1371-2 in their entirety for the
corporation’s subsequent taxable years.

[T.D. 9914, 85 FR 66478, Oct. 20, 2020]

§1.482-0 Outline of regulations under
section 482.

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

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

(a) In general.

(1) Purpose and scope.

(2) Authority to make allocations.

(3) Taxpayer’s use of section 482.

(b) Arm’s length standard.

(1) In general.

(2) Arm’s length methods.

(i) Methods.

(ii) Selection of category of method appli-
cable to transaction.

(iii) Coordination of methods applicable to
certain intangible development arrange-
ments.

(c) Best method rule.

(1) In general.

(2) Determining the best method.

(i) Comparability.

(ii) Data and assumptions.

(A) Completeness and accuracy of data.

(B) Reliability of assumptions.

(C) Sensitivity of results to deficiencies in
data and assumptions.

(iii) Confirmation of results by another
method.

(d) Comparability.

(1) In general.

(2) Standard of comparability.

(3) Factors for determining comparability.

(i) Functional analysis.

(ii) Contractual terms.

(A) In general.

(B) Identifying contractual terms.

(1) Written agreement.

(2) No written agreement.

(C) Examples.

(iii) Risk.

(A) In general.

(B) Identification of party that bears risk.

(C) Examples.

(iv) Economic conditions.

(v) Property or services.

(4) Special circumstances.

(i) Market share strategy.

§1.482-0

(ii) Different geographic markets.

(A) In general.

(B) Example.

(C) Location savings.

(D) Example.

(iii) Transactions ordinarily not accepted
as comparables.

(A) In general.

(B) Examples.

(e) Arm’s length range.

(1) In general.

(2) Determination of arm’s length range.

(i) Single method.

(ii) Selection of comparables.

(iii) Comparables included in arm’s length
range.

(A) In general.

(B) Adjustment of range to increase reli-
ability.

(C) Interquartile range.

(3) Adjustment if taxpayer’s results are
outside arm’s length range.

(4) Arm’s length range not prerequisite to
allocation.

(5) Examples.

(f) Scope of review.

(1) In general.

(i) Intent to evade or avoid tax not a pre-
requisite.

(ii) Realization of income not a pre-
requisite.

(A) In general.

(B) Example.

(iii) Nonrecognition provisions may not
bar allocation.

(A) In general.

(B) Example.

(iv) Consolidated returns.

(2) Rules relating to determination of true
taxable income.

(i) [Reserved]

(ii) Allocation based on taxpayer’s actual
transactions.

(A) In general.

(B) [Reserved]

(iii) Multiple year data.

(A) In general.

(B) Circumstances warranting consider-
ation of multiple year data.

(C) Comparable effect over comparable pe-
riod.

(D) Applications of methods using multiple
year averages.

(E) Examples.

(iv) Product lines and statistical tech-
niques.

(v) Allocations apply to results, not meth-
ods.

(A) In general.

(B) Example.

(g) Collateral adjustments with respect to
allocations under section 482.

(1) In general.

(2) Correlative allocations.

(i) In general.

(ii) Manner of carrying out correlative al-
location.
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(iii) Events triggering correlative alloca-
tion.

(iv) Examples.

(3) Adjustments to conform accounts to re-
flect section 482 allocations.

(i) In general.

(ii) Example.

(4) Setoffs.

(i) In general.

(ii) Requirements.

(iii) Examples.

(h) Special rules.

(1) Small taxpayer safe harbor. [Reserved]

(2) Effect of foreign legal restrictions.

(i) In general.

(ii) Applicable legal restrictions.

(iii) Requirement for electing the deferred
income method of accounting.

(iv) Deferred income method of accounting.

(v) Examples.

(3) Coordination with section 936.

(i) Cost sharing under section 936.

(ii) Use of terms.

(i) Definitions.

(j) Effective/applicability date.

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

(a) Loans or advances.

(1) Interest on bona fide indebtedness.

(i) In general.

(ii) Application of paragraph (a) of this sec-
tion.

(A) Interest on bona fide indebtedness.

(B) Alleged indebtedness.

(iii) Period for which interest shall be
charged.

(A) General rule.

(B) Exception for certain intercompany
transactions in the ordinary course of busi-
ness.

(C) Exception for trade or business of debt-
or member located outside the TUnited
States.

(D) Exception for regular trade practice of
creditor member or others in creditor’s in-
dustry.

(E) Exception for property purchased for
resale in a foreign country.

(1) General rule.

(2) Interest-free period.

(3) Average collection period.

(4) Illustration.

(iv) Payment; book entries.

(2) Arm’s length interest rate.

(i) In general.

(ii) Funds obtained at situs of borrower.

(iii) Safe haven interest rates for certain
loans and advances made after May 8, 1986.

(A) Applicability.

(1) General rule.

(2) Grandfather rule for existing loans.

(B) Safe haven interest rate based on appli-
cable Federal rate.

(C) Applicable Federal rate.

(D) Lender in business of making loans.

(E) Foreign currency loans.
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(3) Coordination with interest adjustments
required under certain other Internal Rev-
enue Code sections.

(4) Examples.

(b) Rendering of services.

(c) Use of tangible property.

(1) General rule.

(2) Arm’s length charge.

(i) In general.

(ii) Safe haven rental charge.

(iii) Subleases.

(d) Transfer of property.

(e) Cost sharing arrangement.

(f) Effective/applicability Date.

(1) In general.

(2) Election to apply paragraph (b) to ear-
lier taxable years.

§1.482-3 Methods to determine taxable income
in connection with a transfer of tangible prop-
erty.

(a) In general.

(b) Comparable uncontrolled price method.

(1) In general.

(2) Comparability and reliability consider-
ations.

(i) In general.

(ii) Comparability.

(A) In general.

(B) Adjustments for differences between
controlled and uncontrolled transactions.

(iii) Data and assumptions.

(3) Arm’s length range.

(4) Examples.

(5) Indirect evidence of comparable uncon-
trolled transactions.

(i) In general.

(ii) Limitations.

(iii) Examples.

(c) Resale price method.

(1) In general.

(2) Determination of arm’s length price.

(i) In general.

(ii) Applicable resale price.

(iii) Appropriate gross profit.

(iv) Arm’s length range.

(3) Comparability and reliability consider-
ations.

(i) In general.

(ii) Comparability.

(A) Functional comparability.

(B) Other comparability factors.

(C) Adjustments for differences between
controlled and uncontrolled transactions.

(D) Sales agent.

(iii) Data and assumptions.

(A) In general.

(B) Consistency in accounting.

(4) Examples.

(d) Cost plus method.

(1) In general.

(2) Determination of arm’s length price.

(i) In general.

(ii) Appropriate gross profit.

(iii) Arm’s length range.

(3) Comparability and reliability consider-
ations.
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(i) In general.

(ii) Comparability.

(A) Functional comparability.

(B) Other comparability factors.

(C) Adjustments for differences between
controlled and uncontrolled transactions.

(D) Purchasing agent.

(iii) Data and assumptions.

(A) In general.

(B) Consistency in accounting.

(4) Examples.

(e) Unspecified methods.

(1) In general.

(2) Example.

(f) Coordination with intangible property
rules.

§1.482-4 Methods to determine taxable income
in connection with a transfer of intangible
property.

(a) In general.

(b) Definition of intangible.

(c) Comparable uncontrolled transaction
method.

(1) In general.

(2) Comparability and reliability consider-
ations.

(i) In general.

(ii) Reliability.

(iii) Comparability.

(A) In general.

(B) Factors to be considered in deter-
mining comparability.

(1) Comparable intangible property.

(2) Comparable circumstances.

(iv) Data and assumptions.

(3) Arm’s length range.

(4) Examples.

(d) Unspecified methods.

(1) In general.

(2) Example.

(e) Coordination with tangible property
rules.

(f) Special rules for transfers of intangible
property.

(1) Form of consideration.

(2) Periodic adjustments.

(i) General rule.

(ii) Exceptions.

(A) Transactions involving the same intan-
gible.

(B) Transactions involving comparable in-
tangible.

(C) Methods other than comparable uncon-
trolled transaction.

(D) Extraordinary events.

(E) Five-year period.

(iii) Examples.

(3) Ownership of intangible property.

(i) Identification of owner.

(A) In general.

(B) Cost sharing arrangements.

(ii) Examples.

(4) Contribution to the value of intangible
property owned by another.

(i) In general.

(ii) Examples.
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(5) Consideration not artificially limited.

(6) Lump sum payments

(i) In general.

(ii) Exceptions.

(iii) Example.

(g) Coordination with rules governing cost
sharing arrangements.

(h) Effective/applicability date.

(1) In general.

(2) Election to apply regulation to earlier
taxable years.

§1.482-5 Comparable profits method.

(a) In general.

(b) Determination of arm’s length result.

(1) In general.

(2) Tested party.

(i) In general.

(ii) Adjustments for tested party.

(3) Arm’s length range.

(4) Profit level indicators.

(i) Rate of return on capital employed.

(ii) Financial ratios.

(iii) Other profit level indicators.

(c) Comparability and reliability consider-
ations.

(1) In general.

(2) Comparability.

(i) In general.

(ii) Functional,
parability.

(iii) Other comparability factors.

(iv) Adjustments for differences between
tested party and the uncontrolled taxpayers.

(3) Data and assumptions.

(i) In general.

(ii) Consistency in accounting.

(iii) Allocations between the relevant busi-
ness activity and other activities.

(d) Definitions.

(e) Examples.

risk and resource com-

$1.482—6 Profit split method.

(a) In general.

(b) Appropriate share of profits and losses.

(c) Application.

(1) In general.

(2) Comparable profit split.

(i) In general.

(ii) Comparability and reliability consider-
ations.

(A) In general.

(B) Comparability.

(1) In general.

(2) Adjustments for differences between the
controlled and uncontrolled taxpayers.

(C) Data and assumptions.

(D) Other factors affecting reliability.

(3) Residual profit split.

(i) In general.

(A) Allocate income to routine contribu-
tions.

(B) Allocate residual profit.

(1) Nonroutine contributions generally.

(2) Nonroutine contributions of intangible
property.
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(ii) Comparability and reliability consider-
ations.

(A) In general.

(B) Comparability.

(C) Data and assumptions.

(D) Other factors affecting reliability

(d) Effective/applicability date.

(iii) Example.

$1.482-7 Methods to determine taxable income
in connection with a cost sharing arrangement.

(a) In general.

(1) RAB share method for cost sharing
transactions (CSTs).

(2) Methods for platform contribution
transactions (PCTs).

(3) Methods for other controlled trans-
actions.

(i) Contribution to a CSA by a controlled
taxpayer that is not a controlled participant.

(ii) Transfer of interest in a cost shared in-
tangible.

(iii) Other controlled transactions in con-
nection with a CSA.

(iv) Controlled transactions in the absence
of a CSA.

(4) Coordination with the arm’s length
standard.

(b) Cost sharing arrangement.

(1) Substantive requirements.

(i) CSTs.

(ii) PCTs.

(iii) Divisional interests.

(iv) Examples.

(2) Administrative requirements.

(3) Date of a PCT.

(4) Divisional interests.

(i) In general.

(ii) Territorial based divisional interests.

(iii) Field of use based divisional interests.

(iv) Other divisional bases.

(v) Examples.

(5) Treatment of certain arrangements as
CSAs.

(i) Situation in which Commissioner must
treat arrangement as a CSA.

(ii) Situation in which Commissioner may
treat arrangement as a CSA.

(iii) Examples.

(6) Entity classification of CSAs.

(c) Platform contributions.

(1) In general.

(2) Terms of platform contributions.

(i) Presumed to be exclusive.

(ii) Rebuttal of Exclusivity.

(iii) Proration of PCT Payments to the ex-
tent allocable to other business activities.

(A) In general.

(B) Determining the proration of PCT Pay-
ments.

(3) Categorization of the PCT.

(4) Certain make-or-sell rights excluded.

(i) In general.

(ii) Examples.

(5) Examples.

(d) Intangible development costs.

(1) Determining whether costs are IDCs.
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(i) Definition and scope of the IDA.

(ii) Reasonably anticipated cost shared in-
tangible.

(iii) Costs included in IDCs.

(iv) Examples.

(2) Allocation of costs.

(3) Stock-based compensation.

(i) In general.

(ii) Identification of stock-based compensa-
tion with the IDA.

(iii) Measurement and timing of stock-

based compensation IDC.

(A) In general.

(1) Transfers to which section 421 applies.

(2) Deductions of foreign controlled par-
ticipants.

(3) Modification of stock option.

(4) Expiration or termination of CSA.

(B) Election with respect to options on
publicly traded stock.

(1) In general.

(2) Publicly traded stock.

(3) Generally accepted accounting prin-
ciples.

(4) Time and manner of making the elec-
tion.

(C) Consistency.

(4) IDC share.

(5) Examples.

(e) Reasonably anticipated benefits share.

(1) Definition.

(i) In general.

(ii) Reliability.

(iii) Examples.

(2) Measure of benefits.

(i) In general.

(ii) Indirect bases for measuring antici-
pated benefits.

(A) Units used, produced, or sold.

(B) Sales.

(C) Operating profit.

(D) Other bases for measuring anticipated
benefits.

(E) Examples.

(iii) Projections used to estimate benefits.

(A) In general.

(B) Examples.

(f) Changes in participation under a CSA.

(1) In general.

(2) Controlled transfer of interests.

(3) Capability variation.

(4) Arm’s length consideration for a change
in participation.

(5) Examples.

(g) Supplemental guidance on methods ap-
plicable to PCTs.

(1) In general.

(2) Best method analysis applicable for
evaluation of a PCT pursuant to a CSA.

(i) In general.

(ii) Consistency with upfront contractual
terms and risk allocation—the investor
model.

(A) In general.

(B) Example.

(iii) Consistency of evaluation with real-
istic alternatives.
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(A) In general.

(B) Examples.

(iv) Aggregation of transactions.

(v) Discount rate.

(A) In general.

(B) Considerations in best method analysis
of discount rate.

(I) Discount rate variation between real-
istic alternatives.

(2) [Reserved]

(3) Discount rate variation between forms
of payment.

(4) Post-tax rate.

(C) Example.

(vi) Financial projections.

(vii) Accounting principles.

(A) In general.

(B) Examples.

(viii) Valuations of subsequent PCTs.

(A) Date of subsequent PCT.

(B) Best method analysis for subsequent
PCT.

(ix) Arm’s length range.

(A) In general.

(B) Methods based on two or more input
parameters.

(C) Variable input parameters.

(D) Determination of arm’s length PCT
Payment.

(1) No variable input parameters.

(2) One variable input parameter.

(3) More than one variable input param-
eter.

(E) Adjustments.

(x) Valuation undertaken on a pre-tax
basis.

(3) Comparable uncontrolled transaction
method.

(4) Income method.

(i) In general.

(A) Equating cost sharing and licensing al-
ternatives.

(B) Cost sharing alternative.

(C) Licensing alternative.

(D) Only one controlled participant with
nonroutine platform contributions.

(E) Income method payment forms.

(F) Discount rates appropriate to cost
sharing and licensing alternatives.

(G) The effect of taxation on determining
the arm’s length amount.

(ii) Evaluation of PCT Payor’s cost sharing
alternative.

(iii) Evaluation of PCT Payor’s licensing
alternative.

(A) Evaluation based on CUT.

(B) Evaluation based on CPM.

(iv) Lump sum payment form.

(v) [Reserved]

(vi) Best method analysis considerations.

(A) Coordination with §1.482-1(c).

(B) Assumptions Concerning Tax Rates.

(C) Coordination with §1.482-4(c)(2).

(D) Coordination with §1.482-5(c).

(E) Certain Circumstances Concerning PCT
Payor.

(F) Discount rates.

§1.482-0

(I) Reflection of similar risk profiles of
cost sharing alternative and licensing alter-
native.

(2) [Reserved]

(vii) Routine platform and operating con-
tributions.

(viii) Examples.

(5) Acquisition Price Method.

(i) In general.

(ii) Determination of arm’s length charge.

(iii) Adjusted acquisition price.

(iv) Best method analysis considerations.

(v) Example.

(6) Market capitalization method.

(i) In general.

(ii) Determination of arm’s length charge.

(iii) Average market capitalization.

(iv) Adjusted average market capitaliza-
tion.

(v) Best method analysis considerations.

(vi) Examples.

(7) Residual profit split method.

(i) In general.

(ii) Appropriate share of profits and losses.

(iii) Profit split.

(A) In general.

(B) Determine nonroutine residual divi-
sional profit or loss.

(C) Allocate nonroutine residual divisional
profit or loss.

(1) In general.

(2) Relative value determination.

(3) Determination of PCT Payments.

(4) Routine platform and operating con-
tributions.

(iv) Best method analysis considerations.

(A) In general.

(B) Comparability.

(C) Data and assumptions.

(D) Other factors affecting reliability.

(v) Examples.

(8) Unspecified methods.

(h) Form of payment rules.

(1) CST Payments.

(2) PCT Payments.

(i) In general.

(ii) No PCT Payor stock.

(iii) Specified form of payment.

(A) In general.

(B) Contingent payments.

(C) Examples.

(iv) Conversion from fixed to contingent
form of payment.

(3) Coordination of best method rule and
form of payment.

(i) Allocations by the Commissioner in
connection with a CSA.

(1) In general.

(2) CST allocations.

(i) In general.

(ii) Adjustments to improve the reliability
of projections used to estimate RAB shares.

(A) Unreliable projections.

(B) Foreign-to-foreign adjustments.

(C) Correlative adjustments to PCTs.

(D) Examples.

(iii) Timing of CST allocations.
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(3) PCT allocations.

(4) Allocations regarding changes in par-
ticipation under a CSA.

(5) Allocations when CSTs are consistently
and materially disproportionate to RAB
shares.

(6) Periodic adjustments.

(i) In general.

(ii) PRRR.

(iii) AERR.

(A) In general.

(B) PVTP.

(C) PVI.

(iv) ADR.

(A) In general.

(B) Publicly traded companies.

(C) Publicly traded.

(D) PCT Payor WACC.

(E) Generally accepted accounting prin-
ciples.

(v) Determination of periodic adjustments.

(A) In general.

(B) Adjusted RPSM as of Determination
Date.

(vi) Exceptions to periodic adjustments.

(A) Controlled participants establish peri-
odic adjustment not warranted.

(1) Transactions involving the same plat-
form contribution as in the Trigger PCT.

(2) Results not reasonably anticipated.

(3) Reduced AERR does not cause Periodic
Trigger.

(4) Increased AERR does not cause Periodic
Trigger.

(B) Circumstances in which Periodic Trig-
ger deemed not to occur.

(1) 10-year period.

(2) b-year period.

(vii) Examples.

(j) Definitions and special rules.

(1) Definitions.

(i) In general.

(ii) Examples.

(2) Special rules.

(i) Consolidated group.

(ii) Trade or business.

(iii) Partnership.

(3) Character.

(i) CST Payments.

(ii) PCT Payments.

(iii) Examples.

(k) CSA administrative requirements.

(1) CSA contractual requirements.

(i) In general.

(ii) Contractual provisions.

(iii) Meaning of contemporaneous.

(A) In general.

(B) Example.

(iv) Interpretation of contractual provi-
sions.

(A) In general.

(B) Examples.

(2) CSA documentation requirements.

(i) In general.

(ii) Additional CSA documentation re-
quirements.
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(iii) Coordination rules and production of
documents.

(A) Coordination with penalty regulations.

(B) Production of documentation.

(3) CSA accounting requirements.

(i) In general.

(ii) Reliance on financial accounting.

(4) CSA reporting requirements.

(i) CSA Statement.

(ii) Content of CSA Statement.

(iii) Time for filing CSA Statement.

(A) 90-day rule.

(B) Annual return requirement.

(1) In general.

(2) Special filing rule for annual return re-
quirement.

(iv) Examples.

(1) Effective/applicability date.

(m) Transition rule.

(1) In general.

(2) Transitional modification of applicable
provisions.

(3) Special rule for certain periodic adjust-
ments.

§1.482-8 Examples of the best method rule.

(a) Introduction.
(b) Examples.
(c) Effective/applicability date.

$1.482-9 Methods to determine taxable income
in connection with a controlled services trans-
action.

(a) In general.

(b) Services cost method.

(1) In general.

(2) Eligibility for the services cost method.

(3) Covered services.

(i) Specified covered services.

(ii) Low margin covered services.

(4) Excluded activities.

(5) Not services that contribute signifi-
cantly to fundamental risks of business suc-
cess or failure.

(6) Adequate books and records.

(7) Shared services arrangement.

(i) In general.

(ii) Requirements for shared services ar-
rangement.

(A) Eligibility.

(B) Allocation.

(C) Documentation.

(iii) Definitions and special rules.

(A) Participant.

(B) Aggregation.

(C) Coordination with cost sharing ar-
rangements.

(8) Examples.

(c) Comparable uncontrolled services price
method.

(1) In general.

(2) Comparability and reliability consider-
ations.

(i) In general.

(ii) Comparability.

(A) In general.
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(B) Adjustments for differences between
controlled and uncontrolled transactions.

(iii) Data and assumptions.

(3) Arm’s length range.

(4) Examples.

(5) Indirect evidence of the price of a com-
parable uncontrolled services transaction.

(i) In general.

(ii) Example.

(d) Gross services margin method.

(1) In general.

(2) Determination of arm’s length price.

(i) In general.

(ii) Relevant uncontrolled transaction.

(iii) Applicable uncontrolled price.

(iv) Appropriate gross services profit.

(v) Arm’s length range.

(3) Comparability and reliability consider-
ations.

(i) In general.

(ii) Comparability.

(A) Functional comparability.

(B) Other comparability factors.

(C) Adjustments for differences between
controlled and uncontrolled transactions.

(D) Buy-sell distributor.

(iii) Data and assumptions.

(A) In general.

(B) Consistency in accounting.

(4) Examples.

(e) Cost of services plus method.

(1) In general.

(2) Determination of arm’s length price.

(i) In general.

(ii) Appropriate gross services profit.

(iii) Comparable transactional costs.

(iv) Arm’s length range.

(3) Comparability and reliability consider-
ations.

(i) In general.

(ii) Comparability.

(A) Functional comparability.

(B) Other comparability factors.

(C) Adjustments for differences between
the controlled and uncontrolled trans-
actions.

(iii) Data and assumptions.

(A) In general.

(B) Consistency in accounting.

(4) Examples.

(f) Comparable profits method.

(1) In general.

(2) Determination of arm’s length result.

(i) Tested party.

(ii) Profit level indicators.

(iii) Comparability and reliability consid-
erations—Data and assumptions—Consist-
ency in accounting.

(3) Examples.

(g) Profit split method.

(1) In general.

(2) Examples.

(h) Unspecified methods.

(i) Contingent-payment contractual terms
for services.

(1) Contingent-payment contractual terms
recognized in general.

§1.482-1

(2) Contingent-payment arrangement.

(i) General requirements.

(A) Written contract.

(B) Specified contingency.

(C) Basis for payment.

(ii) Economic substance and conduct.

(3) Commissioner’s authority to impute
contingent-payment terms.

(4) Evaluation of arm’s length charge.

(5) Examples.

(j) Total services costs.

(k) Allocation of costs.

(1) In general.

(2) Appropriate method of allocation and
apportionment.

(i) Reasonable method standard.

(ii) Use of general practices.

(3) Examples.

(1) Controlled services transaction.

(1) In general.

(2) Activity.

(3) Benefit.

(i) In general.

(ii) Indirect or remote benefit.

(iii) Duplicative activities.

(iv) Shareholder activities.

(v) Passive association.

(4) Disaggregation of transactions.

(5) Examples.

(m) Coordination with transfer pricing
rules for other transactions.

(1) Services transactions that include other
types of transactions.

(2) Services transactions that effect a
transfer of intangible property.

(3) Coordination with rules governing cost
sharing arrangements.

(4) Other types of transactions that include
controlled services transactions.

(5) Examples.

(n) Effective/applicability dates.

(1) In general.

(2) Election to apply regulations to earlier
taxable years.

[T.D. 8552, 59 FR 34988, July 8, 1994, as amend-
ed by T.D. 8632, 60 FR 65557, Dec. 20, 1995; 61
FR 7157, Feb. 26, 1996; T.D. 8670, 61 FR 21956,
May 13, 1996; T.D. 9088, 68 FR 51177, Aug. 26,
2003; T.D. 9278, 71 FR 44479, Aug. 4, 2006; T.D.
9441, 74 FR 348, Jan. 5, 2009, 74 FR 9571, Mar.
5, 2009; T.D. 9456, 74 FR 38837, Aug. 4, 2009;
T.D. 9568, 76 FR 80087, Dec. 22, 2011; T.D. 9738,
80 FR 55540, Sept. 16, 2015]

§1.482-1 Allocation of income and de-
ductions among taxpayers.

(a) In general—(1) Purpose and scope.
The purpose of section 482 is to ensure
that taxpayers clearly reflect income
attributable to controlled transactions
and to prevent the avoidance of taxes
with respect to such transactions. Sec-
tion 482 places a controlled taxpayer on
a tax parity with an uncontrolled tax-
payer by determining the true taxable
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income of the controlled taxpayer. This
section sets forth general principles
and guidelines to be followed under
section 482. Section 1.482-2 provides
rules for the determination of the true
taxable income of controlled taxpayers
in specific situations, including con-
trolled transactions involving loans or
advances or the use of tangible prop-
erty. Sections 1.482-3 through 1.482-6
provide rules for the determination of
the true taxable income of controlled
taxpayers in cases involving the trans-
fer of property. Section 1.482-7T sets
forth the cost sharing provisions appli-
cable to taxable years beginning on or
after January 5, 2009. Section 1.482-8
provides examples illustrating the ap-
plication of the best method rule. Fi-
nally, §1.482-9 provides rules for the de-
termination of the true taxable income
of controlled taxpayers in cases involv-
ing the performance of services.

(2) Authority to make allocations. The
district director may make allocations
between or among the members of a
controlled group if a controlled tax-
payer has not reported its true taxable
income. In such case, the district direc-
tor may allocate income, deductions,
credits, allowances, basis, or any other
item or element affecting taxable in-
come (referred to as allocations). The
appropriate allocation may take the
form of an increase or decrease in any
relevant amount.

(3) Taxpayer’s use of section 482. If nec-
essary to reflect an arm’s length re-
sult, a controlled taxpayer may report
on a timely filed U.S. income tax re-
turn (including extensions) the results
of its controlled transactions based
upon prices different from those actu-
ally charged. Except as provided in this
paragraph, section 482 grants no other
right to a controlled taxpayer to apply
the provisions of section 482 at will or
to compel the district director to apply
such provisions. Therefore, no un-
timely or amended returns will be per-
mitted to decrease taxable income
based on allocations or other adjust-
ments with respect to controlled trans-
actions. See §1.6662-6T(a)(2) or suc-
cessor regulations.

(b) Arm’s length standard—(1) In gen-
eral. In determining the true taxable
income of a controlled taxpayer, the
standard to be applied in every case is
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that of a taxpayer dealing at arm’s
length with an uncontrolled taxpayer.
A controlled transaction meets the
arm’s length standard if the results of
the transaction are consistent with the
results that would have been realized if
uncontrolled taxpayers had engaged in
the same transaction under the same
circumstances (arm’s length result).
However, because identical trans-
actions can rarely be located, whether
a transaction produces an arm’s length
result generally will be determined by
reference to the results of comparable
transactions under comparable cir-
cumstances. See §1.482-1(d)(2) (Stand-
ard of comparability). Evaluation of
whether a controlled transaction pro-
duces an arm’s length result is made
pursuant to a method selected under
the best method rule described in
§1.482-1(c).

(2) Arm’s length methods—(i) Methods.
Sections 1.482-2 through 1.482-7 and
1.482-9 provide specific methods to be
used to evaluate whether transactions
between or among members of the con-
trolled group satisfy the arm’s length
standard, and if they do not, to deter-
mine the arm’s length result. This sec-
tion provides general principles appli-
cable in determining arm’s length re-
sults of such controlled transactions,
but do not provide methods, for which
reference must be made to those other
sections in accordance with paragraphs
(b)(2)(i1) and (iii) of this section. Sec-
tion 1.482-7 provides the specific meth-
ods to be used to evaluate whether a
cost sharing arrangement as defined in
§1.482-7 produces results consistent
with an arm’s length result.

(ii) Selection of category of method ap-
plicable to transaction. The methods
listed in §1.482-2 apply to different
types of transactions, such as transfers
of property, services, loans or ad-
vances, and rentals. Accordingly, the
method or methods most appropriate
to the calculation of arm’s length re-
sults for controlled transactions must
be selected, and different methods may
be applied to interrelated transactions
if such transactions are most reliably
evaluated on a separate basis. For ex-
ample, if services are provided in con-
nection with the transfer of property,
it may be appropriate to separately
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apply the methods applicable to serv-
ices and property in order to determine
an arm’s length result. But see §1.482—
1(£)(2)(1) (Aggregation of transactions).
In addition, other applicable provisions
of the Code may affect the character-
ization of a transaction, and therefore
affect the methods applicable under
section 482. See for example section 467.

(iii) Coordination of methods applicable
to certain intangible development ar-
rangements. Section 1.482-7 provides the
specific methods to be used to deter-
mine arm’s length results of controlled
transactions in connection with a cost
sharing arrangement as defined in
§1.482-7. Sections 1.482-4 and 1.482-9, as
appropriate, provide the specific meth-
ods to be used to determine arm’s
length results of arrangements, includ-
ing partnerships, for sharing the costs
and risks of developing intangibles,
other than a cost sharing arrangement
covered by §1.482-7. See also §§1.482-
4(g) (Coordination with rules governing
cost sharing arrangements) and 1.482—
9(m)(3) (Coordination with rules gov-
erning cost sharing arrangements).

(c) Best method rule—(1) In general.
The arm’s length result of a controlled
transaction must be determined under
the method that, under the facts and
circumstances, provides the most reli-
able measure of an arm’s length result.
Thus, there is no strict priority of
methods, and no method will invari-
ably be considered to be more reliable
than others. An arm’s length result
may be determined under any method
without establishing the inapplica-
bility of another method, but if an-
other method subsequently is shown to
produce a more reliable measure of an
arm’s length result, such other method
must be used. Similarly, if two or more
applications of a single method provide
inconsistent results, the arm’s length
result must be determined under the
application that, under the facts and
circumstances, provides the most reli-
able measure of an arm’s length result.
See §1.482-8 for examples of the appli-
cation of the best method rule. See
§1.482-7 for the applicable methods in
the case of a cost sharing arrangement.

(2) Determining the best method. Data
based on the results of transactions be-
tween unrelated parties provides the
most objective basis for determining

§1.482-1

whether the results of a controlled
transaction are arm’s length. Thus, in
determining which of two or more
available methods (or applications of a
single method) provides the most reli-
able measure of an arm’s length result,
the two primary factors to take into
account are the degree of com-
parability between the controlled
transaction (or taxpayer) and any un-
controlled comparables, and the qual-
ity of the data and assumptions used in
the analysis. In addition, in certain cir-
cumstances, it also may be relevant to
consider whether the results of an
analysis are consistent with the results
of an analysis under another method.
These factors are explained in para-
graphs (¢)(2)(i), (ii), and (iii) of this sec-
tion.

(i) Comparability. The relative reli-
ability of a method based on the re-
sults of transactions between unrelated
parties depends on the degree of com-
parability between the controlled
transaction or taxpayers and the un-
controlled comparables, taking into ac-
count the factors described in §1.482-
1(d)(3) (Factors for determining com-
parability), and after making adjust-
ments for differences, as described in
§1.482-1(d)(2) (Standard of com-
parability). As the degree of com-
parability increases, the number and
extent of potential differences that
could render the analysis inaccurate is
reduced. In addition, if adjustments are
made to increase the degree of com-
parability, the number, magnitude, and
reliability of those adjustments will af-
fect the reliability of the results of the
analysis. Thus, an analysis under the
comparable uncontrolled price method
will generally be more reliable than
analyses obtained under other methods
if the analysis is based on closely com-
parable uncontrolled transactions, be-
cause such an analysis can be expected
to achieve a higher degree of com-
parability and be susceptible to fewer
differences than analyses under other
methods. See §1.482-3(b)(2)(ii)(A). An
analysis will be relatively less reliable,
however, as the uncontrolled trans-
actions become less comparable to the
controlled transaction.

(ii) Data and assumptions. Whether a
method provides the most reliable
measure of an arm’s length result also
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depends upon the completeness and ac-
curacy of the underlying data, the reli-
ability of the assumptions, and the sen-
sitivity of the results to possible defi-
ciencies in the data and assumptions.
Such factors are particularly relevant
in evaluating the degree of com-
parability between the controlled and
uncontrolled transactions. These fac-
tors are discussed 1in paragraphs
(©)(2)(ii) (A), (B), and (C) of this sec-
tion.

(A) Completeness and accuracy of data.
The completeness and accuracy of the
data affects the ability to identify and
quantify those factors that would af-
fect the result under any particular
method. For example, the complete-
ness and accuracy of data will deter-
mine the extent to which it is possible
to identify differences between the con-
trolled and uncontrolled transactions,
and the reliability of adjustments that
are made to account for such dif-
ferences. An analysis will be relatively
more reliable as the completeness and
accuracy of the data increases.

(B) Reliability of assumptions. All
methods rely on certain assumptions.
The reliability of the results derived
from a method depends on the sound-
ness of such assumptions. Some as-
sumptions are relatively reliable. For
example, adjustments for differences in
payment terms between controlled and
uncontrolled transactions may be
based on the assumption that at arm’s
length such differences would lead to
price differences that reflect the time
value of money. Although selection of
the appropriate interest rate to use in
making such adjustments involves
some judgement, the economic anal-
ysis on which the assumption is based
is relatively sound. Other assumptions
may be less reliable. For example, the
residual profit split method may be
based on the assumption that capital-
ized intangible development expenses
reflect the relative value of the intan-
gible property contributed by each
party. Because the costs of developing
an intangible may not be related to its
market value, the soundness of this as-
sumption will affect the reliability of
the results derived from this method.

(C) Sensitivity of results to deficiencies
in data and assumptions. Deficiencies in
the data used or assumptions made
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may have a greater effect on some
methods than others. In particular, the
reliability of some methods is heavily
dependent on the similarity of property
or services involved in the controlled
and uncontrolled transaction. For cer-
tain other methods, such as the resale
price method, the analysis of the ex-
tent to which controlled and uncon-
trolled taxpayers undertake the same
or similar functions, employ similar
resources, and bear similar risks is par-
ticularly important. Finally, under
other methods, such as the profit split
method, defining the relevant business
activity and appropriate allocation of
costs, income, and assets may be of
particular importance. Therefore, a dif-
ference between the controlled and un-
controlled transactions for which an
accurate adjustment cannot be made
may have a greater effect on the reli-
ability of the results derived under one
method than the results derived under
another method. For example, dif-
ferences in management efficiency may
have a greater effect on a comparable
profits method analysis than on a com-
parable uncontrolled price method
analysis, while differences in product
characteristics will ordinarily have a
greater effect on a comparable uncon-
trolled price method analysis than on a
comparable profits method analysis.

(iii) Confirmation of results by another
method. If two or more methods
produce inconsistent results, the best
method rule will be applied to select
the method that provides the most reli-
able measure of an arm’s length result.
If the best method rule does not clearly
indicate which method should be se-
lected, an additional factor that may
be taken into account in selecting a
method is whether any of the com-
peting methods produce results that
are consistent with the results ob-
tained from the appropriate applica-
tion of another method. Further, in
evaluating different applications of the
same method, the fact that a second
method (or another application of the
first method) produces results that are
consistent with one of the competing
applications may be taken into ac-
count.
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(d) Comparability—(1) In general.
Whether a controlled transaction pro-
duces an arm’s length result is gen-
erally evaluated by comparing the re-
sults of that transaction to results re-
alized by uncontrolled taxpayers en-
gaged in comparable transactions
under comparable circumstances. For
this purpose, the comparability of
transactions and circumstances must
be evaluated considering all factors
that could affect prices or profits in
arm’s length dealings (comparability
factors). While a specific comparability
factor may be of particular importance
in applying a method, each method re-
quires analysis of all of the factors
that affect comparability under that
method. Such factors include the fol-
lowing—

(i) Functions;

(ii) Contractual terms;

(iii) Risks;

(iv) Economic conditions; and

(v) Property or services.

(2) Standard of comparability. In order
to be considered comparable to a con-
trolled transaction, an uncontrolled
transaction need not be identical to
the controlled transaction, but must be
sufficiently similar that it provides a
reliable measure of an arm’s length re-
sult. If there are material differences
between the controlled and uncon-
trolled transactions, adjustments must
be made if the effect of such differences
on prices or profits can be ascertained
with sufficient accuracy to improve the
reliability of the results. For purposes
of this section, a material difference is
one that would materially affect the
measure of an arm’s length result
under the method being applied. If ad-
justments for material differences can-
not be made, the uncontrolled trans-
action may be used as a measure of an
arm’s length result, but the reliability
of the analysis will be reduced. Gen-
erally, such adjustments must be made
to the results of the uncontrolled com-
parable and must be based on commer-
cial practices, economic principles, or
statistical analyses. The extent and re-
liability of any adjustments will affect
the relative reliability of the analysis.
See §1.482-1(c)(1) (Best method rule). In
any event, unadjusted industry average
returns themselves cannot establish
arm’s length results.
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(3) Factors for determining com-
parability. The comparability factors
listed in §1.482-1(d)(1) are discussed in
this section. Each of these factors must
be considered in determining the de-
gree of comparability between trans-
actions or taxpayers and the extent to
which comparability adjustments may
be necessary. In addition, in certain
cases involving special circumstances,
the rules under paragraph (d)(4) of this
section must be considered.

(i) Functional analysis. Determining
the degree of comparability between
controlled and uncontrolled trans-
actions requires a comparison of the
functions performed, and associated re-
sources employed, by the taxpayers in
each transaction. This comparison is
based on a functional analysis that
identifies and compares the economi-
cally significant activities undertaken,
or to be undertaken, by the taxpayers
in both controlled and uncontrolled
transactions. A functional analysis
should also include consideration of
the resources that are employed, or to
be employed, in conjunction with the
activities undertaken, including con-
sideration of the type of assets used,
such as plant and equipment, or the
use of valuable intangibles. A func-
tional analysis is not a pricing method
and does not itself determine the arm’s
length result for the controlled trans-
action under review. Functions that
may need to be accounted for in deter-
mining the comparability of two trans-
actions include—

(A) Research and development;

(B) Product design and engineering;

(C) Manufacturing, production and
process engineering;

(D) Product fabrication, extraction,
and assembly;

(E) Purchasing and materials man-
agement;

(F) Marketing and distribution func-
tions, including inventory manage-
ment, warranty administration, and
advertising activities;

(G) Transportation and warehousing;
and

(H) Managerial, legal, accounting and
finance, credit and collection, training,
and personnel management services.

(ii) Contractual terms—(A) In general.
Determining the degree of com-
parability between the controlled and
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uncontrolled transactions requires a
comparison of the significant contrac-
tual terms that could affect the results
of the two transactions. These terms
include—

(I) The form of consideration charged
or paid;

(2) Sales or purchase volume;

(3) The scope and terms of warranties
provided;

(4) Rights to updates, revisions or
modifications;

(5) The duration of relevant license,
contract or other agreements, and ter-
mination or renegotiation rights;

(6) Collateral transactions or ongoing
business relationships between the
buyer and the seller, including arrange-
ments for the provision of ancillary or
subsidiary services; and

(7) Extension of credit and payment
terms. Thus, for example, if the time
for payment of the amount charged in
a controlled transaction differs from
the time for payment of the amount
charged in an uncontrolled trans-
action, an adjustment to reflect the
difference in payment terms should be
made if such difference would have a
material effect on price. Such com-
parability adjustment is required even
if no interest would be allocated or im-
puted under §1.482-2(a) or other appli-
cable provisions of the Internal Rev-
enue Code or regulations.

(B) Identifying contractual terms—()
Written agreement. The contractual
terms, including the consequent alloca-
tion of risks, that are agreed to in
writing before the transactions are en-
tered into will be respected if such
terms are consistent with the economic
substance of the underlying trans-
actions. In evaluating economic sub-
stance, greatest weight will be given to
the actual conduct of the parties, and
the respective legal rights of the par-
ties (see, for example, §1.482-4(f)(3)
(Ownership of intangible property)). If
the contractual terms are inconsistent
with the economic substance of the un-
derlying transaction, the district direc-
tor may disregard such terms and im-
pute terms that are consistent with the
economic substance of the transaction.

(2) No written agreement. In the ab-
sence of a written agreement, the dis-
trict director may impute a contrac-
tual agreement between the controlled

26 CFR Ch. | (4-1-22 Edition)

taxpayers consistent with the eco-
nomic substance of the transaction. In
determining the economic substance of
the transaction, greatest weight will be
given to the actual conduct of the par-
ties and their respective legal rights
(see, for example, §1.482-4(f)(3) (Owner-
ship of intangible property)). For ex-
ample, if, without a written agreement,
a controlled taxpayer operates at full
capacity and regularly sells all of its
output to another member of its con-
trolled group, the district director may
impute a purchasing contract from the
course of conduct of the controlled tax-
payers, and determine that the pro-
ducer bears little risk that the buyer
will fail to purchase its full output.
Further, if an established industry con-
vention or usage of trade assigns a risk
or resolves an issue, that convention or
usage will be followed if the conduct of
the taxpayers is consistent with it. See
UCC 1-205. For example, unless other-
wise agreed, payment generally is due
at the time and place at which the
buyer is to receive goods. See UCC 2-
310.

(C) Examples. The following examples
illustrate this paragraph (d)(3)(ii).

Example 1. Differences in volume. USP, a
United States agricultural exporter, regu-
larly buys transportation services from
FSub, its foreign subsidiary, to ship its prod-
ucts from the United States to overseas mar-
kets. Although FSub occasionally provides
transportation services to URA, an unrelated
domestic corporation, URA accounts for only
10% of the gross revenues of FSub, and the
remaining 90% of FSub’s gross revenues are
attributable to FSub’s transactions with
USP. In determining the degree of com-
parability between FSub’s uncontrolled
transaction with URA and its controlled
transaction with USP, the difference in vol-
umes involved in the two transactions and
the regularity with which these services are
provided must be taken into account if such
difference would have a material effect on
the price charged. Inability to make reliable
adjustments for these differences would af-
fect the reliability of the results derived
from the uncontrolled transaction as a meas-
ure of the arm’s length result.

Example 2. Reliability of adjustment for dif-
ferences in volume. (i) FS manufactures prod-
uct XX and sells that product to its parent
corporation, P. F'S also sells product XX to
uncontrolled taxpayers at a price of $100 per
unit. Except for the volume of each trans-
action, the sales to P and to uncontrolled
taxpayers take place under substantially the
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same economic conditions and contractual
terms. In uncontrolled transactions, FS of-
fers a 2% discount for quantities of 20 per
order, and a 5% discount for quantities of 100
per order. If P purchases product XX in
quantities of 60 per order, in the absence of
other reliable information, it may reason-
ably be concluded that the arm’s length
price to P would be $100, less a discount of
3.5%.

(ii) If P purchases product XX in quantities
of 1,000 per order, a reliable estimate of the
appropriate volume discount must be based
on proper economic or statistical analysis,
not necessarily a linear extrapolation from
the 2% and 5% catalog discounts applicable
to sales of 20 and 100 units, respectively.

Example 3. Contractual terms imputed from
economic substance. (i) FP, a foreign producer
of wristwatches, is the registered holder of
the YY trademark in the United States and
in other countries worldwide. In year 1, FP
enters the United States market by selling
YY wristwatches to its newly organized
United States subsidiary, USSub, for dis-
tribution in the United States market.
USSub pays FP a fixed price per wristwatch.
USSub and FP undertake, without separate
compensation, marketing activities to estab-
lish the YY trademark in the United States
market. Unrelated foreign producers of
trademarked wristwatches and their author-
ized United States distributors respectively
undertake similar marketing activities in
independent arrangements involving dis-
tribution of trademarked wristwatches in
the United States market. In years 1 through
6, USSub markets and sells YY wristwatches
in the United States. Further, in years 1
through 6, USSub undertakes incremental
marketing activities in addition to the ac-
tivities similar to those observed in the inde-
pendent distribution transactions in the
United States market. FP does not directly
or indirectly compensate USSub for per-
forming these incremental activities during
years 1 through 6. Assume that, aside from
these incremental activities, and after any
adjustments are made to improve the reli-
ability of the comparison, the price paid per
wristwatch by the independent, authorized
distributors of wristwatches would provide
the most reliable measure of the arm’s
length price paid per YY wristwatch by
USSub.

(ii) By year 7, the wristwatches with the
YY trademark generate a premium return in
the United States market, as compared to
wristwatches marketed by the independent
distributors. In year 7, substantially all the
premium return from the YY trademark in
the United States market is attributed to
FP, for example through an increase in the
price paid per watch by USSub, or by some
other means.

(iii) In determining whether an allocation
of income is appropriate in year 7, the Com-
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missioner may consider the economic sub-
stance of the arrangements between USSub
and FP, and the parties’ course of conduct
throughout their relationship. Based on this
analysis, the Commissioner determines that
it is unlikely that, ex ante, an uncontrolled
taxpayer operating at arm’s length would en-
gage in the incremental marketing activities
to develop or enhance intangible property
owned by another party unless it received
contemporaneous compensation or otherwise
had a reasonable anticipation of receiving a
future benefit from those activities. In this
case, USSub’s undertaking the incremental
marketing activities in years 1 through 6 is
a course of conduct that is inconsistent with
the parties’ attribution to FP in year 7 of
substantially all the premium return from
the enhanced YY trademark in the United
States market. Therefore, the Commissioner
may impute one or more agreements be-
tween USSub and FP, consistent with the
economic substance of their course of con-
duct, which would afford USSub an appro-
priate portion of the premium return from
the YY trademark wristwatches. For exam-
ple, the Commissioner may impute a sepa-
rate services agreement that affords USSub
contingent-payment compensation for its in-
cremental marketing activities in years 1
through 6, which benefited FP by contrib-
uting to the value of the trademark owned
by FP. In the alternative, the Commissioner
may impute a long-term, exclusive agree-
ment to exploit the YY trademark in the
United States that allows USSub to benefit
from the incremental marketing activities it
performed. As another alternative, the Com-
missioner may require FP to compensate
USSub for terminating USSub’s imputed
long-term, exclusive agreement to exploit
the YY trademark in the United States, an
agreement that USSub made more valuable
at its own expense and risk. The taxpayer
may present additional facts that could indi-
cate which of these or other alternative
agreements best reflects the economic sub-
stance of the underlying transactions, con-
sistent with the parties’ course of conduct in
the particular case.

Example 4. Contractual terms imputed from
economic substance. (i) FP, a foreign producer
of athletic gear, is the registered holder of
the AA trademark in the United States and
in other countries worldwide. In year 1, FP
enters into a licensing agreement that af-
fords its newly organized United States sub-
sidiary, USSub, exclusive rights to certain
manufacturing and marketing intangible
property (including the AA trademark) for
purposes of manufacturing and marketing
athletic gear in the United States under the
AA trademark. The contractual terms of this
agreement obligate USSub to pay FP a roy-
alty based on sales, and also obligate both
FP and USSub to undertake without sepa-
rate compensation specified types and levels
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of marketing activities. Unrelated foreign
businesses license independent United States
businesses to manufacture and market ath-
letic gear in the United States, using trade-
marks owned by the unrelated foreign busi-
nesses. The contractual terms of these un-
controlled transactions require the licensees
to pay royalties based on sales of the mer-
chandise, and obligate the licensors and li-
censees to undertake without separate com-
pensation specified types and levels of mar-
keting activities. In years 1 through 6,
USSub manufactures and sells athletic gear
under the AA trademark in the TUnited
States. Assume that, after adjustments are
made to improve the reliability of the com-
parison for any material differences relating
to marketing activities, manufacturing or
marketing intangible property, and other
comparability factors, the royalties paid by
independent licensees would provide the
most reliable measure of the arm’s length
royalty owed by USSub to FP, apart from
the additional facts in paragraph (ii) of this
Example 4.

(ii) In years 1 through 6, USSub performs
incremental marketing activities with re-
spect to the AA trademark athletic gear, in
addition to the activities required under the
terms of the license agreement with FP, that
are also incremental as compared to those
observed in the comparables. FP does not di-
rectly or indirectly compensate USSub for
performing these incremental activities dur-
ing years 1 through 6. By year 7, AA trade-
mark athletic gear generates a premium re-
turn in the United States, as compared to
similar athletic gear marketed by inde-
pendent licensees. In year 7, USSub and FP
enter into a separate services agreement
under which FP agrees to compensate USSub
on a cost basis for the incremental mar-
keting activities that USSub performed dur-
ing years 1 through 6, and to compensate
USSub on a cost basis for any incremental
marketing activities it may perform in year
7 and subsequent years. In addition, the par-
ties revise the license agreement executed in
yvear 1, and increase the royalty to a level
that attributes to FP substantially all the
premium return from sales of the AA trade-
mark athletic gear in the United States.

(iii) In determining whether an allocation
of income is appropriate in year 7, the Com-
missioner may consider the economic sub-
stance of the arrangements between USSub
and FP and the parties’ course of conduct
throughout their relationship. Based on this
analysis, the Commissioner determines that
it is unlikely that, ex ante, an uncontrolled
taxpayer operating at arm’s length would en-
gage in the incremental marketing activities
to develop or enhance intangible property
owned by another party unless it received
contemporaneous compensation or otherwise
had a reasonable anticipation of a future
benefit. In this case, USSub’s undertaking

26 CFR Ch. | (4-1-22 Edition)

the incremental marketing activities in
years 1 through 6 is a course of conduct that
is inconsistent with the parties’ adoption in
year 7 of contractual terms by which FP
compensates USSub on a cost basis for the
incremental marketing activities that it per-
formed. Therefore, the Commissioner may
impute one or more agreements between
USSub and FP, consistent with the economic
substance of their course of conduct, which
would afford USSub an appropriate portion
of the premium return from the AA trade-
mark athletic gear. For example, the Com-
missioner may impute a separate services
agreement that affords USSub contingent-
payment compensation for the incremental
activities it performed during years 1
through 6, which benefited FP by contrib-
uting to the value of the trademark owned
by FP. In the alternative, the Commissioner
may impute a long-term, exclusive United
States license agreement that allows USSub
to benefit from the incremental activities.
As another alternative, the Commissioner
may require FP to compensate USSub for
terminating USSub’s imputed long-term
United States license agreement, a license
that USSub made more valuable at its own
expense and risk. The taxpayer may present
additional facts that could indicate which of
these or other alternative agreements best
reflects the economic substance of the un-
derlying transactions, consistent with the
parties’ course of conduct in this particular
case.

Example 5. Non-arm’s length compensation.
(i) The facts are the same as in paragraph (i)
of Example 4. As in Example 4, assume that,
after adjustments are made to improve the
reliability of the comparison for any mate-
rial differences relating to marketing activi-
ties, manufacturing or marketing intangible
property, and other comparability factors,
the royalties paid by independent licensees
would provide the most reliable measure of
the arm’s length royalty owed by USSub to
FP, apart from the additional facts described
in paragraph (ii) of this Example 5.

(ii) In years 1 through 4, USSub performs
certain incremental marketing activities
with respect to the AA trademark athletic
gear, in addition to the activities required
under the terms of the basic license agree-
ment, that are also incremental as compared
with those activities observed in the
comparables. At the start of year 1, FP en-
ters into a separate services agreement with
USSub, which states that FP will com-
pensate USSub quarterly, in an amount
equal to specified costs plus X%, for these in-
cremental marketing functions. Further,
these written agreements reflect the intent
of the parties that USSub receive such com-
pensation from FP throughout the term of
the agreement, without regard to the success
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or failure of the promotional activities. Dur-
ing years 1 through 4, USSub performs mar-
keting activities pursuant to the separate
services agreement and in each year USSub
receives the specified compensation from FP
on a cost of services plus basis.

(iii) In evaluating year 4, the Commis-
sioner performs an analysis of independent
parties that perform promotional activities
comparable to those performed by USSub
and that receive separately-stated com-
pensation on a current basis without contin-
gency. The Commissioner determines that
the magnitude of the specified cost plus X%
is outside the arm’s length range in each of
years 1 through 4. Based on an evaluation of
all the facts and circumstances, the Commis-
sioner makes an allocation to require pay-
ment of compensation to USSub for the pro-
motional activities performed in year 4,
based on the median of the interquartile
range of the arm’s length markups charged
by the uncontrolled comparables described
in paragraph (e)(3) of this section.

(iv) Given that based on facts and cir-
cumstances, the terms agreed by the con-
trolled parties were that FP would bear all
risks associated with the promotional activi-
ties performed by USSub to promote the AA
trademark product in the United States mar-
ket, and given that the parties’ conduct dur-
ing the years examined was consistent with
this allocation of risk, the fact that the cost
of services plus markup on USSub’s services
was outside the arm’s length range does not,
without more, support imputation of addi-
tional contractual terms based on alter-
native views of the economic substance of
the transaction, such as terms indicating
that USSub, rather than FP, bore the risk
associated with these activities.

Example 6. Contractual terms imputed from
economic substance. (i) Company X is a mem-
ber of a controlled group that has been in op-
eration in the pharmaceutical sector for
many years. In years 1 through 4, Company
X undertakes research and development ac-
tivities. As a result of those activities, Com-
pany X developed a compound that may be
more effective than existing medications in
the treatment of certain conditions.

(ii) Company Y is acquired in year 4 by the
controlled group that includes Company X.
Once Company Y is acquired, Company X
makes available to Company Y a large
amount of technical data concerning the new
compound, which Company Y uses to reg-
ister patent rights with respect to the com-
pound in several jurisdictions, making Com-
pany Y the legal owner of such patents. Com-
pany Y then enters into licensing agree-
ments with group members that afford Com-
pany Y 100% of the premium return attrib-
utable to use of the intangible property by
its subsidiaries.

(iii) In determining whether an allocation
is appropriate in year 4, the Commissioner

§1.482-1

may consider the economic substance of the
arrangements between Company X and Com-
pany Y, and the parties’ course of conduct
throughout their relationship. Based on this
analysis, the Commissioner determines that
it is unlikely that an uncontrolled taxpayer
operating at arm’s length would make avail-
able the results of its research and develop-
ment or perform services that resulted in
transfer of valuable know how to another
party unless it received contemporaneous
compensation or otherwise had a reasonable
anticipation of receiving a future benefit
from those activities. In this case, Company
X’s undertaking the research and develop-
ment activities and then providing technical
data and know-how to Company Y in year 4
is inconsistent with the registration and sub-
sequent exploitation of the patent by Com-
pany Y. Therefore, the Commissioner may
impute one or more agreements between
Company X and Company Y consistent with
the economic substance of their course of
conduct, which would afford Company X an
appropriate portion of the premium return
from the patent rights. For example, the
Commissioner may impute a separate serv-
ices agreement that affords Company X con-
tingent-payment compensation for its serv-
ices in year 4 for the benefit of Company Y,
consisting of making available to Company
Y technical data, know-how, and other fruits
of research and development conducted in
previous years. These services benefited
Company Y by giving rise to and contrib-
uting to the value of the patent rights that
were ultimately registered by Company Y. In
the alternative, the Commissioner may im-
pute a transfer of patentable intangible prop-
erty rights from Company X to Company Y
immediately preceding the registration of
patent rights by Company Y. The taxpayer
may present additional facts that could indi-
cate which of these or other alternative
agreements best reflects the economic sub-
stance of the underlying transactions, con-
sistent with the parties’ course of conduct in
the particular case.

(iii) Risk—(A) Comparability. Deter-
mining the degree of comparability be-
tween controlled and uncontrolled
transactions requires a comparison of
the significant risks that could affect
the prices that would be charged or
paid, or the profit that would be
earned, in the two transactions. Rel-
evant risks to consider include—

(I) Market risks, including fluctua-
tions in cost, demand, pricing, and in-
ventory levels;

(2) Risks associated with the success
or failure of research and development
activities;
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(3) Financial risks, including fluctua-
tions in foreign currency rates of ex-
change and interest rates;

(4) Credit and collection risks;

() Product liability risks; and

(6) General business risks related to
the ownership of property, plant, and
equipment.

(B) Identification of taxpayer that bears
risk. In general, the determination of
which controlled taxpayer bears a par-
ticular risk will be made in accordance
with the provisions of  §1.482-
1(d)(3)(ii)(B) (Identifying contractual
terms). Thus, the allocation of risks
specified or implied by the taxpayer’s
contractual terms will generally be re-
spected if it is consistent with the eco-
nomic substance of the transaction. An
allocation of risk between controlled
taxpayers after the outcome of such
risk is known or reasonably knowable
lacks economic substance. In consid-
ering the economic substance of the
transaction, the following facts are rel-
evant—

(I) Whether the pattern of the con-
trolled taxpayer’s conduct over time is
consistent with the purported alloca-
tion of risk between the controlled tax-
payers; or where the pattern is
changed, whether the relevant contrac-
tual arrangements have been modified
accordingly;

(2) Whether a controlled taxpayer has
the financial capacity to fund losses
that might be expected to occur as the
result of the assumption of a risk, or
whether, at arm’s length, another
party to the controlled transaction
would ultimately suffer the con-
sequences of such losses; and

(3) The extent to which each con-
trolled taxpayer exercises managerial
or operational control over the busi-
ness activities that directly influence
the amount of income or loss realized.
In arm’s length dealings, parties ordi-
narily bear a greater share of those
risks over which they have relatively
more control.

(C) Examples. The following examples
illustrate this paragraph (d)(3)(iii).

Example 1. FD, the wholly-owned foreign
distributor of USM, a U.S. manufacturer,
buys widgets from USM under a written con-
tract. Widgets are a generic electronic appli-
ance. Under the terms of the contract, FD
must buy and take title to 20,000 widgets for
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each of the five years of the contract at a
price of $10 per widget. The widgets will be
sold under FD’s label, and FD must finance
any marketing strategies to promote sales in
the foreign market. There are no rebate or
buy back provisions. FD has adequate finan-
cial capacity to fund its obligations under
the contract under any circumstances that
could reasonably be expected to arise. In
Years 1, 2 and 3, FD sold only 10,000 widgets
at a price of $11 per unit. In Year 4, FD sold
its entire inventory of widgets at a price of
$25 per unit. Since the contractual terms al-
locating market risk were agreed to before
the outcome of such risk was known or rea-
sonably knowable, FD had the financial ca-
pacity to bear the market risk that it would
be unable to sell all of the widgets it pur-
chased currently, and its conduct was con-
sistent over time, FD will be deemed to bear
the risk.

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 1 FD had only
$100,000 in total capital, including loans. In
subsequent years USM makes no additional
contributions to the capital of FD, and FD is
unable to obtain any capital through loans
from an unrelated party. Nonetheless, USM
continues to sell 20,000 widgets annually to
FD under the terms of the contract, and
USM extends credit to FD to enable it to fi-
nance the purchase. FD does not have the fi-
nancial capacity in Years 1, 2 and 3 to fi-
nance the purchase of the widgets given that
it could not sell most of the widgets it pur-
chased during those years. Thus, notwith-
standing the terms of the contract, USM and
not FD assumed the market risk that a sub-
stantial portion of the widgets could not be
sold, since in that event FD would not be
able to pay USM for all of the widgets it pur-
chased.

Example 3. S, a Country X corporation,
manufactures small motors that it sells to P,
its U.S. parent. P incorporates the motors
into various products and sells those prod-
ucts to uncontrolled customers in the United
States. The contract price for the motors is
expressed in U.S. dollars, effectively allo-
cating the currency risk for these trans-
actions to S for any currency fluctuations
between the time the contract is signed and
payment is made. As long as S has adequate
financial capacity to bear this currency risk
(including by hedging all or part of the risk)
and the conduct of S and P is consistent with
the terms of the contract (i.e., the contract
price is not adjusted to reflect exchange rate
movements), the agreement of the parties to
allocate the exchange risk to S will be re-
spected.

Example 4. USSub is the wholly-owned U.S.
subsidiary of FP, a foreign manufacturer.
USSub acts as a distributor of goods manu-
factured by FP. FP and USSub execute an
agreement providing that FP will bear any
ordinary product liability costs arising from
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defects in the goods manufactured by FP. In
practice, however, when ordinary product li-
ability claims are sustained against USSub
and FP, USSub pays the resulting damages.
Therefore, the district director disregards
the contractual arrangement regarding prod-
uct liability costs between FP and USSub,
and treats the risk as having been assumed
by USSub.

(iv) Economic conditions. Determining
the degree of comparability between
controlled and wuncontrolled trans-
actions requires a comparison of the
significant economic conditions that
could affect the prices that would be
charged or paid, or the profit that
would be earned in each of the trans-
actions. These factors include—

(A) The similarity of geographic mar-
kets;

(B) The relative size of each market,
and the extent of the overall economic
development in each market;

(C) The level of the market (e.g.,
wholesale, retail, etc.);

(D) The relevant market shares for
the products, properties, or services
transferred or provided;

(E) The location-specific costs of the
factors of production and distribution;

(F) The extent of competition in each
market with regard to the property or
services under review;

(G) The economic condition of the
particular industry, including whether
the market is in contraction or expan-
sion; and

(H) The alternatives realistically
available to the buyer and seller.

(v) Property or services. Evaluating
the degree of comparability between
controlled and uncontrolled trans-
actions requires a comparison of the
property or services transferred in the
transactions. This comparison may in-
clude any intangible property that is
embedded in tangible property or serv-
ices being transferred (embedded intan-
gibles). The comparability of the em-
bedded intangibles will be analyzed
using the factors listed in §1.482-
4(c)(2)(iii)(B)(I1) (comparable intangible
property). The relevance of product
comparability in evaluating the rel-
ative reliability of the results will de-
pend on the method applied. For guid-
ance concerning the specific com-
parability considerations applicable to
transfers of tangible and intangible
property and performance of services,
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see §§1.482-3 through 1.482-6 and §1.482—
9; see also §§1.482-3(f), 1.482-4(f)(4), and
1.482-9(m), dealing with the coordina-
tion of intangible and tangible prop-
erty and performance of services rules.

(4) Special circumstances—(i) Market
share strategy. In certain cir-
cumstances, taxpayers may adopt
strategies to enter new markets or to
increase a product’s share of an exist-
ing market (market share strategy).
Such a strategy would be reflected by
temporarily increased market develop-
ment expenses or resale prices that are
temporarily lower than the prices
charged for comparable products in the
same market. Whether or not the
strategy is reflected in the transfer
price depends on which party to the
controlled transaction bears the costs
of the pricing strategy. In any case, the
effect of a market share strategy on a
controlled transaction will be taken
into account only if it can be shown
that an uncontrolled taxpayer engaged
in a comparable strategy under com-
parable circumstances for a com-
parable period of time, and the tax-
payer provides documentation that
substantiates the following—

(A) The costs incurred to implement
the market share strategy are borne by
the controlled taxpayer that would ob-
tain the future profits that result from
the strategy, and there is a reasonable
likelihood that the strategy will result
in future profits that reflect an appro-
priate return in relation to the costs
incurred to implement it;

(B) The market share strategy is pur-
sued only for a period of time that is
reasonable, taking into consideration
the industry and product in question;
and

(C) The market share strategy, the
related costs and expected returns, and
any agreement between the controlled
taxpayers to share the related costs,
were established before the strategy
was implemented.

(ii) Different geographic markets—(A)
In general. Uncontrolled comparables
ordinarily should be derived from the
geographic market in which the con-
trolled taxpayer operates, because
there may be significant differences in
economic conditions in different mar-
kets. If information from the same
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market is not available, an uncon-
trolled comparable derived from a dif-
ferent geographic market may be con-
sidered if adjustments are made to ac-
count for differences between the two
markets. If information permitting ad-
justments for such differences is not
available, then information derived
from uncontrolled comparables in the
most similar market for which reliable
data is available may be used, but the
extent of such differences may affect
the reliability of the method for pur-
poses of the best method rule. For this
purpose, a geographic market is any
geographic area in which the economic
conditions for the relevant product or
service are substantially the same, and
may include multiple countries, de-
pending on the economic conditions.
(B) Example. The following example
illustrates this paragraph (d)(4)(ii).

Example. Manuco, a wholly-owned foreign
subsidiary of P, a U.S. corporation, manufac-
tures products in Country Z for sale to P. No
uncontrolled transactions are located that
would provide a reliable measure of the
arm’s length result under the comparable
uncontrolled price method. The district di-
rector considers applying the cost plus meth-
od or the comparable profits method. Infor-
mation on uncontrolled taxpayers per-
forming comparable functions under com-
parable circumstances in the same geo-
graphic market is not available. Therefore,
adjusted data from uncontrolled manufac-
turers in other markets may be considered in
order to apply the cost plus method. In this
case, comparable uncontrolled manufactur-
ers are found in the United States. Accord-
ingly, data from the comparable U.S. uncon-
trolled manufacturers, as adjusted to ac-
count for differences between the United
States and Country Z’s geographic market,
is used to test the arm’s length price paid by
P to Manuco. However, the use of such data
may affect the reliability of the results for
purposes of the best method rule. See §1.482—
1(c).

(C) Location savings. If an uncon-
trolled taxpayer operates in a different
geographic market than the controlled
taxpayer, adjustments may be nec-
essary to account for significant dif-
ferences in costs attributable to the ge-
ographic markets. These adjustments
must be based on the effect such dif-
ferences would have on the consider-
ation charged or paid in the controlled
transaction given the relative competi-
tive positions of buyers and sellers in
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each market. Thus, for example, the
fact that the total costs of operating in
a controlled manufacturer’s geographic
market are less than the total costs of
operating in other markets ordinarily
justifies higher profits to the manufac-
turer only if the cost differences would
increase the profits of comparable un-
controlled manufacturers operating at
arm’s length, given the competitive po-
sitions of buyers and sellers in that
market.

(D) Example. The following example
illustrates the principles of this para-
graph (d)(4)(ii)(C).

Example. Couture, a U.S. apparel design
corporation, contracts with Sewco, its whol-
ly owned Country Y subsidiary, to manufac-
ture its clothes. Costs of operating in Coun-
try Y are significantly lower than the oper-
ating costs in the United States. Although
clothes with the Couture label sell for a pre-
mium price, the actual production of the
clothes does not require significant special-
ized knowledge that could not be acquired by
actual or potential competitors to Sewco at
reasonable cost. Thus, Sewco’s functions
could be performed by several actual or po-
tential competitors to Sewco in geographic
markets that are similar to Country Y.
Thus, the fact that production is less costly
in Country Y will not, in and of itself, justify
additional profits derived from lower oper-
ating costs in Country Y inuring to Sewco,
because the competitive positions of the
other actual or potential producers in simi-
lar geographic markets capable of per-
forming the same functions at the same low
costs indicate that at arm’s length such prof-
its would not be retained by Sewco.

(iii) Transactions ordinarily not accept-
ed as comparables—(A) In general.
Transactions ordinarily will not con-
stitute reliable measures of an arm’s
length result for purposes of this sec-
tion if—

(I) They are not made in the ordinary
course of business; or

(2) One of the principal purposes of
the uncontrolled transaction was to es-
tablish an arm’s length result with re-
spect to the controlled transaction.

(B) Examples. The following examples
illustrate the principle of this para-
graph (d)(4)(ii).

Example 1. Not in the ordinary course of busi-
ness. USP, a United States manufacturer of
computer software, sells its products to
FSub, its foreign distributor in country X.
Compco, a United States competitor of USP,
also sells its products in X through unrelated
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distributors. However, in the year under re-
view, Compco is forced into bankruptcy, and
Compco liquidates its inventory by selling
all of its products to unrelated distributors
in X for a liquidation price. Because the sale
of its entire inventory was not a sale in the
ordinary course of business, Compco’s sale
cannot be used as an uncontrolled com-
parable to determine USP’s arm’s length re-
sult from its controlled transaction.

Example 2. Principal purpose of establishing
an arm’s length result. USP, a United States
manufacturer of farm machinery, sells its
products to FSub, its wholly-owned dis-
tributor in Country Y. USP, operating at
nearly full capacity, sells 95% of its inven-
tory to FSub. To make use of its excess ca-
pacity, and also to establish a comparable
uncontrolled price for its transfer price to
FSub, USP increases its production to full
capacity. USP sells its excess inventory to
Compco, an unrelated foreign distributor in
Country X. Country X has approximately the
same economic conditions as that of Country
Y. Because one of the principal purposes of
selling to Compco was to establish an arm’s
length price for its controlled transactions
with FSub, USP’s sale to Compco cannot be
used as an uncontrolled comparable to deter-
mine USP’s arm’s length result from its con-
trolled transaction.

(e) Arm’s length range—(1) In general.
In some cases, application of a pricing
method will produce a single result
that is the most reliable measure of an
arm’s length result. In other cases, ap-
plication of a method may produce a
number of results from which a range
of reliable results may be derived. A
taxpayer will not be subject to adjust-
ment if its results fall within such
range (arm’s length range).

(2) Determination of arm’s length
range—(i) Single method. The arm’s
length range is ordinarily determined
by applying a single pricing method se-
lected under the best method rule to
two or more uncontrolled transactions
of similar comparability and reli-
ability. Use of more than one method
may be appropriate for the purposes de-
scribed in paragraph (c)(2)(iii) of this
section (Best method rule).

(ii) Selection of comparables. Uncon-
trolled comparables must be selected
based upon the comparability criteria
relevant to the method applied and
must be sufficiently similar to the con-
trolled transaction that they provide a
reliable measure of an arm’s length re-
sult. If material differences exist be-
tween the controlled and uncontrolled

§1.482-1

transactions, adjustments must be
made to the results of the uncontrolled
transaction if the effect of such dif-
ferences on price or profits can be
ascertained with sufficient accuracy to
improve the reliability of the results.
See §1.482-1(d)(2) (Standard of com-
parability). The arm’s length range
will be derived only from those uncon-
trolled comparables that have, or
through adjustments can be brought
to, a similar level of comparability and
reliability, and uncontrolled
comparables that have a significantly
lower level of comparability and reli-
ability will not be used in establishing
the arm’s length range.

(iii) Comparables included in arm’s
length range—(A) In general. The arm’s
length range will consist of the results
of all of the uncontrolled comparables
that meet the following conditions: the
information on the controlled trans-
action and the uncontrolled
comparables is sufficiently complete
that it is likely that all material dif-
ferences have been identified, each
such difference has a definite and rea-
sonably ascertainable effect on price or
profit, and an adjustment is made to
eliminate the effect of each such dif-
ference.

(B) Adjustment of range to increase reli-
ability. If there are no uncontrolled
comparables described in paragraph
(e)(2)(iii)(A) of this section, the arm’s
length range is derived from the results
of all the uncontrolled comparables, se-
lected pursuant to paragraph (e)(2)(ii)
of this section, that achieve a similar
level of comparability and reliability.
In such cases the reliability of the
analysis must be increased, where it is
possible to do so, by adjusting the
range through application of a wvalid
statistical method to the results of all
of the uncontrolled comparables so se-
lected. The reliability of the analysis is
increased when statistical methods are
used to establish a range of results in
which the limits of the range will be
determined such that there is a 75 per-
cent probability of a result falling
above the lower end of the range and a
75 percent probability of a result fall-
ing below the upper end of the range.
The interquartile range ordinarily pro-
vides an acceptable measure of this
range; however a different statistical
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method may be applied if it provides a
more reliable measure.

(C) Interquartile range. For purposes
of this section, the interquartile range
is the range from the 25th to the 75th
percentile of the results derived from
the uncontrolled comparables. For this
purpose, the 25th percentile is the low-
est result derived from an uncontrolled
comparable such that at least 256 per-
cent of the results are at or below the
value of that result. However, if ex-
actly 25 percent of the results are at or
below a result, then the 25th percentile
is equal to the average of that result
and the next higher result derived from
the uncontrolled comparables. The 75th
percentile is determined analogously.

(3) Adjustment if taxpayer’s results are
outside arm’s length range. If the results
of a controlled transaction fall outside
the arm’s length range, the district di-
rector may make allocations that ad-
just the controlled taxpayer’s result to
any point within the arm’s length
range. If the interquartile range is used
to determine the arm’s length range,
such adjustment will ordinarily be to
the median of all the results. The me-
dian is the 50th percentile of the re-
sults, which is determined in a manner
analogous to that described in para-
graph (e)(2)(ii)(C) of this section
(Interquartile range). In other cases, an
adjustment normally will be made to
the arithmetic mean of all the results.
See §1.482-1(f)(2)(iii)(D) for determina-
tion of an adjustment when a con-
trolled taxpayer’s result for a multiple
year period falls outside an arm’s
length range consisting of the average
results of uncontrolled comparables
over the same period.

(4) Arm’s length range not prerequisite
to allocation. The rules of this para-
graph (e) do not require that the dis-
trict director establish an arm’s length
range prior to making an allocation
under section 482. Thus, for example,
the district director may properly pro-
pose an allocation on the basis of a sin-
gle comparable uncontrolled price if
the comparable uncontrolled price
method, as described in §1.482-3(b), has
been properly applied. However, if the
taxpayer subsequently demonstrates
that the results claimed on its income
tax return are within the range estab-
lished by additional equally reliable
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comparable uncontrolled prices in a
manner consistent with the require-
ments set forth in §1.482-1(e)(2)(iii),
then no allocation will be made.

(5) Examples. The following examples
illustrate the principles of this para-
graph (e).

Example 1. Selection of comparables. (i) To
evaluate the arm’s length result of a con-
trolled transaction between USSub, the
United States taxpayer under review, and
FP, its foreign parent, the district director
considers applying the resale price method.
The district director identifies ten potential
uncontrolled transactions. The distributors
in all ten uncontrolled transactions purchase
and resell similar products and perform simi-
lar functions to those of USSub.

(ii) Data with respect to three of the un-
controlled transactions is very limited, and
although some material differences can be
identified and adjusted for, the level of com-
parability of these three uncontrolled
comparables is significantly lower than that
of the other seven. Further, of those seven,
adjustments for the identified material dif-
ferences can be reliably made for only four of
the uncontrolled transactions. Therefore,
pursuant to §1.482-1(e)(2)(ii) only these four
uncontrolled comparables may be used to es-
tablish an arm’s length range.

Example 2. Arm’s length range consists of all
the results. (i) The facts are the same as in
Example 1. Applying the resale price method
to the four uncontrolled comparables, and
making adjustments to the uncontrolled
comparables pursuant to §1.482-1(d)(2), the
district director derives the following re-
sults:

Result

Comparable (price)

$44.00
45.00
45.00
45.50

B ON =

(ii) The district director determines that
data regarding the four uncontrolled trans-
actions is sufficiently complete and accurate
so that it is likely that all material dif-
ferences between the controlled and uncon-
trolled transactions have been identified,
such differences have a definite and reason-
ably ascertainable effect, and appropriate
adjustments were made for such differences.
Accordingly, if the resale price method is de-
termined to be the best method pursuant to
§1.482-1(c), the arm’s length range for the
controlled transaction will consist of the re-
sults of all of the uncontrolled comparables,
pursuant to paragraph (e)(2)(iii)(A) of this
section. Thus, the arm’s length range in this
case would be the range from $44 to $45.50.

676



Internal Revenue Service, Treasury

Example 3. Arm’s length range limited to
interquartile range. (i) The facts are the same
as in Erample 2, except in this case there are
some product and functional differences be-
tween the four uncontrolled comparables and
USSub. However, the data is insufficiently
complete to determine the effect of the dif-
ferences. Applying the resale price method to
the four uncontrolled comparables, and mak-
ing adjustments to the uncontrolled
comparables pursuant to §1.482-1(d)(2), the
district director derives the following re-
sults:

Result

Uncontrolled comparable (price)

$42.00
44.00
45.00
47.50

BN =

(ii) It cannot be established in this case
that all material differences are likely to
have been identified and reliable adjust-
ments made for those differences. Accord-
ingly, if the resale price method is deter-
mined to be the best method pursuant to
§1.482-1(c), the arm’s length range for the
controlled transaction must be established
pursuant to paragraph (e)(2)(iii)(B) of this
section. In this case, the district director
uses the interquartile range to determine the
arm’s length range, which is the range from
$43 to $46.25. If USSub’s price falls outside
this range, the district director may make
an allocation. In this case that allocation
would be to the median of the results, or
$44.50.

Example 4. Arm’s length range limited to
interquartile range. (i) To evaluate the arm’s
length result of controlled transactions be-
tween USP, a United States manufacturing
company, and FSub, its foreign subsidiary,
the district director considers applying the
comparable profits method. The district di-
rector identifies 50 uncontrolled taxpayers
within the same industry that potentially
could be used to apply the method.

(ii) Further review indicates that only 20 of
the uncontrolled manufacturers engage in
activities requiring similar capital invest-
ments and technical know-how. Data with
respect to five of the uncontrolled manufac-
turers is very limited, and although some
material differences can be identified and ad-
justed for, the level of comparability of these
five uncontrolled comparables is signifi-
cantly lower than that of the other 15. In ad-
dition, for those five uncontrolled
comparables it is not possible to accurately
allocate costs between the business activity
associated with the relevant transactions
and other business activities. Therefore, pur-
suant to §1.482-1(e)(2)(ii) only the other fif-
teen uncontrolled comparables may be used
to establish an arm’s length range.
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(iii) Although the data for the fifteen re-
maining uncontrolled comparables is rel-
atively complete and accurate, there is a sig-
nificant possibility that some material dif-
ferences may remain. The district director
has determined, for example, that it is likely
that there are material differences in the
level of technical expertise or in manage-
ment efficiency. Accordingly, if the com-
parable profits method is determined to be
the best method pursuant to §1.482-1(c), the
arm’s length range for the controlled trans-
action may be established only pursuant to
paragraph (e)(2)(iii)(B) of this section.

(f) Scope of review—(1) In general. The
authority to determine true taxable in-
come extends to any case in which ei-
ther by inadvertence or design the tax-
able income, in whole or in part, of a
controlled taxpayer is other than it
would have been had the taxpayer, in
the conduct of its affairs, been dealing
at arm’s length with an uncontrolled
taxpayer.

(i) Intent to evade or avoid tar not a
prerequisite. In making allocations
under section 482, the district director
is not restricted to the case of im-
proper accounting, to the case of a
fraudulent, colorable, or sham trans-
action, or to the case of a device de-
signed to reduce or avoid tax by shift-
ing or distorting income, deductions,
credits, or allowances.

(ii) Realization of income not a pre-
requisite—(A) In general. The district di-
rector may make an allocation under
section 482 even if the income ulti-
mately anticipated from a series of
transactions has not been or is never
realized. For example, if a controlled
taxpayer sells a product at less than an
arm’s length price to a related tax-
payer in one taxable year and the sec-
ond controlled taxpayer resells the
product to an unrelated party in the
next taxable year, the district director
may make an appropriate allocation to
reflect an arm’s length price for the
sale of the product in the first taxable
year, even though the second con-
trolled taxpayer had not realized any
gross income from the resale of the
product in the first year. Similarly, if
a controlled taxpayer lends money to a
related taxpayer in a taxable year, the
district director may make an appro-
priate allocation to reflect an arm’s
length charge for interest during such
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taxable year even if the second con-
trolled taxpayer does not realize in-
come during such year. Finally, even if
two controlled taxpayers realize an
overall loss that is attributable to a
particular controlled transaction, an
allocation under section 482 is not pre-
cluded.

(B) Example. The following example
illustrates this paragraph (f)(1)(ii).

Example. USSub is a U.S. subsidiary of FP,
a foreign corporation. Parent manufactures
product X and sells it to USSub. USSub func-
tions as a distributor of product X to unre-
lated customers in the United States. The
fact that FP may incur a loss on the manu-
facture and sale of product X does not by
itself establish that USSub, dealing with FP
at arm’s length, also would incur a loss. An
independent distributor acting at arm’s
length with its supplier would in many cir-
cumstances be expected to earn a profit
without regard to the level of profit earned
by the supplier.

(iii) Nonrecognition provisions may not
bar allocation—(A) In general. If nec-
essary to prevent the avoidance of
taxes or to clearly reflect income, the
district director may make an alloca-
tion under section 482 with respect to
transactions that otherwise qualify for
nonrecognition of gain or loss under
applicable provisions of the Internal
Revenue Code (such as section 351 or
1031).

(B) Example. The following example
illustrates this paragraph (f)(1)(iii).

Example. (i) In Year 1 USP, a United States
corporation, bought 100 shares of UR, an un-
related corporation, for $100,000. In Year 2,
when the value of the UR stock had de-
creased to $40,000, USP contributed all 100
shares of UR stock to its wholly-owned sub-
sidiary in exchange for subsidiary’s capital
stock. In Year 3, the subsidiary sold all of
the UR stock for $40,000 to an unrelated
buyer, and on its U.S. income tax return,
claimed a loss of $60,000 attributable to the
sale of the UR stock. USP and its subsidiary
do not file a consolidated return.

(ii) In determining the true taxable income
of the subsidiary, the district director may
disallow the loss of $60,000 on the ground
that the loss was incurred by USP. National
Securities Corp. v Commissioner, 137 F.2d 600
(3rd Cir. 1943), cert. denied, 320 U.S. 794 (1943).

(iv) Consolidated returns. Section 482
and the regulations thereunder apply
to all controlled taxpayers, whether
the controlled taxpayer files a separate
or consolidated U.S. income tax return.
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If a controlled taxpayer files a separate
return, its true separate taxable in-
come will be determined. If a con-
trolled taxpayer is a party to a consoli-
dated return, the true consolidated
taxable income of the affiliated group
and the true separate taxable income
of the controlled taxpayer must be de-
termined consistently with the prin-
ciples of a consolidated return.

(2) Rules relating to determination of
true taxable income. The following rules
must be taken into account in deter-
mining the true taxable income of a
controlled taxpayer.

(i)(A) through (E) [Reserved]. For fur-
ther guidance see §1.482-1T(f)(2)(1)(A)
through (E).

(ii) Allocation based on tarpayer’s ac-
tual transactions—(A) In general. The
Commissioner will evaluate the results
of a transaction as actually structured
by the taxpayer unless its structure
lacks economic substance. However,
the Commissioner may consider the al-
ternatives available to the taxpayer in
determining whether the terms of the
controlled transaction would be ac-
ceptable to an uncontrolled taxpayer
faced with the same alternatives and
operating under comparable cir-
cumstances. In such cases the Commis-
sioner may adjust the consideration
charged in the controlled transaction
based on the cost or profit of an alter-
native as adjusted to account for mate-
rial differences between the alternative
and the controlled transaction, but will
not restructure the transaction as if
the alternative had been adopted by
the taxpayer. See paragraph (d)3) of
this section (factors for determining
comparability; contractual terms and
risk); §§1.482-3(e), 1.482-4(d), and 1.482-
9(h) (unspecified methods).

(B) [Reserved]. For further guidance
see §1.482-1T(£)(2)(i1)(B).

(iii) Multiple year data—(A) In general.
The results of a controlled transaction
ordinarily will be compared with the
results of uncontrolled comparables oc-
curring in the taxable year under re-
view. It may be appropriate, however,
to consider data relating to the uncon-
trolled comparables or the controlled
taxpayer for one or more years before
or after the year under review. If data
relating to uncontrolled comparables
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from multiple years is used, data relat-
ing to the controlled taxpayer for the
same years ordinarily must be consid-
ered. However, if such data is not avail-
able, reliable data from other years, as
adjusted under paragraph (d)(2) (Stand-
ard of comparability) of this section
may be used.

(B) Circumstances warranting consider-
ation of multiple year data. The extent
to which it is appropriate to consider
multiple year data depends on the
method being applied and the issue
being addressed. Circumstances that
may warrant consideration of data
from multiple years include the extent
to which complete and accurate data
are available for the taxable year under
review, the effect of business cycles in
the controlled taxpayer’s industry, or
the effects of life cycles of the product
or intangible property being examined.
Data from one or more years before or
after the taxable year under review
must ordinarily be considered for pur-
poses of applying the provisions of
paragraph (d)(3)(iii) of this section
(risk), paragraph (d)(4)(i) of this sec-
tion (market share strategy), §1.482—
4(f)(2) (periodic adjustments), §1.482-5
(comparable profits method), §1.482-9(f)
(comparable profits method for serv-
ices), and §1.482-9(i) (contingent-pay-
ment contractual terms for services).
On the other hand, multiple year data
ordinarily will not be considered for
purposes of applying the comparable
uncontrolled price method of §1.482-
3(b) or the comparable uncontrolled
services price method of §1.482-9(c) (ex-
cept to the extent that risk or market
share strategy issues are present).

(C) Comparable effect over comparable
period. Data from multiple years may
be considered to determine whether the
same economic conditions that caused
the controlled taxpayer’s results had a
comparable effect over a comparable
period of time on the uncontrolled
comparables that establish the arm’s
length range. For example, given that
uncontrolled taxpayers enter into
transactions with the ultimate expec-
tation of earning a profit, persistent
losses among controlled taxpayers may
be an indication of non-arm’s length
dealings. Thus, if a controlled taxpayer
that realizes a loss with respect to a
controlled transaction seeks to dem-
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onstrate that the loss is within the
arm’s length range, the district direc-
tor may take into account data from
taxable years other than the taxable
year of the transaction to determine
whether the loss was attributable to
arm’s length dealings. The rule of this
paragraph (f)(2)(iii)(C) is illustrated by
Example 3 of paragraph (f)(2)(iii)(E) of
this section.

(D) Applications of methods using mul-
tiple year averages. If a comparison of a
controlled taxpayer’s average result
over a multiple year period with the
average results of uncontrolled
comparables over the same period
would reduce the effect of short-term
variations that may be unrelated to
transfer pricing, it may be appropriate
to establish a range derived from the
average results of uncontrolled
comparables over a multiple year pe-
riod to determine if an adjustment
should be made. In such a case the dis-
trict director may make an adjustment
if the controlled taxpayer’s average re-
sult for the multiple year period is not
within such range. Such a range must
be determined in accordance with
§1.482-1(e) (Arm’s length range). An ad-
justment in such a case ordinarily will
be equal to the difference, if any, be-
tween the controlled taxpayer’s result
for the taxable year and the mid-point
of the uncontrolled comparables’ re-
sults for that year. If the interquartile
range is used to determine the range of
average results for the multiple year
period, such adjustment will ordinarily
be made to the median of all the re-
sults of the uncontrolled comparables
for the taxable year. See Example 2 of
§1.482-5(e). In other cases, the adjust-
ment normally will be made to the
arithmetic mean of all the results of
the uncontrolled comparables for the
taxable year. However, an adjustment
will be made only to the extent that it
would move the controlled taxpayer’s
multiple year average closer to the
arm’s length range for the multiple
year period or to any point within such
range. In determining a controlled tax-
payer’s average result for a multiple
year period, adjustments made under
this section for prior years will be
taken into account only if such adjust-
ments have been finally determined, as
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described in §1.482-1(g)(2)(iii). See Ex-
ample 3 of §1.482-5(e).

(E) Examples. The following exam-
ples, in which S and P are controlled
taxpayers, illustrate this paragraph
(£)(2)({ii). Examples 1 and 4 also illus-
trate the principle of the arm’s length
range of paragraph (e) of this section.

Example 1. P sold product Z to S for $60 per
unit in 1995. Applying the resale price meth-
od to data from uncontrolled comparables
for the same year establishes an arm’s
length range of prices for the controlled
transaction from $52 to $59 per unit. Since
the price charged in the controlled trans-
action falls outside the range, the district di-
rector would ordinarily make an allocation
under section 482. However, in this case there
are cyclical factors that affect the results of
the uncontrolled comparables (and that of
the controlled transaction) that cannot be
adequately accounted for by specific adjust-
ments to the data for 1995. Therefore, the
district director considers results over mul-
tiple years to account for these factors.
Under these circumstances, it is appropriate
to average the results of the uncontrolled
comparables over the years 1993, 1994, and
1995 to determine an arm’s length range. The
averaged results establish an arm’s length
range of $566 to $568 per unit. For consistency,
the results of the controlled taxpayers must
also be averaged over the same years. The
average price in the controlled transaction
over the three years is $57. Because the con-
trolled transfer price of product Z falls with-
in the arm’s length range, the district direc-
tor makes no allocation.

Example 2. (i) FP, a Country X corporation,
designs and manufactures machinery in
Country X. FP’s costs are incurred in Coun-
try X currency. USSub is the exclusive dis-
tributor of FP’s machinery in the United
States. The price of the machinery sold by
FP to USSub is expressed in Country X cur-
rency. Thus, USSub bears all of the currency
risk associated with fluctuations in the ex-
change rate between the time the contract is
signed and the payment is made. The prices
charged by FP to USSub for 1995 are under
examination. In that year, the value of the
dollar depreciated against the currency of
Country X, and as a result, USSub’s gross
margin was only 8%.

(ii) UD is an uncontrolled distributor of
similar machinery that performs distribu-
tion functions substantially the same as
those performed by USSub, except that UD
purchases and resells machinery in trans-
actions where both the purchase and resale
prices are denominated in U.S. dollars. Thus,
UD had no currency exchange risk. UD’s
gross margin in 1995 was 10%. UD’s average
gross margin for the period 1990 to 1998 has
been 12%.
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(iii) In determining whether the price
charged by FP to USSub in 1995 was arm’s
length, the district director may consider
USSub’s average gross margin for an appro-
priate period before and after 1995 to deter-
mine whether USSub’s average gross margin
during the period was sufficiently greater
than UD’s average gross margin during the
same period such that USSub was suffi-
ciently compensated for the currency risk it
bore throughout the period. See §1.482-
1(d)(3)(iii) (Risk).

Example 3. FP manufactures product X in
Country M and sells it to USSub, which dis-
tributes X in the United States. USSub real-
izes losses with respect to the controlled
transactions in each of five consecutive tax-
able years. In each of the five consecutive
years a different uncontrolled comparable
realized a loss with respect to comparable
transactions equal to or greater than
USSub’s loss. Pursuant to paragraph
(£)(3)(1i1)(C) of this section, the district direc-
tor examines whether the uncontrolled
comparables realized similar losses over a
comparable period of time, and finds that
each of the five comparables realized losses
in only one of the five years, and their aver-
age result over the five-year period was a
profit. Based on this data, the district direc-
tor may conclude that the controlled tax-
payer’s results are not within the arm’s
length range over the five year period, since
the economic conditions that resulted in the
controlled taxpayer’s loss did not have a
comparable effect over a comparable period
of time on the uncontrolled comparables.

Example 4. (i) USP, a U.S. corporation,
manufactures product Y in the United States
and sells it to FSub, which acts as USP’s ex-
clusive distributor of product Y in Country
N. The resale price method described in
§1.482-3(c) is used to evaluate whether the
transfer price charged by USP to FSub for
the 1994 taxable year for product Y was arm’s
length. For the period 1992 through 1994,
FSub had a gross profit margin for each year
of 13%. A, B, C and D are uncontrolled dis-
tributors of products that compete directly
with product Y in country N. After making
appropriate adjustments in accordance with
§§1.482-1(d)(2) and 1.482-3(c), the gross profit
margins for A, B, C, and D are as follows:

Aver-

1992 1993 1994 age
A . 13 3 8 8.00
B .. 11 13 2 8.67
7C . 4 7 13 8.00
7D . 7 9 6 7.33

(ii) Applying the provisions of §1.482-1(e),
the district director determines that the
arm’s length range of the average gross prof-
it margins is between 7.33 and 8.67. The dis-
trict director concludes that FSub’s average
gross margin of 13% is not within the arm’s
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length range, despite the fact that C’s gross
profit margin for 1994 was also 13%, since the
economic conditions that caused S’s result
did not have a comparable effect over a com-
parable period of time on the results of C or
the other uncontrolled comparables. In this
case, the district director makes an alloca-
tion equivalent to adjusting FSub’s gross
profit margin for 1994 from 13% to the mean
of the uncontrolled comparables’ results for
1994 (7.25%).

(iv) Product lines and statistical tech-
niques. The methods described in
§§1.482-2 through 1.482-6 are generally
stated in terms of individual trans-
actions. However, because a taxpayer
may have controlled transactions in-
volving many different products, or
many separate transactions involving
the same product, it may be imprac-
tical to analyze every individual trans-
action to determine its arm’s length
price. In such cases, it is permissible to
evaluate the arm’s length results by
applying the appropriate methods to
the overall results for product lines or
other groupings. In addition, the arm’s
length results of all related party
transactions entered into by a con-
trolled taxpayer may be evaluated by
employing sampling and other valid
statistical techniques.

(v) Allocations apply to results, not
methods—(A) In general. In evaluating
whether the result of a controlled
transaction is arm’s length, it is not
necessary for the district director to
determine whether the method or pro-
cedure that a controlled taxpayer em-
ploys to set the terms for its controlled
transactions corresponds to the meth-
od or procedure that might have been
used by a taxpayer dealing at arm’s
length with an uncontrolled taxpayer.
Rather, the district director will evalu-
ate the result achieved rather than the
method the taxpayer used to determine
its prices.

(B) Example. The following example
illustrates this paragraph (£)(2)(v).

Example. (i) F'S is a foreign subsidiary of P,
a U.S. corporation. P manufactures and sells
household appliances. F'S operates as P’s ex-
clusive distributor in Europe. P annually es-
tablishes the price for each of its appliances
sold to F'S as part of its annual budgeting,
production allocation and scheduling, and
performance evaluation processes. FS’s ag-
gregate gross margin earned in its distribu-
tion business is 18%.
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(ii) ED is an uncontrolled European dis-
tributor of competing household appliances.
After adjusting for minor differences in the
level of inventory, volume of sales, and war-
ranty programs conducted by FS and ED,
ED’s aggregate gross margin is also 18%.
Thus, the district director may conclude
that the aggregate prices charged by P for
its appliances sold to FS are arm’s length,
without determining whether the budgeting,
production, and performance evaluation
processes of P are similar to such processes
used by ED.

(g) Collateral adjustments with respect
to allocations under section 482—(1) In
general. The district director will take
into account appropriate collateral ad-
justments with respect to allocations
under section 482. Appropriate collat-
eral adjustments may include correl-
ative allocations, conforming adjust-
ments, and setoffs, as described in this
paragraph (g).

(2) Correlative allocations—(i) In gen-
eral. When the district director makes
an allocation under section 482 (re-
ferred to in this paragraph (g)(2) as the
primary allocation), appropriate cor-
relative allocations will also be made
with respect to any other member of
the group affected by the allocation.
Thus, if the district director makes an
allocation of income, the district direc-
tor will not only increase the income of
one member of the group, but cor-
respondingly decrease the income of
the other member. In addition, where
appropriate, the district director may
make such further correlative alloca-
tions as may be required by the initial
correlative allocation.

(ii) Manner of carrying out correlative
allocation. The district director will
furnish to the taxpayer with respect to
which the primary allocation is made a
written statement of the amount and
nature of the correlative allocation.
The correlative allocation must be re-
flected in the documentation of the
other member of the group that is
maintained for U.S. tax purposes, with-
out regard to whether it affects the
U.S. income tax liability of the other
member for any open year. In some cir-
cumstances the allocation will have an
immediate U.S. tax effect, by changing
the taxable income computation of the
other member (or the taxable income
computation of a shareholder of the
other member, for example, under the
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provisions of subpart F of the Internal
Revenue Code). Alternatively, the cor-
relative allocation may not be re-
flected on any U.S. tax return until a
later year, for example when a dividend
is paid.

(iii) Events triggering correlative alloca-
tion. For purposes of this paragraph
(2)(2), a primary allocation will not be
considered to have been made (and
therefore, correlative allocations are
not required to be made) until the date
of a final determination with respect to
the allocation under section 482. For
this purpose, a final determination in-
cludes—

(A) Assessment of tax following exe-
cution by the taxpayer of a Form 870
(Waiver of Restrictions on Assessment
and Collection of Deficiency in Tax and
Acceptance of Overassessment) with re-
spect to such allocation;

(B) Acceptance of a Form 870-AD
(Offer of Waiver of Restriction on As-
sessment and Collection of Deficiency
in Tax and Acceptance of Overassess-
ment);

(C) Payment of the deficiency;

(D) Stipulation in the Tax Court of
the United States; or

(E) Final determination of tax liabil-
ity by offer-in-compromise, closing
agreement, or final resolution (deter-
mined under the principles of section
7481) of a judicial proceeding.

(iv) Examples. The following examples
illustrate this paragraph (g)(2). In each
example, X and Y are members of the
same group of controlled taxpayers and
each regularly computes its income on
a calendar year basis.

Example 1. (i) In 1996, Y, a U.S. corporation,
rents a building owned by X, also a U.S. cor-
poration. In 1998 the district director deter-
mines that Y did not pay an arm’s length
rental charge. The district director proposes
to increase X’s income to reflect an arm’s
length rental charge. X consents to the as-
sessment reflecting such adjustment by exe-
cuting Form 870, a Waiver of Restrictions on
Assessment and Collection of Deficiency in
Tax and Acceptance of Overassessment. The
assessment of the tax with respect to the ad-
justment is made in 1998. Thus, the primary
allocation, as defined in paragraph (g)(2)(i) of
this section, is considered to have been made
in 1998.

(ii) The adjustment made to X’s income
under section 482 requires a correlative allo-
cation with respect to Y’s income. The dis-
trict director notifies X in writing of the
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amount and nature of the adjustment made
with respect to Y. Y had net operating losses
in 1993, 1994, 1995, 1996, and 1997. Although a
correlative adjustment will not have an ef-
fect on Y’s U.S. income tax liability for 1996,
an adjustment increasing Y’s net operating
loss for 1996 will be made for purposes of de-
termining Y’s U.S. income tax liability for
1998 or a later taxable year to which the in-
creased net operating loss may be carried.

Example 2. (i) In 1995, X, a U.S. construc-
tion company, provided engineering services
to Y, a U.S. corporation, in the construction
of Y’s factory. In 1997, the district director
determines that the fees paid by Y to X for
its services were not arm’s length and pro-
poses to make an adjustment to the income
of X. X consents to an assessment reflecting
such adjustment by executing Form 870. An
assessment of the tax with respect to such
adjustment is made in 1997. The district di-
rector notifies X in writing of the amount
and nature of the adjustment to be made
with respect to Y.

(ii) The fees paid by Y for X’s engineering
services properly constitute a capital ex-
penditure. Y does not place the factory into
service until 1998. Therefore, a correlative
adjustment increasing Y’s basis in the fac-
tory does not affect Y’s U.S. income tax li-
ability for 1997. However, the correlative ad-
justment must be made in the books and
records maintained by Y for its U.S. income
tax purposes and such adjustment will be
taken into account in computing Y’s allow-
able depreciation or gain or loss on a subse-
quent disposition of the factory.

Example 3. In 1995, X, a U.S. corporation,
makes a loan to Y, its foreign subsidiary not
engaged in a U.S. trade or business. In 1997,
the district director, upon determining that
the interest charged on the loan was not
arm’s length, proposes to adjust X’s income
to reflect an arm’s length interest rate. X
consents to an assessment reflecting such al-
location by executing Form 870, and an as-
sessment of the tax with respect to the sec-
tion 482 allocation is made in 1997. The dis-
trict director notifies X in writing of the
amount and nature of the correlative alloca-
tion to be made with respect to Y. Although
the correlative adjustment does not have an
effect on Y’s U.S. income tax liability, the
adjustment must be reflected in the docu-
mentation of Y that is maintained for U.S.
tax purposes. Thus, the adjustment must be
reflected in the determination of the amount
of Y’s earnings and profits for 1995 and subse-
quent years, and the adjustment must be
made to the extent it has an effect on any
person’s U.S. income tax liability for any
taxable year.

(3) Adjustments to conform accounts to
reflect section 482 allocations—(i) In gen-
eral. Appropriate adjustments must be
made to conform a taxpayer’s accounts
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to reflect allocations made under sec-
tion 482. Such adjustments may include
the treatment of an allocated amount
as a dividend or a capital contribution
(as appropriate), or, in appropriate
cases, pursuant to such applicable rev-
enue procedures as may be provided by
the Commissioner (see §601.601(d)(2) of
this chapter), repayment of the allo-
cated amount without further income
tax consequences.

(ii) Example. The following example
illustrates the principles of this para-
graph (g)(3).

Example. Conforming cash accounts. (i) USD,
a United States corporation, buys Product
from its foreign parent, FP. In reviewing
USD’s income tax return, the district direc-
tor determines that the arm’s length price
would have increased USD’s taxable income
by $56 million. The district director accord-
ingly adjusts USD’s income to reflect its
true taxable income.

(ii) To conform its cash accounts to reflect
the section 482 allocation made by the dis-
trict director, USD applies for relief under
Rev. Proc. 65-17, 1965-1 C.B. 833 (see
§601.601(d)(2)(ii)(b) of this chapter), to treat
the $5 million adjustment as an account re-
ceivable from FP, due as of the last day of
the year of the transaction, with interest ac-
cruing therefrom.

(4) Setoffs—(1) In general. If an alloca-
tion is made under section 482 with re-
spect to a transaction between con-
trolled taxpayers, the Commissioner
will take into account the effect of any
other non-arm’s length transaction be-
tween the same controlled taxpayers in
the same taxable year which will result
in a setoff against the original section
482 allocation. Such setoff, however,
will be taken into account only if the
requirements of paragraph (g)(4)(ii) of
this section are satisfied. If the effect
of the setoff is to change the character-
ization or source of the income or de-
ductions, or otherwise distort taxable
income, in such a manner as to affect
the U.S. tax liability of any member,
adjustments will be made to reflect the
correct amount of each category of in-
come or deductions. For purposes of
this setoff provision, the term arm’s
length refers to the amount defined in
paragraph (b) of this section (arm’s
length standard), without regard to the
rules in §1.482-2(a) that treat certain
interest rates as arm’s length rates of
interest.
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(ii) Requirements. The district direc-
tor will take a setoff into account only
if the taxpayer—

(A) Establishes that the transaction
that is the basis of the setoff was not
at arm’s length and the amount of the
appropriate arm’s length charge;

(B) Documents, pursuant to para-
graph (g)(2) of this section, all correl-
ative adjustments resulting from the
proposed setoff; and

(C) Notifies the district director of
the basis of any claimed setoff within
30 days after the earlier of the date of
a letter by which the district director
transmits an examination report noti-
fying the taxpayer of proposed adjust-
ments or the date of the issuance of the
notice of deficiency.

(iii) Examples. The following exam-
ples illustrate this paragraph (g)(4).

Example 1. P, a U.S. corporation, renders
construction services to S, its foreign sub-
sidiary in Country Y, in connection with the
construction of S’s factory. An arm’s length
charge for such services determined under
§1.482-9 would be $100,000. During the same
taxable year P makes available to S the use
of a machine to be used in the construction
of the factory, and the arm’s length rental
value of the machine is $25,000. P bills S
$125,000 for the services, but does not charge
S for the use of the machine. No allocation
will be made with respect to the undercharge
for the machine if P notifies the district di-
rector of the basis of the claimed setoff with-
in 30 days after the date of the letter from
the district director transmitting the exam-
ination report notifying P of the proposed
adjustment, establishes that the excess
amount charged for services was equal to an
arm’s length charge for the use of the ma-
chine and that the taxable income and in-
come tax liabilities of P are not distorted,
and documents the correlative allocations
resulting from the proposed setoff.

Example 2. The facts are the same as in Ex-
ample 1, except that, if P had reported $25,000
as rental income and $25,000 less as service
income, it would have been subject to the
tax on personal holding companies. Alloca-
tions will be made to reflect the correct
amounts of rental income and service in-
come.

(h) Special rules—(1) Small taxrpayer
safe harbor. [Reserved]

(2) Effect of foreign legal restrictions—
(i) In general. The district director will
take into account the effect of a for-
eign legal restriction to the extent
that such restriction affects the results
of transactions at arm’s length. Thus,
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a foreign legal restriction will be taken
into account only to the extent that it
is shown that the restriction affected
an uncontrolled taxpayer under com-
parable circumstances for a com-
parable period of time. In the absence
of evidence indicating the effect of the
foreign legal restriction on uncon-
trolled taxpayers, the restriction will
be taken into account only to the ex-
tent provided in paragraphs (h)(2) (iii)
and (iv) of this section (Deferred in-
come method of accounting).

(i1) Applicable legal restrictions. For-
eign legal restrictions (whether tem-
porary or permanent) will be taken
into account for purposes of this para-
graph (h)(2) only if, and so long as, the
conditions set forth in paragraphs
(h)(2)(ii) (A) through (D) of this section
are met.

(A) The restrictions are publicly pro-
mulgated, generally applicable to all
similarly situated persons (both con-
trolled and uncontrolled), and not im-
posed as part of a commercial trans-
action between the taxpayer and the
foreign sovereign;

(B) The taxpayer (or other member of
the controlled group with respect to
which the restrictions apply) has ex-
hausted all remedies prescribed by for-
eign law or practice for obtaining a
waiver of such restrictions (other than
remedies that would have a negligible
prospect of success if pursued);

(C) The restrictions expressly pre-
vented the payment or receipt, in any
form, of part or all of the arm’s length
amount that would otherwise be re-
quired under section 482 (for example, a
restriction that applies only to the de-
ductibility of an expense for tax pur-
poses is not a restriction on payment
or receipt for this purpose); and

(D) The related parties subject to the
restriction did not engage in any ar-
rangement with controlled or uncon-
trolled parties that had the effect of
circumventing the restriction, and
have not otherwise violated the restric-
tion in any material respect.

(iii) Requirement for electing the de-
ferred income method of accounting. If a
foreign legal restriction prevents the
payment or receipt of part or all of the
arm’s length amount that is due with
respect to a controlled transaction, the
restricted amount may be treated as
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deferrable if the following require-
ments are met—

(A) The controlled taxpayer estab-
lishes to the satisfaction of the district
director that the payment or receipt of
the arm’s length amount was prevented
because of a foreign legal restriction
and circumstances described in para-
graph (h)(2)(ii) of this section; and

(B) The controlled taxpayer whose
U.S. tax liability may be affected by
the foreign legal restriction elects the
deferred income method of accounting,
as described in paragraph (h)(2)(iv) of
this section, on a written statement at-
tached to a timely U.S. income tax re-
turn (or an amended return) filed be-
fore the IRS first contacts any member
of the controlled group concerning an
examination of the return for the tax-
able year to which the foreign legal re-
striction applies. A written statement
furnished by a taxpayer subject to the
Coordinated Examination Program will
be considered an amended return for
purposes of this paragraph (h)(2)(iii)(B)
if it satisfies the requirements of a
qualified amended return for purposes
of §1.6664-2(c)(3) as set forth in those
regulations or as the Commissioner
may prescribe by applicable revenue
procedures. The election statement
must identify the affected trans-
actions, the parties to the trans-
actions, and the applicable foreign
legal restrictions.

(iv) Deferred income method of account-
ing. If the requirements of paragraph
(h)(2)(ii) of this section are satisfied,
any portion of the arm’s length
amount, the payment or receipt of
which is prevented because of applica-
ble foreign legal restrictions, will be
treated as deferrable until payment or
receipt of the relevant item ceases to
be prevented by the foreign legal re-
striction. For purposes of the deferred
income method of accounting under
this paragraph (h)(2)(iv), deductions
(including the cost or other basis of in-
ventory and other assets sold or ex-
changed) and credits properly charge-
able against any amount so deferred,
are subject to deferral under the provi-
sions of §1.461- 1(a)(4). In addition, in-
come is deferrable under this deferred
income method of accounting only to
the extent that it exceeds the related
deductions already claimed in open
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taxable years to which the foreign
legal restriction applied.

(v) Examples. The following examples,
in which Sub is a Country FC sub-
sidiary of U.S. corporation, Parent, il-
lustrate this paragraph (h)(2).

Example 1. Parent licenses an intangible to
Sub. FC law generally prohibits payments by
any person within FC to recipients outside
the country. The FC law meets the require-
ments of paragraph (h)(2)(ii) of this section.
There is no evidence of unrelated parties en-
tering into transactions under comparable
circumstances for a comparable period of
time, and the foreign legal restrictions will
not be taken into account in determining the
arm’s length amount. The arm’s length roy-
alty rate for the use of the intangible prop-
erty in the absence of the foreign restriction
is 10% of Sub’s sales in country FC. However,
because the requirements of paragraph
(h)(2)(ii) of this section are satisfied, Parent
can elect the deferred income method of ac-
counting by attaching to its timely filed
U.S. income tax return a written statement
that satisfies the requirements of paragraph
(h)(2)(iii)(B) of this section.

Example 2. (i) The facts are the same as in
Example 1, except that Sub, although it
makes no royalty payment to Parent, ar-
ranges with an unrelated intermediary to
make payments equal to an arm’s length
amount on its behalf to Parent.

(ii) The district director makes an alloca-
tion of royalty income to Parent, based on
the arm’s length royalty rate of 10%. Fur-
ther, the district director determines that
because the arrangement with the third
party had the effect of circumventing the FC
law, the requirements of paragraph
(h)(2)(i1)(D) of this section are not satisfied.
Thus, Parent could not validly elect the de-
ferred income method of accounting, and the
allocation of royalty income cannot be
treated as deferrable. In appropriate cir-
cumstances, the district director may permit
the amount of the distribution to be treated
as payment by Sub of the royalty allocated
to Parent, under the provisions of §1.482-1(g)
(Collateral adjustments).

Example 3. The facts are the same as in Ex-
ample 1, except that the laws of FC do not
prevent distributions from corporations to
their shareholders. Sub distributes an
amount equal to 8% of its sales in country
FC. Because the laws of FC did not expressly
prevent all forms of payment from Sub to
Parent, Parent cannot validly elect the de-
ferred income method of accounting with re-
spect to any of the arm’s length royalty
amount. In appropriate circumstances, the
district director may permit the 8% that was
distributed to be treated as payment by Sub
of the royalty allocated to Parent, under the
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provisions of §1.482-1(g) (Collateral adjust-
ments).

Example 4. The facts are the same as in Ex-
ample 1, except that Country FC law permits
the payment of a royalty, but limits the
amount to 5% of sales, and Sub pays the 5%
royalty to Parent. Parent demonstrates the
existence of a comparable uncontrolled
transaction for purposes of the comparable
uncontrolled transaction method in which an
uncontrolled party accepted a royalty rate of
5%. Given the evidence of the comparable
uncontrolled transaction, the 5% royalty
rate is determined to be the arm’s length
royalty rate.

(3) Coordination with section 936—()
Cost sharing under section 936. If a pos-
sessions corporation makes an election
under section 936(h)(5)(C)(1)(I), the cor-
poration must make a section 936 cost
sharing payment that is at least equal
to the payment that would be required
under section 482 if the electing cor-
poration were a foreign corporation. In
determining the payment that would
be required under section 482 for this
purpose, the provisions of §§1.482-1 and
1.482-4 will be applied, and to the ex-
tent relevant to the valuation of intan-
gibles, §§1.482-5 and 1.482-6 will be ap-
plied. The provisions of section
936(h)(5)(C)(1)(II) (Effect of Election—
electing corporation treated as owner
of intangible property) do not apply
until the payment that would be re-
quired under section 482 has been deter-
mined.

(ii) Use of terms. A cost sharing pay-
ment, for the purposes of section
936(h)(5)(C)(1)(T), is calculated using the
provisions of section 936 and the regu-
lations thereunder and the provisions
of this paragraph (h)(3). The provisions
relating to cost sharing under section
482 do not apply to payments made pur-
suant to an election under section
936(h)(5)(C)(i)(I). Similarly, a profit
split payment, for the purposes of sec-
tion 936(h)(5)(C)({i)(I), is calculated
using the provisions of section 936 and
the regulations thereunder, not section
482 and the regulations thereunder.

(i) Definitions. The definitions set
forth in paragraphs (i)(1) through (i)(10)
of this section apply to this section and
§§1.482-2 through 1.482-9.

(1) Organization includes an organiza-
tion of any kind, whether a sole propri-
etorship, a partnership, a trust, an es-
tate, an association, or a corporation
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(as each is defined or understood in the
Internal Revenue Code or the regula-
tions thereunder), irrespective of the
place of organization, operation, or
conduct of the trade or business, and
regardless of whether it is a domestic
or foreign organization, whether it is
an exempt organization, or whether it
is a member of an affiliated group that
files a consolidated U.S. income tax re-
turn, or a member of an affiliated
group that does not file a consolidated
U.S. income tax return.

(2) Trade or business includes a trade
or business activity of any Kkind, re-
gardless of whether or where organized,
whether owned individually or other-
wise, and regardless of the place of op-
eration. Employment for compensation
will constitute a separate trade or
business from the employing trade or
business.

(3) Tarpayer means any person, orga-
nization, trade or business, whether or
not subject to any internal revenue
tax.

(4) Controlled includes any Kkind of
control, direct or indirect, whether le-
gally enforceable or not, and however
exercisable or exercised, including con-
trol resulting from the actions of two
or more taxpayers acting in concert or
with a common goal or purpose. It is
the reality of the control that is deci-
sive, not its form or the mode of its ex-
ercise. A presumption of control arises
if income or deductions have been arbi-
trarily shifted.

(5) Controlled tarpayer means any one
of two or more taxpayers owned or con-
trolled directly or indirectly by the
same interests, and includes the tax-
payer that owns or controls the other
taxpayers. Uncontrolled tarpayer means
any one of two or more taxpayers not
owned or controlled directly or indi-
rectly by the same interests.

(6) Group, controlled group, and group
of controlled tarpayers mean the tax-
payers owned or controlled directly or
indirectly by the same interests.

(7 Transaction means any sale, as-
signment, lease, license, loan, advance,
contribution, or any other transfer of
any interest in or a right to use any
property (whether tangible or intan-
gible, real or personal) or money, how-
ever such transaction is effected, and
whether or not the terms of such trans-
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action are formally documented. A
transaction also includes the perform-
ance of any services for the benefit of,
or on behalf of, another taxpayer.

(8) Controlled transaction or controlled
transfer means any transaction or
transfer between two or more members
of the same group of controlled tax-
payers. The term wuncontrolled trans-
action means any transaction between
two or more taxpayers that are not
members of the same group of con-
trolled taxpayers.

(9) True tazxable income means, in the
case of a controlled taxpayer, the tax-
able income that would have resulted
had it dealt with the other member or
members of the group at arm’s length.
It does not mean the taxable income
resulting to the controlled taxpayer by
reason of the particular contract,
transaction, or arrangement the con-
trolled taxpayer chose to make (even
though such contract, transaction, or
arrangement is legally binding upon
the parties thereto).

(10) Uncontrolled comparable means
the uncontrolled transaction or uncon-
trolled taxpayer that is compared with
a controlled transaction or taxpayer
under any applicable pricing method-
ology. Thus, for example, under the
comparable profits method, an uncon-
trolled comparable is any uncontrolled
taxpayer from which data is used to es-
tablish a comparable operating profit.

(j) Effective dates—(1) The regulations
in this are generally effective for tax-
able years beginning after October 6,
1994.

(2) Taxpayers may elect to apply
retroactively all of the provisions of
these regulations for any open taxable
year. Such election will be effective for
the year of the election and all subse-
quent taxable years.

(3) Although these regulations are
generally effective for taxable years as
stated, the final sentence of section 482
(requiring that the income with respect
to transfers or licenses of intangible
property be commensurate with the in-
come attributable to the intangible) is
generally effective for taxable years
beginning after December 31, 1986. For
the period prior to the effective date of
these regulations, the final sentence of
section 482 must be applied using any
reasonable method not inconsistent
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with the statute. The IRS considers a
method that applies these regulations
or their general principles to be a rea-
sonable method.

(4) These regulations will not apply
with respect to transfers made or li-
censes granted to foreign persons be-
fore November 17, 1985, or before Au-
gust 17, 1986, for transfers or licenses to
others. Nevertheless, they will apply
with respect to transfers or licenses be-
fore such dates if, with respect to prop-
erty transferred pursuant to an earlier
and continuing transfer agreement,
such property was not in existence or
owned by the taxpayer on such date.

(6) The last sentences of paragraphs
(b)(2)(1) and (c)(1) of this section and of
paragraph (¢)(2)(iv) of §1.482-5 apply for
taxable years beginning on or after Au-
gust 26, 2003.

(6)(1) The provisions of paragraphs
(a)(1), ()(3)([{i)(C) Example 3, Example 4,
Example 5, and Ezxample 6, (d)(3)(v),
() (2)([H1D(A), (£)(2)(iii)(B), D),
(g)(4)(iii), and (i) of this section are
generally applicable for taxable years
beginning after July 31, 2009. The provi-
sion of paragraph (b)(2)(iii) of this sec-
tion is generally applicable on January
5, 2009.

(ii) A person may elect to apply the
provisions of paragraphs (a)(1), (b)(2)(1),
(A)(B)([ii)(C) Example 3, Example 4, Exam-
ple b5, and Example 6, (A)(3)(V),
@)D (A), (D) (2)(1ii)(B), () (@)1,
(g)(4)(iii), and (i) of this section to ear-
lier taxable years in accordance with
the rules set forth in §1.482-9(n)(2).

(7) [Reserved]. For further guidance
see §1.482-1T(G) (7).

[T.D. 8552, 59 FR 34990, July 8, 1994, as amend-
ed by T.D. 9088, 68 FR 51177, Aug. 26, 2003;
T.D. 9278, 71 FR 44481, Aug. 4, 2006; 71 FR
76903, Dec. 22, 2006; T.D. 9441, 74 FR 351, Jan.
5, 2009; T.D. 9456, 74 FR 38839, Aug. 4, 2009; 74
FR 46345, Sept. 9, 2009; T.D. 9568, 76 FR 80089,
Dec. 22, 2011; 77 FR 3606, Jan. 25, 2012; T.D.
9738, 80 FR 55541, Sept. 16, 2015]

§1.482-1T Allocation of income and de-
ductions among taxpayers (tem-
porary).

(a) through (f)(2) [Reserved]. For fur-
ther guidance see §1.482-1(a) through
(£)(2).

(1) Compensation independent of the
form or character of controlled trans-
action—(A) In general. All value pro-
vided between controlled taxpayers in

§1.482-1T

a controlled transaction requires an
arm’s length amount of compensation
determined under the best method rule
of §1.482-1(c). Such amount must be
consistent with, and must account for
all of, the value provided between the
parties in the transaction, without re-
gard to the form or character of the
transaction. For this purpose, it is nec-
essary to consider the entire arrange-
ment between the parties, as deter-
mined by the contractual terms,
whether written or imputed in accord-
ance with the economic substance of
the arrangement, in light of the actual
conduct of the parties. See, e.g., §1.482—
1(A)(3)(ii)(B) (identifying contractual
terms) and (£)(2)(i1)(A) (regarding ref-
erence to realistic alternatives).

(B) Aggregation. The combined effect
of two or more separate transactions
(whether before, during, or after the
year under review), including for pur-
poses of an analysis under multiple
provisions of the Code or regulations,
may be considered if the transactions,
taken as a whole, are so interrelated
that an aggregate analysis of the
transactions provides the most reliable
measure of an arm’s length result de-
termined under the best method rule of
§1.482-1(c). Whether two or more trans-
actions are evaluated separately or in
the aggregate depends on the extent to
which the transactions are economi-
cally interrelated and on the relative
reliability of the measure of an arm’s
length result provided by an aggregate
analysis of the transactions as com-
pared to a separate analysis of each
transaction. For example, consider-
ation of the combined effect of two or
more transactions may be appropriate
to determine whether the overall com-
pensation in the transactions is con-
sistent with the value provided, includ-
ing any synergies among items and
services provided.

(C) Coordinated best method analysis
and evaluation. Consistent with the
principles of paragraphs (£)(2)(i)(A) and
(B) of this section, a coordinated best
method analysis and evaluation of two
or more controlled transactions to
which one or more provisions of the
Code or regulations apply may be nec-
essary to ensure that the overall value
provided, including any synergies, is
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properly taken into account. A coordi-
nated best method analysis would in-
clude a consistent consideration of the
facts and circumstances of the func-
tions performed, resources employed,
and risks assumed in the relevant
transactions, and a consistent measure
of the arm’s length results, for pur-
poses of all relevant statutory and reg-
ulatory provisions.

(D) Allocations of value. In some cases,
it may be necessary to allocate one or
more portions of the arm’s length re-
sult that was properly determined
under a coordinated best method anal-
ysis described in paragraph (£)(2)(i)(C)
of this section. Any such allocation of
the arm’s length result determined
under the coordinated best method
analysis must be made using the meth-
od that, under the facts and cir-
cumstances, provides the most reliable
measure of an arm’s length result for
each allocated amount. For example, if
the full value of compensation due in
controlled transactions whose tax
treatment is governed by multiple pro-
visions of the Code or regulations has
been most reliably determined on an
aggregate basis, then that full value
must be allocated in a manner that
provides the most reliable measure of
each allocated amount.

(BE) Examples. The following examples
illustrate the provisions of this para-
graph (f)(2)(i). For purposes of the ex-
amples in this paragraph (E), P is a do-
mestic corporation, and S1, S2, and S3
are foreign corporations that are whol-
ly owned by P.

Example 1. Aggregation of interrelated licens-
ing, manufacturing, and selling activities. P en-
ters into a license agreement with S1 that
permits S1 to use a proprietary manufac-
turing process and to sell the output from
this process throughout a specified region.
S1 uses the manufacturing process and sells
its output to S2, which in turn resells the
output to uncontrolled parties in the speci-
fied region. In evaluating whether the roy-
alty paid by S1 to P is an arm’s length
amount, it may be appropriate to evaluate
the royalty in combination with the transfer
prices charged by S1 to S2 and the aggregate
profits earned by S1 and S2 from the use of
the manufacturing process and the sale to
uncontrolled parties of the products pro-
duced by S1.

Example 2. Aggregation of interrelated manu-
facturing, marketing, and services activities. S1
is the exclusive Country Z distributor of

26 CFR Ch. | (4-1-22 Edition)

computers manufactured by P. S2 provides
marketing services in connection with sales
of P computers in Country Z and in this re-
gard uses significant marketing intangibles
provided by P. S3 administers the warranty
program with respect to P computers in
Country Z, including maintenance and repair
services. In evaluating whether the transfer
prices paid by S1 to P, the fees paid by S2 to
P for the use of P marketing intangibles, and
the service fees earned by S2 and S3 are
arm’s length amounts, it would be appro-
priate to perform an aggregate analysis that
considers the combined effects of these inter-
related transactions if they are most reliably
analyzed on an aggregated basis.

Example 3. Aggregation and reliability of com-
parable uncontrolled transactions. The facts
are the same as in Example 2. In addition, Ul,
U2, and U3 are uncontrolled taxpayers that
carry out functions comparable to those of
S1, S2, and S8, respectively, with respect to
computers produced by unrelated manufac-
turers. R1, R2, and R3 constitute a controlled
group of taxpayers (unrelated to the P con-
trolled group) that carry out functions com-
parable to those of S1, S2, and S3 with re-
spect to computers produced by their com-
mon parent. Prices charged to uncontrolled
customers of the R group differ from the
prices charged to customers of Ul, U2, and
U3. In determining whether the transactions
of U1, U2, and U3, or the transactions of R1,
R2, and R3, would provide a more reliable
measure of the arm’s length result, it is de-
termined that the interrelated R group
transactions are more reliable than the
wholly independent transactions of Ul, U2,
and U3, given the interrelationship of the P
group transactions.

Example 4. Non-aggregation of transactions
that are mot interrelated. P enters into a li-
cense agreement with S1 that permits S1 to
use a proprietary process for manufacturing
product X and to sell product X to uncon-
trolled parties throughout a specified region.
P also sells to S1 product Y, which is manu-
factured by P in the United States and unre-
lated to product X. Product Y is resold by S1
to uncontrolled parties in the specified re-
gion. There is no connection between prod-
uct X and product Y other than the fact that
they are both sold in the same specified re-
gion. In evaluating whether the royalty paid
by S1 to P for the use of the manufacturing
process for product X and the transfer prices
charged for unrelated product Y are arm’s
length amounts, it would not be appropriate
to consider the combined effects of these sep-
arate and unrelated transactions.

Example 5. Aggregation of interrelated pat-
ents. P owns 10 individual patents that, in
combination, can be used to manufacture
and sell a successful product. P anticipates
that it could earn profits of $26x from the
patents based on a discounted cash flow
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analysis that provides a more reliable meas-
ure of the value of the patents exploited as a
bundle rather than separately. P licenses all
10 patents to S1 to be exploited as a bundle.
Evidence of uncontrolled licenses of similar
individual patents indicates that, exploited
separately, each license of each patent would
warrant a price of $1x, implying a total price
for the patents of $10x. Under paragraph
(£)(2)(1)(B) of this section, in determining the
arm’s length royalty for the license of the
bundle of patents, it would not be appro-
priate to use the uncontrolled licenses as
comparables for the license of the bundle of
patents, because, unlike the discounted cash
flow analysis, the uncontrolled licenses con-
sidered separately do not reliably reflect the
enhancement to value resulting from the
interrelatedness of the 10 patents exploited
as a bundle.

Example 6. Consideration of entire arrange-
ment, including imputed contractual terms—(i)
P conducts a business (‘‘Business’) from the
United States, with a worldwide clientele,
but until Date X has no foreign operations.
The success of Business significantly depends
on intangibles (including marketing, manu-
facturing, technological, and goodwill or
going concern value intangibles, collectively
the “IP”’), as well as ongoing support activi-
ties performed by P (including related re-
search and development, central marketing,
manufacturing process enhancement, and
oversight activities, collectively ‘‘Support’’),
to maintain and improve the IP and other-
wise maximize the profitability of Business.

(ii) On Date X, Year 1, P contributes the
foreign rights to conduct Business, including
the foreign rights to the IP, to newly incor-
porated S1. S1, utilizing the IP of which it is
now the owner, commences foreign oper-
ations consisting of local marketing, manu-
facturing, and back office activities in order
to conduct and expand Business in the for-
eign market.

(iii) Later, on Date Y, Year 1, P and Sl
enter into a cost sharing arrangement
(““CSA”) to develop and exploit the rights to
conduct the Business. Under the CSA, P is
entitled to the U.S. rights to conduct the
Business, and S1 is entitled to the rest-of-
the-world (“ROW”’) rights to conduct the
Business. P continues after Date Y to per-
form the Support, employing resources, ca-
pabilities, and rights that as a factual mat-
ter were not contributed to S1 in the Date X
transaction, for the benefit of the Business
worldwide. Pursuant to the CSA, P and Sl
share the costs of P’s Support in proportion
to their reasonably anticipated benefit
shares from their respective rights to the
Business.

(iv) P treats the Date X transaction as a
transfer described in section 351 that is sub-
ject to 367 and treats the Date Y transaction
as the commencement of a CSA subject to
section 482 and §1.482-7. P takes the position
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that the only platform contribution trans-
actions (‘“‘PCTs”’) in connection with the
Date Y CSA consist of P’s contribution of
the U.S. Business IP rights and S1’s con-
tribution of the ROW Business IP rights of
which S1 had become the owner on account
of the prior Date X transaction.

(v) Pursuant to paragraph (f)(2)(1)(A) of
this section, in determining whether an allo-
cation of income is appropriate in Year 1 or
subsequent years, the Commissioner may
consider the economic substance of the en-
tire arrangement between P and S1, includ-
ing the parties’ actual conduct throughout
their relationship, regardless of the form or
character of the contractual arrangement
the parties have expressly adopted. The Com-
missioner determines that the parties’ for-
mal arrangement fails to reflect the full
scope of the value provided between the par-
ties in accordance with the economic sub-
stance of their arrangement. Therefore, the
Commissioner may impute one or more
agreements between P and S1, consistent
with the economic substance of their ar-
rangement, that fully reflect their respective
reasonably anticipated commitments in
terms of functions performed, resources em-
ployed, and risks assumed over time. For ex-
ample, because P continues after Date Y to
perform the Support, employing resources,
capabilities, and rights not contributed to
S1, for the benefit of the Business worldwide,
the Commissioner may impute another PCT
on Date Y pursuant to which P commits to
so continuing the Support. See §1.482-
T(b)(1)(ii). The taxpayer may present addi-
tional facts that could indicate whether this
or another alternative agreement best re-
flects the economic substance of the under-
lying transactions and course of conduct,
provided that the taxpayer’s position fully
reflects the value of the entire arrangement
consistent with the realistic alternatives
principle.

Example 7. Distinguishing provision of value
from characterization—(i) P developed a col-
lection of resources, capabilities, and rights
(‘“‘Collection’) that it uses on an interrelated
basis in ongoing research and development of
computer code that is used to create a suc-
cessful line of software products. P can con-
tinue to use the Collection on such inter-
related basis in the future to further develop
computer code and, thus, further build on its
successful line of software products. Under
§1.482-7(g)(2)(ix), P determines that the
interquartile range of the net present value
of its own use of the Collection in future re-
search and development and software prod-
uct marketing is between $1000x and $1100x,
and this range provides the most reliable
measure of the value to P of continuing to
use the Collection on an interrelated basis in
future research, development, and exploi-
tation. Instead, P enters into an exchange
described in section 351 in which it transfers
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certain intangible property related to the
Collection to S1 for use in future research,
development, and exploitation but continues
to perform the same development functions
that it did prior to the exchange, now on be-
half of S1, under express or implied commit-
ments in connection with S1’s use of the in-
tangible property. P takes the position that
a portion of the Collection, consisting of
computer code and related instruction manu-
als and similar intangible property (Portion
1), was transferrable intangible property and
was the subject of the section 351 exchange
and compensable under section 367(d). P
claims that another portion of the Collection
consists of items that either do not con-
stitute property for purposes of section 367
or are not transferrable (Portion 2). P then
takes the position that the value of Portion
2 does not give rise to income under section
367(d) or gain under section 367(a).

(ii) Under paragraphs (f)(2)(i)(A) and (C) of
this section, any part of the value in Portion
2 that is not taken into account in an ex-
change under section 367 must nonetheless
be evaluated under section 482 and the regu-
lations thereunder to determine arm’s length
compensation for any value provided to SI.
Accordingly, even if P’s assertion that cer-
tain items were either not property or not
capable of being transferred were correct,
arm’s length compensation is nonetheless re-
quired for all of the value associated with P’s
contributions under the section 482 regula-
tions. Alternatively, the Commissioner may
determine under all the facts and cir-
cumstances that P’s assertion is incorrect
and that the transaction in fact constitutes
an exchange of property subject to, and
therefore to be taken into account under,
section 367. Thus, whether any item that P
identifies as being within Portion 2 is prop-
erly characterized as property under section
367 (transferable or otherwise) is irrelevant
because any value in Portion 2 that is pro-
vided to S1 must be compensated by S1 in a
manner consistent with the $1000x to $1100x
interquartile range of the overall value.

Example 8. Arm’s length compensation for
equivalent provisions of intangibles under sec-
tions 351 and 482. P owns the worldwide rights
to manufacturing and marketing intangibles
that it uses to manufacture and market a
product in the United States (‘‘US intangi-
bles’’) and the rest of the world (“ROW in-
tangibles’’). P transfers all the ROW intangi-
bles to S1 in an exchange described in sec-
tion 351 and retains the US intangibles. Im-
mediately after the exchange, P and Sl en-
tered into a CSA described in §1.482-7(b) that
covers all research and development of in-
tangibles conducted by the parties. A real-
istic alternative that was available to P and
that would have involved the controlled par-
ties performing similar functions, employing
similar resources, and assuming similar
risks as in the controlled transaction, was to
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transfer all ROW intangibles to S1 upon en-
tering into the CSA in a platform contribu-
tion transaction described in §1.482-7(c),
rather than in an exchange described in sec-
tion 351 immediately before entering into
the CSA. Under paragraph (f)(2)(i)(A) of this
section, the arm’s length compensation for
the ROW intangibles must correspond to the
value provided between the parties, regard-
less of the form of the transaction. Accord-
ingly, the arm’s length compensation for the
ROW intangibles is the same in both sce-
narios, and the analysis of the amount to be
taken into account under section 367(d) pur-
suant to §§1.367(d)-1T(c) and 1.482-4 should
include consideration of the amount that P
would have charged for the realistic alter-
native determined under §1.482-7(g) (and
§1.482-4, to the extent of any make-or-sell
rights transferred). See §§1.482-1(b)(2)(iii) and
1.482-4(g).

Example 9. Aggregation of interrelated manu-
facturing and marketing intangibles governed
by different statutes and regulations. The facts
are the same as in Example 8 except that P
transfers only the ROW intangibles related
to manufacturing to S1 in an exchange de-
scribed in section 351 and, upon entering into
the CSA, then transfers the ROW intangibles
related to marketing to S1 in a platform con-
tribution transaction described in §1.482-7(c)
(rather than transferring all ROW intangi-
bles only upon entering into the CSA or only
in a prior exchange described in section 351).
The value of the ROW intangibles that P
transferred in the two transactions is great-
er in the aggregate, due to synergies among
the different types of ROW intangibles, than
if valued as two separate transactions. Under
paragraph (f)(2)i)(B) of this section, the
arm’s length standard requires these
synergies to be taken into account in deter-
mining the arm’s length results for the
transactions.

Example 10. Services provided using intangi-
bles.—(i) P’s worldwide group produces and
markets Product X and subsequent genera-
tions of products, which result from research
and development performed by P’s R&D
Team. Through this collaboration with re-
spect to P’s proprietary products, the mem-
bers of the R&D Team have individually and
as a group acquired specialized knowledge
and expertise subject to non-disclosure
agreements (collectively, ‘‘knowhow’’).

(ii) P arranges for the R&D Team to pro-
vide research and development services to
create a new line of products, building on the
Product X platform, to be owned and ex-
ploited by S1 in the overseas market. P as-
serts that the arm’s length charge for the
services is only reimbursement to P of its as-
sociated R&D Team compensation costs.

(iii) Even though P did not transfer the
platform or the R&D Team to S1, P is pro-
viding value associated with the use of the
platform, along with the value associated
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with the use of the knowhow, to S1 by way
of the services performed by the R&D Team
for S1 using the platform and the knowhow.
The R&D Team’s use of intangible property,
and any other valuable resources, in P’s pro-
vision of services (regardless of whether the
service effects a transfer of intangible prop-
erty or valuable resources and regardless of
whether the property is relatively high or
low value) must be evaluated under the sec-
tion 482 regulations, including the regula-
tions specifically applicable to controlled
services transactions in §1.482-9, to ensure
that P receives arm’s length compensation
for any value (attributable to such property
or services) provided to S1 in a controlled
transaction. See §§1.482-4 and 1.482-9(m).
Under paragraph (f)(2)(i)(A) of this section,
the arm’s length compensation for the serv-
ices performed by the R&D Team for S1 must
be consistent with the value provided to S1,
including the value of the knowhow and any
synergies with the platform. Under para-
graphs (f)(2)(1)(B) and (C) of this section, the
best method analysis may determine that
the compensation is most reliably deter-
mined on an aggregate basis reflecting the
interrelated value of the services and embed-
ded value of the platform and knowhow.

(iv) In the alternative, the facts are the
same as above, except that P assigns to S1
all or a pertinent portion of the R&D Team
and the relevant rights in the platform. P
takes the position that, although the trans-
ferred platform rights must be compensated,
the knowhow does not have substantial
value independent of the services of any indi-
vidual on the R&D Team and therefore is not
an intangible within the meaning of §1.482-
4(b). In P’s view, S1 owes no compensation to
P on account of the R&D Team, as S1 will di-
rectly bear the cost of the relevant R&D
Team compensation. However, in assembling
and arranging to assign the relevant R&D
Team, and thereby making available the
value of the knowhow to S1, rather than
other employees without the knowhow, P is
performing services for S1 under imputed
contractual terms based on the parties’
course of conduct. Therefore, even if P’s po-
sition were correct that the knowhow is not
an intangible under §1.482-4(b), a position
that the Commissioner may challenge, arm’s
length compensation is required for all of the
value that P provides to S1 through the
interrelated provision of platform rights,
knowhow, and services under paragraphs
(H(2)(1)(A), (B), and (C) of this section.

Example 11. Allocating arm’s length com-
pensation determined under an aggregate anal-
ysis—(i) P provides services to S1, which is
incorporated in Country A. In connection
with those services, P licenses intellectual
property to S2, which is incorporated in
Country B. S2 sublicenses the intellectual
property to S1.
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(ii) Under paragraph (f)(2)(1)(B) of this sec-
tion, if an aggregate analysis of the service
and license transactions provides the most
reliable measure of an arm’s length result,
then an aggregate analysis must be per-
formed. Under paragraph (f)(2)(i)(D) of this
section, if an allocation of the value that re-
sults from such an aggregate analysis is nec-
essary, for example, for purposes of sourcing
the services income that P receives from S1
or determining deductible expenses incurred
by S1, then the value determined under the
aggregate analysis must be allocated using
the method that provides the most reliable
measure of the services income and deduct-
ible expenses.

(ii)(A) [Reserved]. For further guid-
ance see §1.482-1(f)(2)(ii)(A).

(B) Example. The following example
illustrates this paragraph (f)(2)(ii):

Example. P and S are controlled taxpayers.
P licenses a proprietary process to S for S’s
use in manufacturing product X. Using its
sales and marketing employees, S sells prod-
uct X to related and unrelated customers
outside the United States. If the license be-
tween P and S has economic substance, the
Commissioner ordinarily will not restruc-
ture the taxpayer’s transaction to treat P as
if it had elected to exploit directly the man-
ufacturing process. However, because P could
have directly exploited the manufacturing
process and manufactured product X itself,
this realistic alternative may be taken into
account under §1.482-4(d) in determining the
arm’s length consideration for the controlled
transaction. For examples of such an anal-
ysis, see Examples 7 and 8 in paragraph
(£)(2)(A)(E) of this section and the Example in
§1.482-4(d)(2).

(iii) through (j)(6) [Reserved]. For
further guidance see §1.482-1(f)(2)(iii)
through (j)(6).

@) Certain effective/applicability
dates—(i) Paragraphs H(2)H)(A)
through (E) and (f)(2)(ii)(B) of this sec-
tion apply to taxable years ending on
or after September 14, 2015.

(ii) Expiration date. The applicability
of paragraphs (f)(2)(1)(A) through (E)
and (f)(2)(ii)(B) of this section expires
on or before September 14, 2018.

[T.D. 9738, 80 FR 55541, Sept. 16, 2015]
§1.482-2 Determination of taxable in-
come in specific situations.

(a) Loans or advances—(1) Interest on
bona fide indebtedness—(i) In general.
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Where one member of a group of con-
trolled entities makes a loan or ad-
vance directly or indirectly to, or oth-
erwise becomes a creditor of, another
member of such group and either
charges no interest, or charges interest
at a rate which is not equal to an arm’s
length rate of interest (as defined in
paragraph (a)(2) of this section) with
respect to such loan or advance, the
district director may make appropriate
allocations to reflect an arm’s length
rate of interest for the use of such loan
or advance.

(ii) Application of paragraph (a) of this
section—(A) Interest on bona fide indebt-
edness. Paragraph (a) of this section ap-
plies only to determine the appro-
priateness of the rate of interest
charged on the principal amount of a
bona fide indebtedness between mem-
bers of a group of controlled entities,
including—

(I) Loans or advances of money or
other consideration (whether or not
evidenced by a written instrument);
and

(2) Indebtedness arising in the ordi-
nary course of business from sales,
leases, or the rendition of services by
or between members of the group, or
any other similar extension of credit.

(B) Alleged indebtedness. This para-
graph (a) does not apply to so much of
an alleged indebtedness which is not in
fact a bona fide indebtedness, even if
the stated rate of interest thereon
would be within the safe haven rates
prescribed in paragraph (a)(2)(iii) of
this section. For example, paragraph
(a) of this section does not apply to
payments with respect to all or a por-
tion of such alleged indebtedness where
in fact all or a portion of an alleged in-
debtedness is a contribution to the cap-
ital of a corporation or a distribution
by a corporation with respect to its
shares. Similarly, this paragraph (a)
does not apply to payments with re-
spect to an alleged purchase-money
debt instrument given in consideration
for an alleged sale of property between
two controlled entities where in fact
the transaction constitutes a lease of
the property. Payments made with re-
spect to alleged indebtedness (includ-
ing alleged stated interest thereon)
shall be treated according to their sub-
stance. See §1.482-2(a)(3)(i).
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(iii) Period for which interest shall be
charged—(A) General rule. This para-
graph (a)(1)(iii) is effective for indebt-
edness arising after June 30, 1988. See
§1.482-2(a)(3) (26 CFR Part 1 edition re-
vised as of April 1, 1988) for indebted-
ness arising before July 1, 1988. Except
as otherwise provided in paragraphs
(a)(1)(iii)(B) through (E) of this section,
the period for which interest shall be
charged with respect to a bona fide in-
debtedness between controlled entities
begins on the day after the day the in-
debtedness arises and ends on the day
the indebtedness is satisfied (whether
by payment, offset, cancellation, or
otherwise). Paragraphs (a)(1)(iii)(B)
through (E) of this section provide cer-
tain alternative periods during which
interest is not required to be charged
on certain indebtedness. These excep-
tions apply only to indebtedness de-
scribed in paragraph (a)(1)(ii)(A)(2) of
this section (relating to indebtedness
incurred in the ordinary course of busi-
ness from sales, services, etc., between
members of the group) and not evi-
denced by a written instrument requir-
ing the payment of interest. Such
amounts are hereinafter referred to as
intercompany trade receivables. The
period for which interest is not re-
quired to be charged on intercompany
trade receivables under this paragraph
(a)(1)(iii) is called the interest-free pe-
riod. In general, an intercompany trade
receivable arises at the time economic
performance occurs (within the mean-
ing of section 461(h) and the regula-
tions thereunder) with respect to the
underlying transaction between con-
trolled entities. For purposes of this
paragraph (a)(1)(iii), the term United
States includes any possession of the
United States, and the term foreign
country excludes any possession of the
United States.

(B) Exception for certain intercompany
transactions in the ordinary course of
business. Interest is not required to be
charged on an intercompany trade re-
ceivable until the first day of the third
calendar month following the month in
which the intercompany trade receiv-
able arises.

(C) Exception for trade or business of
debtor member located outside the United
States. In the case of an intercompany
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trade receivable arising from a trans-
action in the ordinary course of a trade
or business which is actively conducted
outside the United States by the debtor
member, interest is not required to be
charged until the first day of the
fourth calendar month following the
month in which such intercompany
trade receivable arises.

(D) Exception for regular trade practice
of creditor member or others in creditor’s
industry. If the creditor member or un-
related persons in the creditor mem-
ber’s industry, as a regular trade prac-
tice, allow unrelated parties a longer
period without charging interest than
that described in paragraph
(a)(1)(ii)(B) or (C) of this section
(whichever is applicable) with respect
to transactions which are similar to
transactions that give rise to inter-
company trade receivables, such longer
interest-free period shall be allowed
with respect to a comparable amount
of intercompany trade receivables.

(E) Exception for property purchased
for resale in a foreign country—(1) Gen-
eral rule. If in the ordinary course of
business one member of the group (re-
lated purchaser) purchases property
from another member of the group (re-
lated seller) for resale to unrelated per-
sons located in a particular foreign
country, the related purchaser and the
related seller may use as the interest-
free period for the intercompany trade
receivables arising during the related
seller’s taxable year from the purchase
of such property within the same prod-
uct group an interest-free period equal
the sum of—

(i) The number of days in the related
purchaser’s average collection period
(as determined wunder paragraph
(a)(1)({ii)(E)(2) of this section) for sales
of property within the same product
group sold in the ordinary course of
business to unrelated persons located
in the same foreign country; plus

(i7) Ten (10) calendar days.

(2) Interest-free period. The interest-
free period under this paragraph
(a)(1)(iii)(E), however, shall in no event
exceed 183 days. The related purchaser
does not have to conduct business out-
side the United States in order to be el-
igible to use the interest-free period of
this paragraph (a)(1)(iii)(E). The inter-
est-free period under this paragraph
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(a)(1)(dii)(E) shall not apply to inter-
company trade receivables attributable
to property which is manufactured,
produced, or constructed (within the
meaning of §1.954-3(a)(4)) by the related
purchaser. For purposes of this para-
graph (a)(1)(iii)(E) a product group in-
cludes all products within the same
three-digit Standard Industrial Classi-
fication (SIC) Code (as prepared by the
Statistical Policy Division of the Of-
fice of Management and Budget, Execu-
tive Office of the President.)

(3) Average collection period. An aver-
age collection period for purposes of
this paragraph (a)(1)({ii)(E) is deter-
mined as follows—

(i) Step 1. Determine total sales (less
returns and allowances) by the related
purchaser in the product group to unre-
lated persons located in the same for-
eign country during the related pur-
chaser’s last taxable year ending on or
before the first day of the related sell-
er’s taxable year in which the inter-
company trade receivable arises.

(i1) Step 2. Determine the related pur-
chaser’s average month-end accounts
receivable balance with respect to sales
described in paragraph
(a)(1)(AiD)(E)(2)(1) of this section for the
related purchaser’s last taxable year
ending on or before the first day of the
related seller’s taxable year in which
the intercompany trade receivable
arises.

(1ii) Step 3. Compute a receivables
turnover rate by dividing the total
sales amount described in paragraph
(a)(1)(AiD)(E)(2)(i) of this section by the
average receivables balance described
in paragraph (a)(1)(iii)(E)(2)(ii) of this
section.

(iv) Step 4. Divide the receivables
turnover rate determined under para-
graph (a)(1)({ii)(E)(2)(iii) of this section
into 365, and round the result to the
nearest whole number to determine the
number of days in the average collec-
tion period.

(v) Other considerations. If the related
purchaser makes sales in more than
one foreign country, or sells property
in more than one product group in any
foreign country, separate computations
of an average collection period, by
product group within each country, are
required. If the related purchaser re-
sells fungible property in more than
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one foreign country and the intercom-
pany trade receivables arising from the
related party purchase of such fungible
property cannot reasonably be identi-
fied with resales in particular foreign
countries, then solely for the purpose
of assigning an interest-free period to
such intercompany trade receivables
under this paragraph (a)(1)(iii)(E), an
amount of each such intercompany
trade receivable shall be treated as al-
locable to a particular foreign country
in the same proportion that the related
purchaser’s sales of such fungible prop-
erty in such foreign country during the
period described in paragraph
(a)(L)(Ai1)(E)(2)(1) of this section bears
to the related purchaser’s sales of all
such fungible property in all such for-
eign countries during such period. An
interest-free period under this para-
graph (a)(1)(iii)(E) shall not apply to
any intercompany trade receivables
arising in a taxable year of the related
seller if the related purchaser made no
sales described in paragraph
(a)(1)(AiD)(E)(2)(i) of this section from
which the appropriate interest-free pe-
riod may be determined.

(4) Illustration. The interest-free pe-
riod provided under paragraph
(a)(1)(dii)(E) of this section may be il-
lustrated by the following example:

Example. (i)Facts. X and Y use the calendar
year as the taxable year and are members of
the same group of controlled entities within
the meaning of section 482. For Y’s 1988 cal-
endar taxable year X and Y intend to use the
interest-free period determined under this

Receivables Turnover Rate =

26 CFR Ch. | (4-1-22 Edition)

paragraph (a)(1)(iii)(E) for intercompany
trade receivables attributable to X’s pur-
chases of certain products from Y for resale
by X in the ordinary course of business to
unrelated persons in country Z. For its 1987
calendar taxable year all of X’s sales in
country Z were of products within a single
product group based upon a three-digit SIC
code, were not manufactured, produced, or
constructed (within the meaning of §1.954-
3(a)(4)) by X, and were sold in the ordinary
course of X’s trade or business to unrelated
persons located only in country Z. These
sales and the month-end accounts receivable
balances (for such sales and for such sales
uncollected from prior months) are as fol-
lows:

Month Sales Acg&l;ggslere-

Jan. 1987 $500,000 $2,835,850
Feb. .. 600,000 2,840,300
Mar. 450,000 2,850,670
Apr. 550,000 2,825,700
May. .. 650,000 2,809,360
June .. 525,000 2,803,200
July 400,000 2,825,850
Aug. 425,000 2,796,240
Sept. . 475,000 2,839,390
Oct. 525,000 2,650,550
Nov. .. 450,000 2,775,450
Dec. 1987 .... 650,000 2,812,600
Totals ..ccooveeevieiiins 6,200,000 33,665,160

(ii) Average collection period. X’s total sales
within the same product group to unrelated
persons within country Z for the period are
$6,200,000. The average receivables balance
for the period is $2,805,430 ($33,665,160/12). The
average collection period in whole days is de-
termined as follows:

$6,200,000
$2,805,430

Average Collection _ 365 _ 165.16 days, rounded to the

Period

(iii) Interest-free period. Accordingly,
for intercompany trade receivables in-
curred by X during Y’s 1988 calendar
taxable year attributable to the pur-
chase of property from Y for resale to
unrelated persons located in country Z
and included in the product group, X
may use an interest-free period of 175
days (165 days in the average collection
period plus 10 days, but not in excess of

291 nearest whole day =165 days.

a maximum of 183 days). All other
intercompany trade receivables in-
curred by X are subject to the interest-
free periods described in paragraphs
(a)(1)(iii) (B), (C), or (D), whichever are
applicable. If X makes sales in other
foreign countries in addition to coun-
try Z or makes sales of property in
more than one product group in any
foreign country, separate computations

694



Internal Revenue Service, Treasury

of X’s average collection period, by
product group within each country, are
required in order for X and Y to deter-
mine an interest-free period for such
product groups in such foreign coun-
tries under this paragraph (a)(1)({ii)(E).

(iv) Payment; book entries—(A) Except
as otherwise provided in this paragraph
(a)(1)(v), in determining the period of
time for which an amount owed by one
member of the group to another mem-
ber is outstanding, payments or other
credits to an account are considered to
be applied against the earliest amount
outstanding, that is, payments or cred-
its are applied against amounts in a
first-in, first-out (FIFO) order. Thus,
tracing payments to individual inter-
company trade receivables is generally
not required in order to determine
whether a particular intercompany
trade receivable has been paid within
the applicable interest-free period de-
termined under paragraph (a)(1)(iii) of
this section. The application of this
paragraph (a)(1)(iv)(A) may be illus-
trated by the following example:

Example. (i) Facts. X and Y are members of
a group of controlled entities within the
meaning of section 482. Assume that the bal-
ance of intercompany trade receivables owed
by X to Y on June 1 is $100, and that all of
the $100 balance represents amounts incurred
by X to Y during the month of May. During
the month of June X incurs an additional
$200 of intercompany trade receivables to Y.
Assume that on July 15, $60 is properly cred-
ited against X’s intercompany account to Y,
and that $240 is properly credited against the
intercompany account on August 31. Assume
that under paragraph (a)(1)(iii)(B) of this sec-
tion interest must be charged on X’s inter-
company trade receivables to Y beginning
with the first day of the third calendar
month following the month the intercom-
pany trade receivables arise, and that no al-
ternative interest-free period applies. Thus,
the interest-free period for intercompany
trade receivables incurred during the month
of May ends on July 31, and the interest-free
period for intercompany trade receivables in-
curred during the month of June ends on Au-
gust 31.

(ii) Application of payments. Using a FIFO
payment order, the aggregate payments of
$300 are applied first to the opening June bal-
ance, and then to the additional amounts in-
curred during the month of June. With re-
spect to X’s June opening balance of $100, no
interest is required to be accrued on $60 of
such balance paid by X on July 15, because
such portion was paid within its interest-free
period. Interest for 31 days, from August 1 to
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August 31 inclusive, is required to be accrued
on the $40 portion of the opening balance not
paid until August 31. No interest is required
to be accrued on the $200 of intercompany
trade receivables X incurred to Y during
June because the $240 credited on August 31,
after eliminating the $40 of indebtedness re-
maining from periods before June, also
eliminated the $200 incurred by X during
June prior to the end of the interest-free pe-
riod for that amount. The amount of interest
incurred by X to Y on the $40 amount during
August creates bona fide indebtedness be-
tween controlled entities and is subject to
the provisions of paragraph (a)(1)(iii)(A) of
this section without regard to any of the ex-
ceptions contained in paragraphs
(a)(1)(iii)(B) through (E).

(B) Notwithstanding the first-in,
first-out payment application rule de-
scribed in paragraph (a)(1)(iv)(A) of
this section, the taxpayer may apply
payments or credits against amounts
owed in some other order on its books
in accordance with an agreement or
understanding of the related parties if
the taxpayer can demonstrate that ei-
ther it or others in its industry, as a
regular trade practice, enter into such
agreements or understandings in the
case of similar balances with unrelated
parties.

(2) Arm’s length interest rate—(i) In
general. For purposes of section 482 and
paragraph (a) of this section, an arm’s
length rate of interest shall be a rate of
interest which was charged, or would
have been charged, at the time the in-
debtedness arose, in independent trans-
actions with or between unrelated par-
ties under similar circumstances. All
relevant factors shall be considered, in-
cluding the principal amount and dura-
tion of the loan, the security involved,
the credit standing of the borrower,
and the interest rate prevailing at the
situs of the lender or creditor for com-
parable loans between unrelated par-
ties.

(i1) Funds obtained at situs of borrower.
Notwithstanding the other provisions
of paragraph (a)(2) of this section, if
the loan or advance represents the pro-
ceeds of a loan obtained by the lender
at the situs of the borrower, the arm’s
length rate for any taxable year shall
be equal to the rate actually paid by
the lender increased by an amount
which reflects the costs or deductions
incurred by the lender in borrowing
such amounts and making such loans,
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unless the taxpayer establishes a more
appropriate rate under the standards
set forth in paragraph (a)(2)(i) of this
section.

(iii) Safe haven interest rates for cer-
tain loans and advances made after May
8, 1986—(A) Applicability—(1) General
rule. Except as otherwise provided in
paragraph (a)(2) of this section, para-
graph (a)(2)(iii)(B) applies with respect
to the rate of interest charged and to
the amount of interest paid or accrued
in any taxable year—

(1) Under a term loan or advance be-
tween members of a group of controlled
entities where (except as provided in
paragraph (a)(2)(1ii)(A)(2)(ii) of this sec-
tion) the loan or advance is entered
into after May 8, 1986; and

(ii) After May 8, 1986 under a demand
loan or advance between such con-
trolled entities.

(2) Grandfather rule for existing loans.
The safe haven rates prescribed in
paragraph (a)(2)(iii)(B) of this section
shall not apply, and the safe haven
rates prescribed in §1.482-2(a)(2)(iii) (26
CFR part 1 edition revised as of April 1,
1985), shall apply to—

(1) Term loans or advances made be-
fore May 9, 1986; and

(i1) Term loans or advances made be-
fore August 7, 1986, pursuant to a bind-
ing written contract entered into be-
fore May 9, 1986.

(B) Safe haven interest rate based on
applicable Federal rate. Except as other-
wise provided in this paragraph (a)(2),
in the case of a loan or advance be-
tween members of a group of controlled
entities, an arm’s length rate of inter-
est referred to in paragraph (a)(2)(i) of
this section shall be for purposes of
chapter 1 of the Internal Revenue
Code—

(I) The rate of interest actually
charged if that rate is—

(i) Not less than 100 percent of the ap-
plicable Federal rate (lower limit); and

(ii) Not greater than 130 percent of
the applicable Federal rate (upper
limit); or

(2) If either no interest is charged or
if the rate of interest charged is less
than the lower limit, then an arm’s
length rate of interest shall be equal to
the lower limit, compounded semi-
annually; or

26 CFR Ch. | (4-1-22 Edition)

(3) If the rate of interest charged is
greater than the upper limit, then an
arm’s length rate of interest shall be
equal to the upper limit, compounded
semiannually, unless the taxpayer es-
tablishes a more appropriate compound
rate of interest under paragraph
(a)(2)(1) of this section. However, if the
compound rate of interest actually
charged is greater than the upper limit
and less than the rate determined
under paragraph (a)(2)(i) of this sec-
tion, or if the compound rate actually
charged is less than the lower limit and
greater than the rate determined under
paragraph (a)(2)(i) of this section, then
the compound rate actually charged
shall be deemed to be an arm’s length
rate under paragraph (a)(2)(i). In the
case of any sale-leaseback described in
section 1274(e), the lower limit shall be
110 percent of the applicable Federal
rate, compounded semiannually.

(C) Applicable Federal rate. For pur-
poses of paragraph (a)(2)(iii)(B) of this
section, the term applicable Federal
rate means, in the case of a loan or ad-
vance to which this section applies and
having a term of—

(I) Not over 3 years,
short-term rate;

(2) Over 3 years but not over 9 years,
the Federal mid-term rate; or

(3) Over 9 years, the Federal long-
term rate, as determined under section
1274(d) in effect on the date such loan
or advance is made. In the case of any
sale or exchange between controlled
entities, the lower limit shall be the
lowest of the applicable Federal rates
in effect for any month in the 3-
calendar- month period ending with the
first calendar month in which there is
a binding written contract in effect for
such sale or exchange (lowest 3-month
rate, as defined in section 1274(d)(2)). In
the case of a demand loan or advance
to which this section applies, the appli-
cable Federal rate means the Federal
short-term rate determined under sec-
tion 1274(d) (determined without regard
to the lowest 3-month short term rate
determined under section 1274(d)(2)) in
effect for each day on which any
amount of such loan or advance (in-
cluding unpaid accrued interest deter-
mined under paragraph (a)(2) of this
section) is outstanding.

the Federal
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(D) Lender in business of making loans.
If the lender in a loan or advance
transaction to which paragraph (a)(2)
of this section applies is regularly en-
gaged in the trade or business of mak-
ing loans or advances to unrelated par-
ties, the safe haven rates prescribed in
paragraph (a)(2)(iii)(B) of this section
shall not apply, and the arm’s length
interest rate to be used shall be deter-
mined under the standards described in
paragraph (a)(2)(i) of this section, in-
cluding reference to the interest rates
charged in such trade or business by
the lender on loans or advances of a
similar type made to unrelated parties
at and about the time the loan or ad-
vance to which paragraph (a)(2) of this
section applies was made.

(E) Foreign currency loans. The safe
haven interest rates prescribed in para-
graph (a)(2)(iii)(B) of this section do
not apply to any loan or advance the
principal or interest of which is ex-
pressed in a currency other than U.S.
dollars.

(3) Coordination with interest adjust-
ments required under certain other Code
sections. If the stated rate of interest
on the stated principal amount of a
loan or advance between controlled en-
tities is subject to adjustment under
section 482 and is also subject to ad-
justment under any other section of
the Internal Revenue Code (for exam-
ple, section 467, 483, 1274 or 7872), sec-
tion 482 and paragraph (a) of this sec-
tion may be applied to such loan or ad-
vance in addition to such other Inter-
nal Revenue Code section. After the en-
actment of the Tax Reform Act of 1964,
Pub. L. 98-369, and the enactment of
Pub. L. 99-121, such other Internal Rev-
enue Code sections include sections 467,
483, 1274 and 7872. The order in which
the different provisions shall be applied
is as follows—

(i) First, the substance of the trans-
action shall be determined; for this
purpose, all the relevant facts and cir-
cumstances shall be considered and any
law or rule of law (assignment of in-
come, step transaction, etc.) may
apply. Only the rate of interest with
respect to the stated principal amount
of the bona fide indebtedness (within
the meaning of paragraph (a)(1) of this
section), if any, shall be subject to ad-
justment under section 482, paragraph
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(a) of this section, and any other Inter-
nal Revenue Code section.

(ii) Second, the other Internal Rev-
enue Code section shall be applied to
the loan or advance to determine
whether any amount other than stated
interest is to be treated as interest,
and if so, to determine such amount ac-
cording to the provisions of such other
Internal Revenue Code section.

(iii) Third, whether or not the other
Internal Revenue Code section applies
to adjust the amounts treated as inter-
est under such loan or advance, section
482 and paragraph (a) of this section
may then be applied by the district di-
rector to determine whether the rate of
interest charged on the loan or ad-
vance, as adjusted by any other Code
section, is greater or less than an arm’s
length rate of interest, and if so, to
make appropriate allocations to reflect
an arm’s length rate of interest.

(iv) Fourth, section 482 and para-
graphs (b) through (d) of this section
and §§1.482-3 through 1.482-7, if applica-
ble, may be applied by the district di-
rector to make any appropriate alloca-
tions, other than an interest rate ad-
justment, to reflect an arm’s length
transaction based upon the principal
amount of the loan or advance and the
interest rate as adjusted under para-
graph (a)(3) (i), (ii) or (iii) of this sec-
tion. For example, assume that two
commonly controlled taxpayers enter
into a deferred payment sale of tan-
gible property and no interest is pro-
vided, and assume also that section 483
is applied to treat a portion of the stat-
ed sales price as interest, thereby re-
ducing the stated sales price. If after
this recharacterization of a portion of
the stated sales price as interest, the
recomputed sales price does not reflect
an arm’s length sales price under the
principles of §1.482-3, the district direc-
tor may make other appropriate allo-
cations (other than an interest rate ad-
justment) to reflect an arm’s length
sales price.

(4) Examples. The principles of para-
graph (a)(3) of this section may be il-
lustrated by the following examples:

Example 1. An individual, A, transfers
$20,000 to a corporation controlled by A in
exchange for the corporation’s note which
bears adequate stated interest. The district
director recharacterizes the transaction as a
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contribution to the capital of the corpora-
tion in exchange for preferred stock. Under
paragraph (a)(3)(i) of this section, section
1.482-2(a) does not apply to the transaction
because there is no bona fide indebtedness.

Example 2. B, an individual, is an employee
of Z corporation, and is also the controlling
shareholder of Z. Z makes a term loan of
$15,000 to B at a rate of interest that is less
than the applicable Federal rate. In this in-
stance the other operative Code section is
section 7872. Under section 7872(b), the dif-
ference between the amount loaned and the
present value of all payments due under the
loan using a discount rate equal to 100 per-
cent of the applicable Federal rate is treated
as an amount of cash transferred from the
corporation to B and the loan is treated as
having original issue discount equal to such
amount. Under paragraph (a)(3)(iii) of this
section, section 482 and paragraph (a) of this
section may also be applied by the district
director to determine if the rate of interest
charged on this $15,000 loan (100 percent of
the AFR, compounded semiannually, as ad-
justed by section 7872) is an arm’s length
rate of interest. Because the rate of interest
on the loan, as adjusted by section 7872, is
within the safe haven range of 100-130 per-
cent of the AFR, compounded semiannually,
no further interest rate adjustments under
section 482 and paragraph (a) of this section
will be made to this loan.

Example 3. The facts are the same as in Ex-
ample 2 except that the amount lent by Z to
B is $9,000, and that amount is the aggregate
outstanding amount of loans between Z and
B. Under the $10,000 de minimis exception of
section 7872(c)(3), no adjustment for interest
will be made to this $9,000 loan under section
7872. Under paragraph (a)(3)(iii) of this sec-
tion, the district director may apply section
482 and paragraph (a) of this section to this
$9,000 loan to determine whether the rate of
interest charged is less than an arm’s length
rate of interest, and if so, to make appro-
priate allocations to reflect an arm’s length
rate of interest.

Example 4. X and Y are commonly con-
trolled taxpayers. At a time when the appli-
cable Federal rate is 12 percent, compounded
semiannually, X sells property to Y in ex-
change for a note with a stated rate of inter-
est of 18 percent, compounded semiannually.
Assume that the other applicable Code sec-
tion to the transaction is section 483. Sec-
tion 483 does not apply to this transaction
because, under section 483(d), there is no
total unstated interest under the contract
using the test rate of interest equal to 100
percent of the applicable Federal rate. Under
paragraph (a)(3)(iii) of this section, section
482 and paragraph (a) of this section may be
applied by the district director to determine
whether the rate of interest under the note is
excessive, that is, to determine whether the
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18 percent stated interest rate under the
note exceeds an arm’s length rate of interest.

Example 5. Assume that A and B are com-
monly controlled taxpayers and that the ap-
plicable Federal rate is 10 percent, com-
pounded semiannually. On June 30, 1986, A
sells property to B and receives in exchange
B’s purchase-money note in the amount of
$2,000,000. The stated interest rate on the
note is 9%, compounded semiannually, and
the stated redemption price at maturity on
the note is $2,000,000. Assume that the other
applicable Code section to this transaction is
section 1274. As provided in section 1274A(a)
and (b), the discount rate for purposes of sec-
tion 1274 will be nine percent, compounded
semiannually, because the stated principal
amount of B’s note does not exceed $2,800,000.
Section 1274 does not apply to this trans-
action because there is adequate stated in-
terest on the debt instrument using a dis-
count rate equal to 9%, compounded semi-
annually, and the stated redemption price at
maturity does not exceed the stated prin-
cipal amount. Under paragraph (a)(3)(iii) of
this section, the district director may apply
section 482 and paragraph (a) of this section
to this $2,000,000 note to determine whether
the 9% rate of interest charged is less than
an arm’s length rate of interest, and if so, to
make appropriate allocations to reflect an
arm’s length rate of interest.

(b) Rendering of services. For rules
governing allocations under section 482
to reflect an arm’s length charge for
controlled transactions involving the
rendering of services, see §1.482-9.

(c) Use of tangible property—(1) Gen-
eral rule. Where possession, use, or oc-
cupancy of tangible property owned or
leased by one member of a group of
controlled entities (referred to in this
paragraph as the owner) is transferred
by lease or other arrangement to an-
other member of such group (referred
to in this paragraph as the user) with-
out charge or at a charge which is not
equal to an arm’s length rental charge
(as defined in paragraph (c)(2)(i) of this
section) the district director may
make appropriate allocations to prop-
erly reflect such arm’s length charge.
Where possession, use, or occupancy of
only a portion of such property is
transferred, the determination of the
arm’s length charge and the allocation
shall be made with reference to the
portion transferred.

(2) Arm’s length charge—(i) In general.
For purposes of paragraph (c) of this
section, an arm’s length rental charge
shall be the amount of rent which was
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charged, or would have been charged
for the use of the same or similar prop-
erty, during the time it was in use, in
independent transactions with or be-
tween unrelated parties under similar
circumstances considering the period
and location of the use, the owner’s in-
vestment in the property or rent paid
for the property, expenses of maintain-
ing the property, the type of property
involved, its condition, and all other
relevant facts.

(ii) Safe haven rental charge. See
§1.482-2(c)(2)(ii) (26 CFR Part 1 revised
as of April 1, 1985), for the determina-
tion of safe haven rental charges in the
case of certain leases entered into be-
fore May 9, 1986, and for leases entered
into before August 7, 1986, pursuant to
a binding written contract entered into
before May 9, 1986.

(iii) Subleases—(A) Except as provided
in paragraph (c)(2)(iii)(B) of this sec-
tion, where possession, use, or occu-
pancy of tangible property, which is
leased by the owner (lessee) from an
unrelated party is transferred by sub-
lease or other arrangement to the user,
an arm’s length rental charge shall be
considered to be equal to all the deduc-
tions claimed by the owner (lessee)
which are attributable to the property
for the period such property is used by
the user. Where only a portion of such
property was transferred, any alloca-
tions shall be made with reference to
the portion transferred. The deductions
to be considered include the rent paid
or accrued by the owner (lessee) during
the period of use and all other deduc-
tions directly and indirectly connected
with the property paid or accrued by
the owner (lessee) during such period.
Such deductions include deductions for
maintenance and repair, utilities, man-
agement and other similar deductions.

(B) The provisions of paragraph
(c)(2)(iii)(A) of this section shall not
apply if either—

(I) The taxpayer establishes a more
appropriate rental charge under the
general rule set forth in paragraph
(¢)(2)(i) of this section; or

(2) During the taxable year, the
owner (lessee) or the user was regularly
engaged in the trade or business of
renting property of the same general
type as the property in question to un-
related persons.
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(d) Transfer of property. For rules gov-
erning allocations under section 482 to
reflect an arm’s length consideration
for controlled transactions involving
the transfer of property, see §§1.482-3
through 1.482-6.

(e) Cost sharing arrangement. For rules
governing allocations under section 482
to reflect an arm’s length consider-
ation for controlled transactions in-
volving a cost sharing arrangement,
see §1.482-7.

(f) Effective/applicability date—(1) In
general. The provision of paragraph (b)
of this section is generally applicable
for taxable years beginning after De-
cember 31, 2006. The provision of para-
graph (e) of this section is generally
applicable on January 5, 2009.

(2) Election to apply paragraph (b) to
earlier taxable years. A person may elect
to apply the provisions of paragraph (b)
of this section to earlier taxable years
in accordance with the rules set forth
in §1.482-9(n)(2).

[T.D. 8552, 59 FR 35002, July 8, 1994, 60 FR
16381, 16382, Mar. 30, 1995; T.D. 9278, 71 FR
44484, Aug. 4, 2006; T.D. 9456, 74 FR 38842, Aug.
4, 2009; T.D. 9568, 76 FR 80090, Dec. 22, 2011]

§1.482-3 Methods to determine taxable
income in connection with a trans-
fer of tangible property.

(a) In general. The arm’s length
amount charged in a controlled trans-
fer of tangible property must be deter-
mined under one of the six methods
listed in this paragraph (a). Each of the
methods must be applied in accordance
with all of the provisions of §1.482-1,
including the best method rule of
§1.482-1(c), the comparability analysis
of §1.482-1(d), and the arm’s length
range of §1.482-1(e). The methods are—

(1) The comparable uncontrolled
price method, described in paragraph
(b) of this section;

(2) The resale price method, described
in paragraph (c) of this section;

(3) The cost plus method, described in
paragraph (d) of this section;

(4) The comparable profits method,
described in §1.482-5;

(5) The profit split method, described
in §1.482-6; and

(6) Unspecified methods, described in
paragraph (e) of this section.
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(b) Comparable uncontrolled price meth-
od—(1) In general. The comparable un-
controlled price method evaluates
whether the amount charged in a con-
trolled transaction is arm’s length by
reference to the amount charged in a
comparable uncontrolled transaction.

(2) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from applications of this meth-
od are the most reliable measure of the
arm’s length result must be determined
using the factors described under the
best method rule in §1.482-1(c). The ap-
plication of these factors under the
comparable uncontrolled price method
is discussed in paragraph (b)(2)(ii) and
(iii) of this section.

(ii) Comparability—(A) In general. The
degree of comparability between con-
trolled and uncontrolled transactions
is determined by applying the provi-
sions of §1.482-1(d). Although all of the
factors described in §1.482-1(d)(3) must
be considered, similarity of products
generally will have the greatest effect
on comparability under this method. In
addition, because even minor dif-
ferences in contractual terms or eco-
nomic conditions could materially af-
fect the amount charged in an uncon-
trolled transaction, comparability
under this method depends on close
similarity with respect to these fac-
tors, or adjustments to account for any
differences. The results derived from
applying the comparable uncontrolled
price method generally will be the
most direct and reliable measure of an
arm’s length price for the controlled
transaction if an uncontrolled trans-
action has no differences with the con-
trolled transaction that would affect
the price, or if there are only minor
differences that have a definite and
reasonably ascertainable effect on
price and for which appropriate adjust-
ments are made. If such adjustments
cannot be made, or if there are more
than minor differences between the
controlled and wuncontrolled trans-
actions, the comparable uncontrolled
price method may be used, but the reli-
ability of the results as a measure of
the arm’s length price will be reduced.
Further, if there are material product
differences for which reliable adjust-
ments cannot be made, this method or-
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dinarily will not provide a reliable
measure of an arm’s length result.

(B) Adjustments for differences between
controlled and uncontrolled transactions.
If there are differences between the
controlled and uncontrolled trans-
actions that would affect price, adjust-
ments should be made to the price of
the uncontrolled transaction according
to the comparability provisions of
§1.482-1(d)(2). Specific examples of the
factors that may be particularly rel-
evant to this method include—

(1) Quality of the product;

(2) Contractual terms (e.g., scope and
terms of warranties provided, sales or
purchase volume, credit terms, trans-
port terms);

(3) Level of the market (i.e., whole-
sale, retail, etc.);

(4) Geographic market in which the
transaction takes place;

(5) Date of the transaction;

(6) Intangible property associated
with the sale;

(7) Foreign currency risks; and

(8) Alternatives realistically avail-
able to the buyer and seller.

(iii) Data and assumptions. The reli-
ability of the results derived from the
comparable uncontrolled price method
is affected by the completeness and ac-
curacy of the data used and the reli-
ability of the assumptions made to
apply the method. See §1.482-1(c) (Best
method rule).

3) Arm’s length range. See §1.482—
1(e)(2) for the determination of an
arm’s length range.

(4) Erxamples. The principles of this
paragraph (b) are illustrated by the fol-
lowing examples.

Example 1. Comparable Sales of Same Prod-
uct. USM, a U.S. manufacturer, sells the
same product to both controlled and uncon-
trolled distributors. The circumstances sur-
rounding the controlled and uncontrolled
transactions are substantially the same, ex-
cept that the controlled sales price is a deliv-
ered price and the uncontrolled sales are
made f.0.b. USM’s factory. Differences in the
contractual terms of transportation and in-
surance generally have a definite and reason-
ably ascertainable effect on price, and ad-
justments are made to the results of the un-
controlled transaction to account for such
differences. No other material difference has
been identified between the controlled and
uncontrolled transactions. Because USM
sells in both the controlled and uncontrolled
transactions, it is likely that all material
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differences between the two transactions
have been identified. In addition, because the
comparable uncontrolled price method is ap-
plied to an uncontrolled comparable with no
product differences, and there are only minor
contractual differences that have a definite
and reasonably ascertainable effect on price,
the results of this application of the com-
parable uncontrolled price method will pro-
vide the most direct and reliable measure of
an arm’s length result. See §1.482-
3(b)(2)(ED(A).

Example 2. Effect of Trademark. The facts
are the same as in Erample 1, except that
USM affixes its valuable trademark to the
property sold in the controlled transactions,
but does not affix its trademark to the prop-
erty sold in the uncontrolled transactions.
Under the facts of this case, the effect on
price of the trademark is material and can-
not be reliably estimated. Because there are
material product differences for which reli-
able adjustments cannot be made, the com-
parable uncontrolled price method is un-
likely to provide a reliable measure of the
arm’s length result. See §1.482-3(b)(2)(ii)(A).

Example 3. Minor Product Differences. The
facts are the same as in Example 1, except
that USM, which manufactures business ma-
chines, makes minor modifications to the
physical properties of the machines to sat-
isfy specific requirements of a customer in
controlled sales, but does not make these
modifications in uncontrolled sales. If the
minor physical differences in the product
have a material effect on prices, adjustments
to account for these differences must be
made to the results of the uncontrolled
transactions according to the provisions of
§1.482- 1(d)(2), and such adjusted results may
be used as a measure of the arm’s length re-
sult.

Example 4. Effect of Geographic Differences.
FM, a foreign specialty radio manufacturer,
sells its radios to a controlled U.S. dis-
tributor, AM, that serves the West Coast of
the United States. FM sells its radios to un-
controlled distributors to serve other regions
in the United States. The product in the con-
trolled and uncontrolled transactions is the
same, and all other -circumstances sur-
rounding the controlled and uncontrolled
transactions are substantially the same,
other than the geographic differences. If the
geographic differences are unlikely to have a
material effect on price, or they have defi-
nite and reasonably ascertainable effects for
which adjustments are made, then the ad-
justed results of the uncontrolled sales may
be used under the comparable uncontrolled
price method to establish an arm’s length
range pursuant to §1.482-1(e)(2)(iii)(A). If the
effects of the geographic differences would be
material but cannot be reliably ascertained,
then the reliability of the results will be di-
minished. However, the comparable uncon-
trolled price method may still provide the
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most reliable measure of an arm’s length re-
sult, pursuant to the best method rule of
§1.482-1(c), and, if so, an arm’s length range
may be established pursuant to §1.482-
1(e)(2)(iii)(B).

() Indirect evidence of comparable un-
controlled transactions—(i) In general. A
comparable uncontrolled price may be
derived from data from public ex-
changes or quotation media, but only 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
uncontrolled 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 by uncon-
trolled taxpayers in the industry; and

(C) The amount charged in the con-
trolled transaction is adjusted to re-
flect differences in product quality and
quantity, contractual terms, transpor-
tation costs, market conditions, risks
borne, and other factors that affect the
price that would be agreed to by uncon-
trolled taxpayers.

(ii) Limitation. Use of data from pub-
lic exchanges or quotation media may
not be appropriate under extraordinary
market conditions.

(iii) Examples. The following exam-
ples illustrate this paragraph (b)(5).

Example 1. Use of Quotation Medium. (i) On
June 1, USOil, a United States corporation,
enters into a contract to purchase crude oil
from its foreign subsidiary, FS, in Country
Z. USOil and FS agree to base their sales
price on the average of the prices published
for that crude in a quotation medium in the
five days before August 1, the date set for de-
livery. USOil and FS agree to adjust the
price for the particular circumstances of
their transactions, including the quantity of
the crude sold, contractual terms, transpor-
tation costs, risks borne, and other factors
that affect the price.

(ii) The quotation medium used by USOil
and FS is widely and routinely used in the
ordinary course of business in the industry
to establish prices for uncontrolled sales. Be-
cause USOil and F'S use the data to set their
sales price in the same way that unrelated
parties use the data from the quotation me-
dium to set their sales prices, and appro-
priate adjustments were made to account for
differences, the price derived from the
quotation medium used by USOil and FS to
set their transfer prices will be considered
evidence of a comparable uncontrolled price.
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Example 2. Extraordinary Market Conditions.
The facts are the same as in Example 1, ex-
cept that before USOil and FS enter into
their contract, war breaks out in Countries
X and Y, major oil producing countries,
causing significant instability in world pe-
troleum markets. As a result, given the sig-
nificant instability in the price of oil, the
prices listed on the quotation medium may
not reflect a reliable measure of an arm'’s
length result. See §1.482-3(b)(5)(ii).

(c) Resale price method—(1) In general.
The resale price method evaluates
whether the amount charged in a con-
trolled transaction is arm’s length by
reference to the gross profit margin re-
alized in comparable uncontrolled
transactions. The resale price method
measures the value of functions per-
formed, and is ordinarily used in cases
involving the purchase and resale of
tangible property in which the reseller
has not added substantial value to the
tangible goods by physically altering
the goods before resale. For this pur-
pose, packaging, repackaging, label-
ling, or minor assembly do not ordi-
narily constitute physical alteration.
Further the resale price method is not
ordinarily used in cases where the con-
trolled taxpayer uses its intangible
property to add substantial value to
the tangible goods.

(2) Determination of arm’s length
price—(i) In general. The resale price
method measures an arm’s length price
by subtracting the appropriate gross
profit from the applicable resale price
for the property involved in the con-
trolled transaction under review.

(i1) Applicable resale price. The appli-
cable resale price is equal to either the
resale price of the particular item of
property involved or the price at which
contemporaneous resales of the same
property are made. If the property pur-
chased in the controlled sale is resold
to one or more related parties in a se-
ries of controlled sales before being re-
sold in an uncontrolled sale, the appli-
cable resale price is the price at which
the property is resold to an uncon-
trolled party, or the price at which
contemporaneous resales of the same
property are made. In such case, the
determination of the appropriate gross
profit will take into account the func-
tions of all members of the group par-
ticipating in the series of controlled
sales and final uncontrolled resales, as
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well as any other relevant factors de-
scribed in §1.482-1(d)(3).

(iii) Appropriate gross profit. The ap-
propriate gross profit is computed by
multiplying the applicable resale price
by the gross profit margin (expressed
as a percentage of total revenue de-
rived from sales) earned in comparable
uncontrolled transactions.

(iv) Arm’s length range. See §1.482—
1(e)(2) for determination of the arm’s
length range.

(3) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from applications of this meth-
od are the most reliable measure of the
arm’s length result must be determined
using the factors described under the
best method rule in §1.482-1(c). The ap-
plication of these factors under the re-
sale price method is discussed in para-
graphs (¢)(3) (ii) and (iii) of this sec-
tion.

(i1) Comparability—(A) Functional com-
parability. The degree of comparability
between an uncontrolled transaction
and a controlled transaction is deter-
mined by applying the comparability
provisions of §1.482-1(d). A reseller’s
gross profit provides compensation for
the performance of resale functions re-
lated to the product or products under
review, including an operating profit in
return for the reseller’s investment of
capital and the assumption of risks.
Therefore, although all of the factors
described in §1.482-1(d)(3) must be con-
sidered, comparability under this
method is particularly dependent on
similarity of functions performed,
risks borne, and contractual terms, or
adjustments to account for the effects
of any such differences. If possible, ap-
propriate gross profit margins should
be derived from comparable uncon-
trolled purchases and resales of the re-
seller involved in the controlled sale,
because similar characteristics are
more likely to be found among dif-
ferent resales of property made by the
same reseller than among sales made
by other resellers. In the absence of
comparable uncontrolled transactions
involving the same reseller, an appro-
priate gross profit margin may be de-
rived from comparable uncontrolled
transactions of other resellers.
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(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close physical similarity
between the products transferred than
under the comparable uncontrolled
price method. For example, distribu-
tors of a wide variety of consumer du-
rables might perform comparable dis-
tribution functions without regard to
the specific durable goods distributed.
Substantial differences in the products
may, however, indicate significant
functional differences between the con-
trolled and uncontrolled taxpayers.
Thus, it ordinarily would be expected
that the controlled and uncontrolled
transactions would involve the dis-
tribution of products of the same gen-
eral type (e.g., consumer electronics).
Furthermore, significant differences in
the value of the distributed goods due,
for example, to the value of a trade-
mark, may also affect the reliability of
the comparison. Finally, the reliability
of profit measures based on gross profit
may be adversely affected by factors
that have less effect on prices. For ex-
ample, gross profit may be affected by
a variety of other factors, including
cost structures (as reflected, for exam-
ple, in the age of plant and equipment),
business experience (such as whether
the business is in a start-up phase or is
mature), or management efficiency (as
indicated, for example, by expanding or
contracting sales or executive com-
pensation over time). Accordingly, if
material differences in these factors
are identified based on objective evi-
dence, the reliability of the analysis
may be affected.

(C) Adjustments for differences between
controlled and uncontrolled transactions.
If there are material differences be-
tween the controlled and uncontrolled
transactions that would affect the
gross profit margin, adjustments
should be made to the gross profit mar-
gin earned with respect to the uncon-
trolled transaction according to the
comparability provisions of §1.482—
1(d)(2). For this purpose, consideration
of operating expenses associated with
functions performed and risks assumed
may be necessary, because differences
in functions performed are often re-
flected in operating expenses. If there
are differences in functions performed,
however, the effect on gross profit of

§1.482-3

such differences is not necessarily
equal to the differences in the amount
of related operating expenses. Specific
examples of the factors that may be
particularly relevant to this method
include—

(I) Inventory levels and turnover
rates, and corresponding risks, includ-
ing any price protection programs of-
fered by the manufacturer;

(2) Contractual terms (e.g., scope and
terms of warranties provided, sales or
purchase volume, credit terms, trans-
port terms);

(3) Sales, marketing, advertising pro-
grams and services, (including pro-
motional programs, rebates, and co-op
advertising);

(4) The level of the market (e.g.,
wholesale, retail, etc.); and

(5) Foreign currency risks.

(D) Sales agent. If the controlled tax-
payer is comparable to a sales agent
that does not take title to goods or
otherwise assume risks with respect to
ownership of such goods, the commis-
sion earned by such sales agent, ex-
pressed as a percentage of the uncon-
trolled sales price of the goods in-
volved, may be used as the comparable
gross profit margin.

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the resale price method is
affected by the completeness and accu-
racy of the data used and the reli-
ability of the assumptions made to
apply this method. See §1.482-1(c) (Best
method rule).

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled
comparables that materially affect the
gross profit margin affects the reli-
ability of the result. Thus, for example,
if differences in inventory and other
cost accounting practices would mate-
rially affect the gross profit margin,
the ability to make reliable adjust-
ments for such differences would affect
the reliability of the results. Further,
the controlled transaction and the un-
controlled comparable should be con-
sistent in the reporting of items (such
as discounts, returns and allowances,
rebates, transportation costs, insur-
ance, and packaging) between cost of
goods sold and operating expenses.
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(4) Examples. The following examples
illustrate the principles of this para-
graph (c).

Example 1. A controlled taxpayer sells
property to another member of its controlled
group that resells the property in uncon-
trolled sales. There are no changes in the be-
ginning and ending inventory for the year
under review. Information regarding an un-
controlled comparable is sufficiently com-
plete to conclude that it is likely that all
material differences between the controlled
and uncontrolled transactions have been
identified and adjusted for. If the applicable
resale price of the property involved in the
controlled sale is $100 and the appropriate
gross profit margin is 20%, then an arm’s
length result of the controlled sale is a price
of $80 ($100 minus (20% x $100)).

Example 2. (i) S, a U.S. corporation, is the
exclusive distributor for FP, its foreign par-
ent. There are no changes in the beginning
and ending inventory for the year under re-
view. S’s total reported cost of goods sold is
$800, consisting of $600 for property pur-
chased from FP and $200 of other costs of
goods sold incurred to unrelated parties. S’s
applicable resale price and reported gross
profit are as follows:

Applicable resale price ........ccccoeereeneineiineieneeees $1000
Cost of goods sold:
Cost of purchases from FP 600
Costs incurred to unrelated parties 200
Reported gross profit 200

(ii) The district director determines that
the appropriate gross profit margin is 25%.
Therefore, S’s appropriate gross profit is $250
(i.e., 26% of the applicable resale price of
$1000). Because S is incurring costs of sales
to unrelated parties, an arm’s length price
for property purchased from FP must be de-
termined under a two-step process. First, the
appropriate gross profit ($2560) is subtracted
from the applicable resale price ($1000). The
resulting amount ($750) is then reduced by
the costs of sales incurred to unrelated par-
ties ($200). Therefore, an arm’s length price
for S’s cost of sales of FP’s product in this
case equals $550 (i.e., $750 minus $200).

Example 3. FP, a foreign manufacturer,
sells Product to USSub, its U.S. subsidiary,
which in turn sells Product to its domestic
affiliate Sister. Sister sells Product to unre-
lated buyers. In this case, the applicable re-
sale price is the price at which Sister sells
Product in uncontrolled transactions. The
determination of the appropriate gross profit
margin for the sale from FP to USSub will
take into account the functions performed
by USSub and Sister, as well as other rel-
evant factors described in §1.482-1(d)(3).

Example 4. USSub, a U.S. corporation, is
the exclusive distributor of widgets for its
foreign parent. To determine whether the
gross profit margin of 25% earned by USSub
is an arm’s length result, the district direc-
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tor considers applying the resale price meth-
od. There are several uncontrolled distribu-
tors that perform similar functions under
similar circumstances in uncontrolled trans-
actions. However, the uncontrolled distribu-
tors treat certain costs such as discounts and
insurance as cost of goods sold, while USSub
treats such costs as operating expenses. In
such cases, accounting reclassifications, pur-
suant to §1.482-3(c)(3)(iii)(B), must be made
to ensure consistent treatment of such mate-
rial items. Inability to make such account-
ing reclassifications will decrease the reli-
ability of the results of the uncontrolled
transactions.

Example 5. (i) USP, a U.S. corporation,
manufactures Product X, an unbranded widg-
et, and sells it to FSub, its wholly owned for-
eign subsidiary. FSub acts as a distributor of
Product X in country M, and sells it to un-
controlled parties in that country. Uncon-
trolled distributors A, B, C, D, and E dis-
tribute competing products of approximately
similar value in country M. All such prod-
ucts are unbranded.

(ii) Relatively complete data is available
regarding the functions performed and risks
borne by the uncontrolled distributors and
the contractual terms under which they op-
erate in the uncontrolled transactions. In ad-
dition, data is available to ensure accounting
consistency between all of the uncontrolled
distributors and FSub. Because the available
data is sufficiently complete and accurate to
conclude that it is likely that all material
differences between the controlled and un-
controlled transactions have been identified,
such differences have a definite and reason-
ably ascertainable effect, and reliable adjust-
ments are made to account for such dif-
ferences, the results of each of the uncon-
trolled distributors may be used to establish
an arm’s length range pursuant to §1.482-
1(e)(2)(iii)(A).

Example 6. The facts are the same as Erxam-
ple 5, except that sufficient data is not avail-
able to determine whether any of the uncon-
trolled distributors provide warranties or to
determine the payment terms of the con-
tracts. Because differences in these contrac-
tual terms could materially affect price or
profits, the inability to determine whether
these differences exist between the con-
trolled and uncontrolled transactions dimin-
ishes the reliability of the results of the un-
controlled comparables. However, the reli-
ability of the results may be enhanced by the
application of a statistical method when es-
tablishing an arm’s length range pursuant to
§1.482-1(e)(2)(ii1)(B).

Example 7. The facts are the same as in Ex-
ample 5, except that Product X is branded
with a valuable trademark that is owned by
P. A, B, and C distribute unbranded com-
peting products, while D and E distribute
products branded with other trademarks. D
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and E do not own any rights in the trade-
marks under which their products are sold.
The value of the products that A, B, and C
sold are not similar to the value of the prod-
ucts sold by S. The value of products sold by
D and E, however, is similar to that of Prod-
uct X. Although close product similarity is
not as important for a reliable application of
the resale price method as for the com-
parable uncontrolled price method, signifi-
cant differences in the value of the products
involved in the controlled and uncontrolled
transactions may affect the reliability of the
results. In addition, because in this case it is
difficult to determine the effect the trade-
mark will have on price or profits, reliable
adjustments for the differences cannot be
made. Because D and E have a higher level of
comparability than A, B, and C with respect
to S, pursuant to §1.482-1(e)(2)(ii), only D and
E may be included in an arm’s length range.

(d) Cost plus method—(1) In general.
The cost plus method evaluates wheth-
er the amount charged in a controlled
transaction is arm’s length by ref-
erence to the gross profit markup real-
ized in comparable uncontrolled trans-
actions. The cost plus method is ordi-
narily used in cases involving the man-
ufacture, assembly, or other produc-
tion of goods that are sold to related
parties.

(2) Determination of arm’s length
price—(i) In general. The cost plus
method measures an arm’s length price
by adding the appropriate gross profit
to the controlled taxpayer’s costs of
producing the property involved in the
controlled transaction.

(ii) Appropriate gross profit. The ap-
propriate gross profit is computed by
multiplying the controlled taxpayer’s
cost of producing the transferred prop-
erty by the gross profit markup, ex-
pressed as a percentage of cost, earned
in comparable uncontrolled trans-
actions.

(iii) Arm’s length range. See §1.482—
1(e)(2) for determination of an arm’s
length range.

(3) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from the application of this
method are the most reliable measure
of the arm’s length result must be de-
termined using the factors described
under the best method rule in §1.482-
1(c).

(ii) Comparability—(A) Functional com-
parability. The degree of comparability
between controlled and uncontrolled
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transactions is determined by applying
the comparability provisions of §1.482—
1(d). A producer’s gross profit provides
compensation for the performance of
the production functions related to the
product or products under review, in-
cluding an operating profit for the pro-
ducer’s investment of capital and as-
sumption of risks. Therefore, although
all of the factors described in §1.482-
1(d)(3) must be considered, com-
parability under this method is par-
ticularly dependent on similarity of
functions performed, risks borne, and
contractual terms, or adjustments to
account for the effects of any such dif-
ferences. If possible, the appropriate
gross profit markup should be derived
from comparable uncontrolled trans-
actions of the taxpayer involved in the
controlled sale, because similar charac-
teristics are more likely to be found
among sales of property by the same
producer than among sales by other
producers. In the absence of such sales,
an appropriate gross profit markup
may be derived from comparable un-
controlled sales of other producers
whether or not such producers are
members of the same controlled group.

(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close physical similarity
between the products transferred than
under the comparable uncontrolled
price method. Substantial differences
in the products may, however, indicate
significant functional differences be-
tween the controlled and uncontrolled
taxpayers. Thus, it ordinarily would be
expected that the controlled and un-
controlled transactions involve the
production of goods within the same
product categories. Furthermore, sig-
nificant differences in the value of the
products due, for example, to the value
of a trademark, may also affect the re-
liability of the comparison. Finally,
the reliability of profit measures based
on gross profit may be adversely af-
fected by factors that have less effect
on prices. For example, gross profit
may be affected by a variety of other
factors, including cost structures (as
reflected, for example, in the age of
plant and equipment), business experi-
ence (such as whether the business is in
a start-up phase or is mature), or man-
agement efficiency (as indicated, for
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example, by expanding or contracting
sales or executive compensation over
time). Accordingly, if material dif-
ferences in these factors are identified
based on objective evidence, the reli-
ability of the analysis may be affected.

(C) Adjustments for differences between
controlled and uncontrolled transactions.
If there are material differences be-
tween the controlled and uncontrolled
transactions that would affect the
gross profit markup, adjustments
should be made to the gross profit
markup earned in the comparable un-
controlled transaction according to the
provisions of §1.482-1(d)(2). For this
purpose, consideration of the operating
expenses associated with the functions
performed and risks assumed may be
necessary, because differences in func-
tions performed are often reflected in
operating expenses. If there are dif-
ferences in functions performed, how-
ever, the effect on gross profit of such
differences is not necessarily equal to
the differences in the amount of re-
lated operating expenses. Specific ex-
amples of the factors that may be par-
ticularly relevant to this method in-
clude—

(I) The complexity of manufacturing
or assembly;

(2) Manufacturing,
process engineering;

(3) Procurement, purchasing, and in-
ventory control activities;

(4) Testing functions;

(5) Selling, general, and administra-
tive expenses;

(6) Foreign currency risks; and

(7) Contractual terms (e.g., scope and
terms of warranties provided, sales or
purchase volume, credit terms, trans-
port terms).

(D) Purchasing agent. If a controlled
taxpayer is comparable to a purchasing
agent that does not take title to prop-
erty or otherwise assume risks with re-
spect to ownership of such goods, the
commission earned by such purchasing
agent, expressed as a percentage of the
purchase price of the goods, may be
used as the appropriate gross profit
markup.

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the cost plus method is af-
fected by the completeness and accu-
racy of the data used and the reli-

production, and
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ability of the assumptions made to
apply this method. See §1.482-1(c) (Best
method rule).

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled
comparables that materially affect the
gross profit markup affects the reli-
ability of the result. Thus, for example,
if differences in inventory and other
cost accounting practices would mate-
rially affect the gross profit markup,
the ability to make reliable adjust-
ments for such differences would affect
the reliability of the results. Further,
the controlled transaction and the
comparable uncontrolled transaction
should be consistent in the reporting of
costs between cost of goods sold and
operating expenses. The term cost of
producing includes the cost of acquiring
property that is held for resale.

(4) Examples. The following examples
illustrate the principles of this para-
graph (d).

Example 1. (i) USP, a domestic manufac-
turer of computer components, sells its prod-
ucts to F'S, its foreign distributor. UT1, UT2,
and UT3 are domestic computer component
manufacturers that sell to uncontrolled for-
eign purchasers.

(ii) Relatively complete data is available
regarding the functions performed and risks
borne by UT1, UT2, and UT3, and the con-
tractual terms in the uncontrolled trans-
actions. In addition, data is available to en-
sure accounting consistency between all of
the uncontrolled manufacturers and USP.
Because the available data is sufficiently
complete to conclude that it is likely that
all material differences between the con-
trolled and uncontrolled transactions have
been identified, the effect of the differences
are definite and reasonably ascertainable,
and reliable adjustments are made to ac-
count for the differences, an arm’s length
range can be established pursuant to §1.482—
1(e)(2)(iii)(A).

Example 2. The facts are the same as in Ex-
ample 1, except that USP accounts for super-
visory, general, and administrative costs as
operating expenses, which are not allocated
to its sales to F'S. The gross profit markups
of UT1, UT2, and UT3, however, reflect super-
visory, general, and administrative expenses
because they are accounted for as costs of
goods sold. Accordingly, the gross profit
markups of UT1, UT2, and UT3 must be ad-
justed as provided in paragraph (d)(3)(iii)(B)
of this section to provide accounting consist-
ency. If data is not sufficient to determine
whether such accounting differences exist
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between the controlled and uncontrolled
transactions, the reliability of the results
will be decreased.

Example 3. The facts are the same as in Ex-
ample 1, except that under its contract with
FS, USP uses materials consigned by FS.
UT1, UT2, and UT3, on the other hand, pur-
chase their own materials, and their gross
profit markups are determined by including
the costs of materials. The fact that USP
does not carry an inventory risk by pur-
chasing its own materials while the uncon-
trolled producers carry inventory is a signifi-
cant difference that may require an adjust-
ment if the difference has a material effect
on the gross profit markups of the uncon-
trolled producers. Inability to reasonably as-
certain the effect of the difference on the
gross profit markups will affect the reli-
ability of the results of UT1, UT2, and UTS.

Example 4. (i) FS, a foreign corporation,
produces apparel for USP, its U.S. parent
corporation. F'S purchases its materials from
unrelated suppliers and produces the apparel
according to designs provided by USP. The
district director identifies 10 uncontrolled
foreign apparel producers that operate in the
same geographic market and are similar in
many respect to F'S.

(ii) Relatively complete data is available
regarding the functions performed and risks
borne by the uncontrolled producers. In addi-
tion, data is sufficiently detailed to permit
adjustments for differences in accounting
practices. However, sufficient data is not
available to determine whether it is likely
that all material differences in contractual
terms have been identified. For example, it
is not possible to determine which parties in
the uncontrolled transactions bear currency
risks. Because differences in these contrac-
tual terms could materially affect price or
profits, the inability to determine whether
differences exist between the controlled and
uncontrolled transactions will diminish the
reliability of these results. Therefore, the re-
liability of the results of the uncontrolled
transactions must be enhanced by the appli-
cation of a statistical method in establishing
an arm’s length range pursuant to §1.482-
1(e)(2)(iii)(B).

(e) Unspecified methods—(1) In general.
Methods not specified in paragraphs
(a)(), (2), (3), (4), and (b) of this section
may be used to evaluate whether the
amount charged in a controlled trans-
action is arm’s length. Any method
used under this paragraph (e) must be
applied in accordance with the provi-
sions of §1.482-1. Consistent with the
specified methods, an unspecified
method should take into account the
general principle that uncontrolled
taxpayers evaluate the terms of a
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transaction by considering the realistic
alternatives to that transaction, and
only enter into a particular trans-
action if none of the alternatives is
preferable to it. For example, the com-
parable uncontrolled price method
compares a controlled transaction to
similar uncontrolled transactions to
provide a direct estimate of the price
to which the parties would have agreed
had they resorted directly to a market
alternative to the controlled trans-
action. Therefore, in establishing
whether a controlled transaction
achieved an arm’s length result, an un-
specified method should provide infor-
mation on the prices or profits that the
controlled taxpayer could have realized
by choosing a realistic alternative to
the controlled transaction. As with any
method, an unspecified method will not
be applied unless it provides the most
reliable measure of an arm’s length re-
sult under the principles of the best
method rule. See §1.482-1(c). Therefore,
in accordance with §1.482-1(d) (Com-
parability), to the extent that a meth-
od relies on internal data rather than
uncontrolled comparables, its reli-
ability will be reduced. Similarly, the
reliability of a method will be affected
by the reliability of the data and as-
sumptions used to apply the method,
including any projections used.

(2) Example. The following example il-
lustrates an application of the prin-
ciple of this paragraph (e).

Example. Amcan, a U.S. company, produces
unique vessels for storing and transporting
toxic waste, toxicans, at its U.S. production
facility. Amcan agrees by contract to supply
its Canadian subsidiary, Cancan, with 4000
toxicans per year to serve the Canadian mar-
ket for toxicans. Prior to entering into the
contract with Cancan, Amcan had received a
bona fide offer from an independent Cana-
dian waste disposal company, Cando, to
serve as the Canadian distributor for
toxicans and to purchase a similar number of
toxicans at a price of $5,000 each. If the cir-
cumstances and terms of the Cancan supply
contract are sufficiently similar to those of
the Cando offer, or sufficiently reliable ad-
justments can be made for differences be-
tween them, then the Cando offer price of
$5,000 may provide reliable information indi-
cating that an arm’s length consideration
under the Cancan contract will not be less
than $5,000 per toxican.
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(f) Coordination with intangible prop-
erty rules. The value of an item of tan-
gible property may be affected by the
value of intangible property, such as a
trademark affixed to the tangible prop-
erty (embedded intangible). Ordinarily,
the transfer of tangible property with
an embedded intangible will not be
considered a transfer of such intangible
if the controlled purchaser does not ac-
quire any rights to exploit the intan-
gible property other than rights relat-
ing to the resale of the tangible prop-
erty under normal commercial prac-
tices. Pursuant to §1.482-1(d)(3)(v),
however, the embedded intangible must
be accounted for in evaluating the
comparability of the controlled trans-
action and uncontrolled comparables.
For example, because product com-
parability has the greatest effect on an
application of the comparable uncon-
trolled price method, trademarked tan-
gible property may be insufficiently
comparable to unbranded tangible
property to permit a reliable applica-
tion of the comparable uncontrolled
price method. The effect of embedded
intangibles on comparability will be
determined under the principles of
§1.482-4. If the transfer of tangible
property conveys to the recipient a
right to exploit an embedded intan-
gible (other than in connection with
the resale of that item of tangible
property), it may be necessary to de-
termine the arm’s length consideration
for such intangible separately from the
tangible property, applying methods
appropriate to determining the arm’s
length result for a transfer of intan-
gible property under §1.482-4. For ex-
ample, if the transfer of a machine con-
veys the right to exploit a manufac-
turing process incorporated in the ma-
chine, then the arm’s length consider-
ation for the transfer of that right
must be determined separately under
§1.482-4.

[T.D. 8552, 59 FR 35011, July 8, 1994; 60 FR
16382, Mar. 30, 1995]

§1.482-4 Methods to determine taxable
income in connection with a trans-
fer of intangible property.

(a) In general. The arm’s length
amount charged in a controlled trans-
fer of intangible property must be de-
termined under one of the four meth-
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ods listed in this paragraph (a). Each of
the methods must be applied in accord-
ance with all of the provisions of
§1.482-1, including the best method rule
of §1.482-1(c), the comparability anal-
ysis of §1.482-1(d), and the arm’s length
range of §1.482-1(e). The arm’s length
consideration for the transfer of an in-
tangible determined under this section
must be commensurate with the in-
come attributable to the intangible.
See §1.482-4(f)(2) (Periodic adjust-
ments). The available methods are—

(1) The comparable uncontrolled
transaction method, described in para-
graph (c) of this section;

(2) The comparable profits method,
described in §1.482-5;

(3) The profit split method, described
in §1.482-6; and

(4) Unspecified methods described in
paragraph (d) of this section.

(b) Definition of intangible. For pur-
poses of section 482, an intangible is an
asset that comprises any of the fol-
lowing items and has substantial value
independent of the services of any indi-
vidual—

(1) Patents, inventions, formulae,
processes, designs, patterns, or know-
how;

(2) Copyrights and literary, musical,
or artistic compositions;

(3) Trademarks, trade names, or
brand names;

(4) Franchises, licenses, or contracts;

(5) Methods, programs, systems, pro-
cedures, campaigns, surveys, studies,
forecasts, estimates, customer lists, or
technical data; and

(6) Other similar items. For purposes
of section 482, an item is considered
similar to those listed in paragraph
(b)(1) through (5) of this section if it de-
rives its value not from its physical at-
tributes but from its intellectual con-
tent or other intangible properties.

(c) Comparable wuncontrolled trans-
action method—(1) In general. The com-
parable uncontrolled transaction meth-
od evaluates whether the amount
charged for a controlled transfer of in-
tangible property was arm’s length by
reference to the amount charged in a
comparable uncontrolled transaction.
The amount determined under this
method may be adjusted as required by
paragraph (f)(2) of this section (Peri-
odic adjustments).
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(2) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from applications of this meth-
od are the most reliable measure of an
arm’s length result is determined using
the factors described under the best
method rule in §1.482-1(c). The applica-
tion of these factors under the com-
parable uncontrolled transaction meth-
od is discussed in paragraphs (c)(2)(ii),
(iii), and (iv) of this section.

(ii) Reliability. If an uncontrolled
transaction involves the transfer of the
same intangible under the same, or
substantially the same, circumstances
as the controlled transaction, the re-
sults derived from applying the com-
parable uncontrolled transaction meth-
od will generally be the most direct
and reliable measure of the arm’s
length result for the controlled trans-
fer of an intangible. Circumstances be-
tween the controlled and uncontrolled
transactions will be considered sub-
stantially the same if there are at most
only minor differences that have a defi-
nite and reasonably ascertainable ef-
fect on the amount charged and for
which appropriate adjustments are
made. If such uncontrolled trans-
actions cannot be identified, uncon-
trolled transactions that involve the
transfer of comparable intangibles
under comparable circumstances may
be used to apply this method, but the
reliability of the analysis will be re-
duced.

(iii) Comparabdility—(A) In general. The
degree of comparability between con-
trolled and uncontrolled transactions
is determined by applying the com-
parability provisions of §1.482-1(d). Al-
though all of the factors described in
§1.482-1(d)(3) must be considered, spe-
cific factors may be particularly rel-
evant to this method. In particular, the
application of this method requires
that the controlled and uncontrolled
transactions involve either the same
intangible property or comparable in-
tangible property, as defined in para-
graph (¢)(2)(iii)(B)(1) of this section. In
addition, because differences in con-
tractual terms, or the economic condi-
tions in which transactions take place,
could materially affect the amount
charged, comparability under this
method also depends on similarity with
respect to these factors, or adjust-
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ments to account for material dif-
ferences in such circumstances.

(B) Factors to be considered in deter-
mining comparability—(1) Comparable in-
tangible property. In order for the intan-
gible property involved in an uncon-
trolled transaction to be considered
comparable to the intangible property
involved in the controlled transaction,
both intangibles must—

(1) Be used in connection with similar
products or processes within the same
general industry or market; and

(i1) Have similar profit potential. The
profit potential of an intangible is
most reliably measured by directly cal-
culating the net present value of the
benefits to be realized (based on pro-
spective profits to be realized or costs
to be saved) through the use or subse-
quent transfer of the intangible, con-
sidering the capital investment and
start-up expenses required, the risks to
be assumed, and other relevant consid-
erations. The need to reliably measure
profit potential increases in relation to
both the total amount of potential
profits and the potential rate of return
on investment necessary to exploit the
intangible. If the information nec-
essary to directly calculate net present
value of the benefits to be realized is
unavailable, and the need to reliably
measure profit potential is reduced be-
cause the potential profits are rel-
atively small in terms of total amount
and rate of return, comparison of profit
potential may be based upon the fac-
tors referred to in paragraph
(c)(2)({ii)(B)(2) of this section. See Ex-
ample 3 of §1.482-4(c)(4). Finally, the re-
liability of a measure of profit poten-
tial is affected by the extent to which
the profit attributable to the intan-
gible can be isolated from the profit at-
tributable to other factors, such as
functions performed and other re-
sources employed.

(2) Comparable circumstances. In evalu-
ating the comparability of the cir-
cumstances of the controlled and un-
controlled transactions, although all of
the factors described in §1.482-1(d)(3)
must be considered, specific factors
that may be particularly relevant to
this method include the following—

(i) The terms of the transfer, includ-
ing the exploitation rights granted in
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the intangible, the exclusive or non-
exclusive character of any rights
granted, any restrictions on use, or any
limitations on the geographic area in
which the rights may be exploited;

(i1) The stage of development of the
intangible (including, where appro-
priate, necessary governmental approv-
als, authorizations, or licenses) in the
market in which the intangible is to be
used;

(717) Rights to receive updates, revi-
sions, or modifications of the intan-
gible;

(iv) The uniqueness of the property
and the period for which it remains
unique, including the degree and dura-
tion of protection afforded to the prop-
erty under the laws of the relevant
countries;

(v) The duration of the license, con-
tract, or other agreement, and any ter-
mination or renegotiation rights;

(vi) Any economic and product liabil-
ity risks to be assumed by the trans-
feree;

(vii) The existence and extent of any
collateral transactions or ongoing busi-
ness relationships between the trans-
feree and transferor; and

(viii) The functions to be performed
by the transferor and transferee, in-
cluding any ancillary or subsidiary
services.

(iv) Data and assumptions. The reli-
ability of the results derived from the
comparable uncontrolled transaction
method is affected by the completeness
and accuracy of the data used and the
reliability of the assumptions made to
apply this method. See §1.482-1(c) (Best
method rule).

(3) Arm’s length range. See §1.482—
1(e)(2) for the determination of an
arm’s length range.

(4) Examples. The following examples
illustrate the principles of this para-
graph (c).

Example 1. (i) USpharm, a U.S. pharma-
ceutical company, develops a new drug Z
that is a safe and effective treatment for the
disease zeezee. USpharm has obtained pat-
ents covering drug Z in the United States
and in various foreign countries. USpharm
has also obtained the regulatory authoriza-
tions necessary to market drug Z in the
United States and in foreign countries.

(ii) USpharm licenses its subsidiary in
country X, Xpharm, to produce and sell drug
Z in country X. At the same time, it licenses
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an unrelated company, Ydrug, to produce
and sell drug Z in country Y, a neighboring
country. Prior to licensing the drug,
USpharm had obtained patent protection and
regulatory approvals in both countries and
both countries provide similar protection for
intellectual property rights. Country X and
country Y are similar countries in terms of
population, per capita income and the inci-
dence of disease zeezee. Consequently, drug Z
is expected to sell in similar quantities and
at similar prices in both countries. In addi-
tion, costs of producing and marketing drug
Z in each country are expected to be approxi-
mately the same.

(iii) USpharm and Xpharm establish terms
for the license of drug Z that are identical in
every material respect, including royalty
rate, to the terms established between
USpharm and Ydrug. In this case the district
director determines that the royalty rate es-
tablished in the Ydrug license agreement is a
reliable measure of the arm’s length royalty
rate for the Xpharm license agreement.

Example 2. The facts are the same as in Ex-
ample 1, except that the incidence of the dis-
ease zeezee in Country Y is much higher
than in Country X. In this case, the profit
potential from exploitation of the right to
make and sell drug Z is likely to be much
higher in country Y than it is in Country X.
Consequently, the Ydrug license agreement
is unlikely to provide a reliable measure of
the arm’s length royalty rate for the
Xpharm license.

Example 3. (i) FP, is a foreign company
that designs, manufactures and sells indus-
trial equipment. FP has developed propri-
etary components that are incorporated in
its products. These components are impor-
tant in the operation of FP’s equipment and
some of them have distinctive features, but
other companies produce similar components
and none of these components by itself ac-
counts for a substantial part of the value of
FP’s products.

(ii) FP licenses its U.S. subsidiary, USSub,
exclusive North American rights to use the
patented technology for producing compo-
nent X, a heat exchanger used for cooling op-
erating mechanisms in industrial equipment.
Component X incorporates proven tech-
nology that makes it somewhat more effi-
cient than the heat exchangers commonly
used in industrial equipment. FP also agrees
to provide technical support to help adapt
component X to USSub’s products and to as-
sist with initial production. Under the terms
of the license agreement USSub pays FP a
royalty equal to 3 percent of sales of USSub
equipment incorporating component X.

(iii) FP does not license unrelated parties
to use component X, but many similar com-
ponents are transferred between uncon-
trolled taxpayers. Consequently, the district
director decides to apply the comparable un-
controlled transaction method to evaluate
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whether the 3 percent royalty for component
X is an arm’s length royalty.

(iv) The district director uses a database of
company documents filed with the Securities
and Exchange Commission (SEC) to identify
potentially comparable license agreements
between uncontrolled taxpayers that are on
file with the SEC. The district director iden-
tifies 40 license agreements that were en-
tered into in the same year as the controlled
transfer or in the prior or following year,
and that relate to transfers of technology as-
sociated with industrial equipment that has
similar applications to USSub’s products.
Further review of these uncontrolled agree-
ments indicates that 25 of them involved
components that have a similar level of
technical sophistication as component X and
could be expected to play a similar role in
contributing to the total value of the final
product.

(v) The district director makes a detailed
review of the terms of each of the 25 uncon-
trolled agreements and finds that 15 of them
are similar to the controlled agreement in
that they all involve—

(A) The transfer of exclusive rights for the
North American market;

(B) Products for which the market could be
expected to be of a similar size to the market
for the products into which USSub incor-
porates component X;

(C) The transfer of patented technology;

(D) Continuing technical support;

(E) Access to technical improvements;

(F) Technology of a similar age; and

(&) A similar duration of the agreement.

(vi) Based on these factors and the fact
that none of the components to which these
license agreements relate accounts for a sub-
stantial part of the value of the final prod-
ucts, the district director concludes that
these fifteen intangibles have similar profit
potential to the component X technology.

(vii) The 15 uncontrolled comparables
produce the following royalty rates:

Royalty
License rate

a o,

o

oNwuihivoo

OCONOOOA~WON =
N = =

(viii) Although the uncontrolled
comparables are clearly similar to the con-
trolled transaction, it is likely that uniden-
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tified material differences exist between the
uncontrolled comparables and the controlled
transaction. Therefore, an appropriate sta-
tistical technique must be used to establish
the arm’s length range. In this case the dis-
trict director uses the interquartile range to
determine the arm’s length range. Therefore,
the arm’s length range covers royalty rates
from 1.25 to 2.5 percent, and an adjustment is
warranted to the 3 percent royalty charged
in the controlled transfer. The district direc-
tor determines that the appropriate adjust-
ment corresponds to a reduction in the roy-
alty rate to 2.0 percent, which is the median
of the uncontrolled comparables.

Example 4. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug,
Nosplit, that is useful in treating migraine
headaches and produces no significant side
effects. Nosplit replaces another drug,
Lessplit, that USdrug had previously pro-
duced and marketed as a treatment for mi-
graine headaches. A number of other drugs
for treating migraine headaches are already
on the market, but Nosplit can be expected
rapidly to dominate the worldwide market
for such treatments and to command a pre-
mium price since all other treatments
produce side effects. Thus, USdrug projects
that extraordinary profits will be derived
from Nosplit in the U.S. market and other
markets.

(ii) USdrug licenses its newly established
European subsidiary, Eurodrug, the rights to
produce and market Nosplit in the European
market. In setting the royalty rate for this
license, USdrug considers the royalty that it
established previously when it licensed the
right to produce and market Lessplit in the
European market to an unrelated European
pharmaceutical company. In many respects
the two license agreements are closely com-
parable. The drugs were licensed at the same
stage in their development and the agree-
ments conveyed identical rights to the li-
censees. Moreover, there appear to have been
no significant changes in the European mar-
ket for migraine headache treatments since
Lessplit was licensed. However, at the time
that Lessplit was licensed there were several
other similar drugs already on the market to
which Lessplit was not in all cases superior.
Consequently, the projected and actual
Lessplit profits were substantially less than
the projected Nosplit profits. Thus, USdrug
concludes that the profit potential of
Lessplit is not similar to the profit potential
of Nosplit, and the Lessplit license agree-
ment consequently is not a comparable un-
controlled transaction for purposes of this
paragraph (c) in spite of the other indicia of
comparability between the two intangibles.

(d) Unspecified methods—(1) In general.
Methods not specified in paragraphs
(a)(1), (2), and (3) of this section may be
used to evaluate whether the amount
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charged in a controlled transaction is
arm’s length. Any method used under
this paragraph (d) must be applied in
accordance with the provisions of
§1.482-1. Consistent with the specified
methods, an unspecified method should
take into account the general principle
that uncontrolled taxpayers evaluate
the terms of a transaction by consid-
ering the realistic alternatives to that
transaction, and only enter into a par-
ticular transaction if none of the alter-
natives is preferable to it. For exam-
ple, the comparable uncontrolled trans-
action method compares a controlled
transaction to similar uncontrolled
transactions to provide a direct esti-
mate of the price the parties would
have agreed to had they resorted di-
rectly to a market alternative to the
controlled transaction. Therefore, in
establishing whether a controlled
transaction achieved an arm’s length
result, an unspecified method should
provide information on the prices or
profits that the controlled taxpayer
could have realized by choosing a real-
istic alternative to the controlled
transaction. As with any method, an
unspecified method will not be applied
unless it provides the most reliable
measure of an arm’s length result
under the principles of the best method
rule. See §1.482-1(c). Therefore, in ac-
cordance with §1.482-1(d) (Com-
parability), to the extent that a meth-
od relies on internal data rather than
uncontrolled comparables, its reli-
ability will be reduced. Similarly, the
reliability of a method will be affected
by the reliability of the data and as-
sumptions used to apply the method,
including any projections used.

(2) Example. The following example il-
lustrates an application of the prin-
ciple of this paragraph (d).

Example. (i) USbond is a U.S. company that
licenses to its foreign subsidiary, Eurobond,
a proprietary process that permits the manu-
facture of Longbond, a long-lasting indus-
trial adhesive, at a substantially lower cost
than otherwise would be possible. Using the
proprietary process, Eurobond manufactures
Longbond and sells it to related and unre-
lated parties for the market price of $5650 per
ton. Under the terms of the license agree-
ment, Eurobond pays USbond a royalty of
$100 per ton of Longbond sold. USbond also
manufactures and markets Longbond in the
United States.
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(ii) In evaluating whether the consider-
ation paid for the transfer of the proprietary
process to Eurobond was arm’s length, the
district director may consider, subject to the
best method rule of §1.482-1(c), USbond’s al-
ternative of producing and selling Longbond
itself. Reasonably reliable estimates indicate
that if USbond directly supplied Longbond to
the European market, a selling price of $300
per ton would cover its costs and provide a
reasonable profit for its functions, risks and
investment of capital associated with the
production of Longbond for the European
market. Given that the market price of
Longbond was $550 per ton, by licensing the
proprietary process to Eurobond, USbond
forgoes $250 per ton of profit over the profit
that would be necessary to compensate it for
the functions, risks and investment involved
in supplying Longbond to the European mar-
ket itself. Based on these facts, the district
director concludes that a royalty of $100 for
the proprietary process is not arm’s length.

(e) Coordination with tangible property
rules. See §1.482-3(f) for the provisions
regarding the coordination between the
tangible property and intangible prop-
erty rules.

(f) Special rules for transfers of intan-
gible property—(1) Form of consideration.
If a transferee of an intangible pays
nominal or no consideration and the
transferor has retained a substantial
interest in the property, the arm’s
length consideration shall be in the
form of a royalty, unless a different
form is demonstrably more appro-
priate.

(2) Periodic adjustments—(i) General
rule. If an intangible is transferred
under an arrangement that covers
more than one year, the consideration
charged in each taxable year may be
adjusted to ensure that it is commen-
surate with the income attributable to
the intangible. Adjustments made pur-
suant to this paragraph (£f)(2) shall be
consistent with the arm’s length stand-
ard and the provisions of §1.482-1. In
determining whether to make such ad-
justments in the taxable year under ex-
amination, the district director may
consider all relevant facts and cir-
cumstances throughout the period the
intangible is used. The determination
in an earlier year that the amount
charged for an intangible was an arm’s
length amount will not preclude the
district director in a subsequent tax-
able year from making an adjustment
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to the amount charged for the intan-
gible in the subsequent year. A periodic
adjustment under the commensurate
with income requirement of section 482
may be made in a subsequent taxable
year without regard to whether the
taxable year of the original transfer re-
mains open for statute of limitation
purposes. For exceptions to this rule
see paragraph (f)(2)(ii) of this section.

(ii) Exceptions—(A) Transactions in-
volving the same intangible. If the same
intangible was transferred to an uncon-
trolled taxpayer under substantially
the same circumstances as those of the
controlled transaction; this trans-
action serves as the basis for the appli-
cation of the comparable uncontrolled
transaction method in the first taxable
year in which substantial periodic con-
sideration was required to be paid; and
the amount paid in that year was an
arm’s length amount, then no alloca-
tion in a subsequent year will be made
under paragraph (f)(2)(i) of this para-
graph for a controlled transfer of in-
tangible property.

(B) Transactions involving comparable
intangible. If the arm’s length result is
derived from the application of the
comparable uncontrolled transaction
method based on the transfer of a com-
parable intangible under comparable
circumstances to those of the con-
trolled transaction, no allocation will
be made under paragraph (f)(2)(i) of
this section if each of the following
facts is established—

(I) The controlled taxpayers entered
into a written agreement (controlled
agreement) that provided for an
amount of consideration with respect
to each taxable year subject to such
agreement, such consideration was an
arm’s length amount for the first tax-
able year in which substantial periodic
consideration was required to be paid
under the agreement, and such agree-
ment remained in effect for the taxable
year under review;

(2) There is a written agreement set-
ting forth the terms of the comparable
uncontrolled transaction relied upon to
establish the arm’s length consider-
ation (uncontrolled agreement), which
contains no provisions that would per-
mit any change to the amount of con-
sideration, a renegotiation, or a termi-
nation of the agreement, in cir-
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cumstances comparable to those of the
controlled transaction in the taxable
year under review (or that contains
provisions permitting only specified,
non-contingent, periodic changes to
the amount of consideration);

(3) The controlled agreement is sub-
stantially similar to the uncontrolled
agreement, with respect to the time pe-
riod for which it is effective and the
provisions described in paragraph
(£)(2)(i1)(B)(2) of this section;

(4) The controlled agreement limits
use of the intangible to a specified field
or purpose in a manner that is con-
sistent with industry practice and any
such limitation in the uncontrolled
agreement;

(5) There were no substantial changes
in the functions performed by the con-
trolled transferee after the controlled
agreement was executed, except
changes required by events that were
not foreseeable; and

(6) The aggregate profits actually
earned or the aggregate cost savings
actually realized by the controlled tax-
payer from the exploitation of the in-
tangible in the year under examina-
tion, and all past years, are not less
than 80% nor more than 120% of the
prospective profits or cost savings that
were foreseeable when the com-
parability of the uncontrolled agree-
ment was established under paragraph
(c)(2) of this section.

(C) Methods other than comparable un-
controlled transaction. If the arm’s
length amount was determined under
any method other than the comparable
uncontrolled transaction method, no
allocation will be made under para-
graph (£)(2)(i) of this section if each of
the following facts is established—

(I) The controlled taxpayers entered
into a written agreement (controlled
agreement) that provided for an
amount of consideration with respect
to each taxable year subject to such
agreement, and such agreement re-
mained in effect for the taxable year
under review;

(2) The consideration called for in the
controlled agreement was an arm’s
length amount for the first taxable
year in which substantial periodic con-
sideration was required to be paid, and
relevant supporting documentation
was prepared contemporaneously with
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the execution of the controlled agree-
ment;

(3) There have been no substantial
changes in the functions performed by
the transferee since the controlled
agreement  was executed, except
changes required by events that were
not foreseeable; and

(4) The total profits actually earned
or the total cost savings realized by
the controlled transferee from the ex-
ploitation of the intangible in the year
under examination, and all past years,
are not less than 80% nor more than
120% of the prospective profits or cost
savings that were foreseeable when the
controlled agreement was entered into.

(D) Extraordinary events. No alloca-
tion will be made under paragraph
(£)(2)(Q) of this section if the following
requirements are met—

(I) Due to extraordinary events that
were beyond the control of the con-
trolled taxpayers and that could not
reasonably have been anticipated at
the time the controlled agreement was
entered into, the aggregate actual prof-
its or aggregate cost savings realized
by the taxpayer are less than 80% or
more than 120% of the prospective prof-
its or cost savings; and

(2) All of the requirements of para-
graph (f)(2)(ii) (B) or (C) of this section
are otherwise satisfied.

(B) Five-year period. If the require-
ments of §1.4824 (f)(2){i)(B) or
(£)(2)(ii)(C) are met for each year of the
five-year period beginning with the
first year in which substantial periodic
consideration was required to be paid,
then no periodic adjustment will be
made under paragraph (£)(2)(i) of this
section in any subsequent year.

(iii) Examples. The following exam-
ples illustrate this paragraph (£)(2).

Example 1. (i) USdrug, a U.S. pharma-
ceutical company, has developed a new drug,
Nosplit, that is useful in treating migraine
headaches and produces no significant side
effects. A number of other drugs for treating
migraine headaches are already on the mar-
ket, but Nosplit can be expected rapidly to
dominate the worldwide market for such
treatments and to command a premium price
since all other treatments produce side ef-
fects. Thus, USdrug projects that extraor-
dinary profits will be derived from Nosplit in
the U.S. and European markets.

(ii) USdrug licenses its newly established
European subsidiary, Eurodrug, the rights to
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produce and market Nosplit for the Euro-
pean market for 5 years. In setting the roy-
alty rate for this license, USdrug makes pro-
jections of the annual sales revenue and the
annual profits to be derived from the exploi-
tation of Nosplit by Eurodrug. Based on the
projections, a royalty rate of 3.9% is estab-
lished for the term of the license.

(iii) In Year 1, USdrug evaluates the roy-
alty rate it received from Eurodrug. Given
the high profit potential of Nosplit, USdrug
is unable to locate any uncontrolled trans-
actions dealing with licenses of comparable
intangible property. USdrug therefore deter-
mines that the comparable uncontrolled
transaction method will not provide a reli-
able measure of an arm’s length royalty.
However, applying the comparable profits
method to Eurodrug, USdrug determines
that a royalty rate of 3.9% will result in
Eurodrug earning an arm’s length return for
its manufacturing and marketing functions.

(iv) In Year 5, the U.S. income tax return
for USdrug is examined, and the district di-
rector must determine whether the royalty
rate between USdrug and Eurodrug is com-
mensurate with the income attributable to
Nosplit. In making this determination, the
district director considers whether any of
the exceptions in §1.482-4(f)(2)(ii) are applica-
ble. In particular, the district director com-
pares the profit projections attributable to
Nosplit made by USdrug against the actual
profits realized by Eurodrug. The projected
and actual profits are as follows:

Profit y

projections Actual profits

Year 1 .. 200 250
Year 2 .. 250 300
Year 3 .. 500 600
Year 4 .. 350 200
Year 5 .. 100 100
Total .o 1400 1450

(v) The total profits earned through Year 5
were not less than 80% nor more than 120%
of the profits that were projected when the
license was entered into. If the district direc-
tor determines that the other requirements
of §1.482-4(f)(2)(ii)(C) were met, no adjust-
ment will be made to the royalty rate be-
tween USdrug and Eurodrug for the license
of Nosplit.

Example 2. (i) The facts are the same as in
Example 1, except that Eurodrug’s actual
profits earned were much higher than the
projected profits, as follows:

Profit y
projections Actual profits
Year 1 .. 200 250
Year 2 .. 250 500
Year 3 .. 500 800
Year 4 .. 350 700
Year5 .. 100 600
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Profit

projections Actual profits

1400 2850

(ii) In examining USdrug’s tax return for
Year 5, the district director considers the ac-
tual profits realized by Eurodrug in Year 5,
and all past years. Accordingly, although
Years 1 through 4 may be closed under the
statute of limitations, for purposes of deter-
mining whether an adjustment should be
made with respect to the royalty rate in
Year 5 with respect to Nosplit, the district
director aggregates the actual profits from
those years with the profits of Year 5. How-
ever, the district director will make an ad-
justment, if any, only with respect to Year 5.

Example 3. (i) FP, a foreign corporation, li-
censes to USS, its U.S. subsidiary, a new air-
filtering process that permits manufacturing
plants to meet new environmental standards.
The license runs for a 10-year period, and the
profit derived from the new process is pro-
jected to be $15 million per year, for an ag-
gregate profit of $150 million.

(ii) The royalty rate for the license is
based on a comparable uncontrolled trans-
action involving a comparable intangible
under comparable circumstances. The re-
quirements of paragraphs (£)(2){i)(B)(I)
through (5) of this section have been met.
Specifically, FP and USS have entered into a
written agreement that provides for a roy-
alty in each year of the license, the royalty
rate is considered arm’s length for the first
taxable year in which a substantial royalty
was required to be paid, the license limited
the use of the process to a specified field,
consistent with industry practice, and there
are no substantial changes in the functions
performed by USS after the license was en-
tered into.

(iii) In examining Year 4 of the license, the
district director determines that the aggre-
gate actual profits earned by USS through
Year 4 are $30 million, less than 80% of the
projected profits of $60 million. However,
USS establishes to the satisfaction of the
district director that the aggregate actual
profits from the process are less than 80% of
the projected profits in Year 3 because an
earthquake severely damaged USS’s manu-
facturing plant. Because the difference be-
tween the projected profits and actual prof-
its was due to an extraordinary event that
was beyond the control of USS, and could
not reasonably have been anticipated at the
time the license was entered into, the re-
quirement under §1.482-4(f)(2)(ii)(D) has been
met, and no adjustment under this section is
made.

(3) Ownership of intangible property—
(i) Identification of owner—(A) In gen-
eral. The legal owner of intangible
property pursuant to the intellectual
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property law of the relevant jurisdic-
tion, or the holder of rights consti-
tuting an intangible property pursuant
to contractual terms (such as the
terms of a license) or other legal provi-
sion, will be considered the sole owner
of the respective intangible property
for purposes of this section unless such
ownership is inconsistent with the eco-
nomic substance of the underlying
transactions. See §1.482-1(d)(3)(ii)(B)
(identifying contractual terms). If no
owner of the respective intangible
property is identified under the intel-
lectual property law of the relevant ju-
risdiction, or pursuant to contractual
terms (including terms imputed pursu-
ant to §1.482-1(d)(3)(ii)(B)) or other
legal provision, then the controlled
taxpayer who has control of the intan-
gible property, based on all the facts
and circumstances, will be considered
the sole owner of the intangible prop-
erty for purposes of this section.

(B) Cost sharing arrangements. The
rules in this paragraph (f)(3) regarding
ownership with respect to cost shared
intangibles and cost sharing arrange-
ments will apply only as provided in
§1.482-7.

(ii) Examples. The principles of this
paragraph (f)(3) are illustrated by the
following examples:

Example 1. FP, a foreign corporation, is the
registered holder of the AA trademark in the
United States. FP licenses to its U.S. sub-
sidiary, USSub, the exclusive rights to man-
ufacture and market products in the United
States under the AA trademark. FP is the
owner of the trademark pursuant to intellec-
tual property law. USSub is the owner of the
license pursuant to the terms of the license,
but is not the owner of the trademark. See
paragraphs (b)(3) and (4) of this section (de-
fining an intangible as, among other things,
a trademark or a license).

Example 2. The facts are the same as in Ex-
ample 1. As a result of its sales and mar-
keting activities, USSub develops a list of
several hundred creditworthy customers that
regularly purchase AA trademarked prod-
ucts. Neither the terms of the contract be-
tween FP and USSub nor the relevant intel-
lectual property law specify which party
owns the customer list. Because USSub has
knowledge of the contents of the list, and
has practical control over its use and dis-
semination, USSub is considered the sole
owner of the customer list for purposes of
this paragraph (f)(3).
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(4) Contribution to the value of intan-
gible property owned by another—(@i) In
general. The arm’s length consideration
for a contribution by one controlled
taxpayer that develops or enhances the
value, or may be reasonably antici-
pated to develop or enhance the value,
of intangible property owned by an-
other controlled taxpayer will be deter-
mined in accordance with the applica-
ble rules under section 482. If the con-
sideration for such a contribution is
embedded within the contractual terms
for a controlled transaction that in-
volves such intangible property, then
ordinarily no separate allocation will
be made with respect to such contribu-
tion. In such cases, pursuant to §1.482—
1(d)(3), the contribution must be ac-
counted for in evaluating the com-
parability of the controlled transaction
to uncontrolled comparables, and ac-
cordingly in determining the arm’s
length consideration in the controlled
transaction.

(ii) Examples. The principles of this
paragraph (f)(4) are illustrated by the
following examples:

Example 1. A, a member of a controlled
group, allows B, another member of the con-
trolled group, to use tangible property, such
as laboratory equipment, in connection with
B’s development of an intangible that B
owns. By furnishing tangible property, A
makes a contribution to the development of
intangible property owned by another con-
trolled taxpayer, B. Pursuant to paragraph
(f)(4)(i) of this section, the arm’s length
charge for A’s furnishing of tangible prop-
erty will be determined under the rules for
use of tangible property in §1.482-2(c).

Example 2. (i) Facts. FP, a foreign producer
of wristwatches, is the registered holder of
the YY trademark in the United States and
in other countries worldwide. FP enters into
an exclusive, five-year, renewable agreement
with its newly organized U.S. subsidiary,
USSub. The contractual terms of the agree-
ment grant USSub the exclusive right to re-
sell YY trademark wristwatches in the
United States, obligate USSub to pay a fixed
price per wristwatch throughout the entire
term of the contract, and obligate both FP
and USSub to undertake without separate
compensation specified types and levels of
marketing activities.

(ii) The consideration for FP’s and USSub’s
marketing activities, as well as the consider-
ation for the exclusive right to re-sell YY
trademarked merchandise in the United
States, are embedded in the transfer price
paid for the wristwatches. Accordingly, pur-
suant to paragraph (f)(4)(i) of this section,
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ordinarily no separate allocation would be
appropriate with respect to these embedded
contributions.

(iii) Whether an allocation is warranted
with respect to the transfer price for the
wristwatches is determined under §§1.482-1,
1.482-3, and this section through §1.482-6. The
comparability analysis would include consid-
eration of all relevant factors, including the
nature of the intangible property embedded
in the wristwatches and the nature of the
marketing activities required under the
agreement. This analysis would also take
into account that the compensation for the
activities performed by USSub and FP, as
well as the consideration for USSub’s use of
the YY trademark, is embedded in the trans-
fer price for the wristwatches, rather than
provided for in separate agreements. See
§§1.482-3(f) and 1.482-9(m)(4).

Example 3. (i) Facts. FP, a foreign producer
of athletic gear, is the registered holder of
the AA trademark in the United States and
in other countries. In year 1, FP licenses to
a newly organized U.S. subsidiary, USSub,
the exclusive rights to use certain manufac-
turing and marketing intangible property to
manufacture and market athletic gear in the
United States under the AA trademark. The
license agreement obligates USSub to pay a
royalty based on sales of trademarked mer-
chandise. The license agreement also obli-
gates FP and USSub to perform without sep-
arate compensation specified types and lev-
els of marketing activities. In year 1, USSub
manufactures and sells athletic gear under
the AA trademark in the United States.

(ii) The consideration for FP’s and USSub’s
respective marketing activities is embedded
in the contractual terms of the license for
the AA trademark. Accordingly, pursuant to
paragraph (f)(4)(i) of this section, ordinarily
no separate allocation would be appropriate
with respect to the embedded contributions
in year 1. See §1.482-9(m)(4).

(iii) Whether an allocation is warranted
with respect to the royalty under the license
agreement would be analyzed under §1.482-1,
and this section through §1.482-6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the
term and geographical exclusivity of the li-
cense, the nature of the intangible property
subject to the license, and the nature of the
marketing activities required to be under-
taken pursuant to the license. Pursuant to
paragraph (f)(4)(i) of this section, the anal-
ysis would also take into account the fact
that the compensation for the marketing
services is embedded in the royalty paid for
use of the AA trademark, rather than pro-
vided for in a separate services agreement.
For illustrations of application of the best
method rule, see §1.482-8 Examples 10, 11, and
12.

Example 4. (i) Facts. The year 1 facts are
the same as in Example 3, with the following
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exceptions. In year 2, USSub undertakes cer-
tain incremental marketing activities in ad-
dition to those required by the contractual
terms of the license for the AA trademark
executed in year 1. The parties do not exe-
cute a separate agreement with respect to
these incremental marketing activities per-
formed by USSub. The license agreement ex-
ecuted in year 1 is of sufficient duration that
it is reasonable to anticipate that USSub
will obtain the benefit of its incremental ac-
tivities, in the form of increased sales or rev-
enues of trademarked products in the U.S.
market.

(ii) To the extent that it was reasonable to
anticipate that USSub’s incremental mar-
keting activities would increase the value
only of USSub’s intangible property (that is,
USSub’s license to use the AA trademark for
a specified term), and not the value of the
AA trademark owned by FP, USSub’s incre-
mental activities do not constitute a con-
tribution for which an allocation is war-
ranted under paragraph (f)(4)(i) of this sec-
tion.

Example 5. (i) Facts. The year 1 facts are
the same as in Example 3. In year 2, FP and
USSub enter into a separate services agree-
ment that obligates USSub to perform cer-
tain incremental marketing activities to
promote AA trademark athletic gear in the
United States, above and beyond the activi-
ties specified in the license agreement exe-
cuted in year 1. In year 2, USSub begins to
perform these incremental activities, pursu-
ant to the separate services agreement with
FP.

(ii) Whether an allocation is warranted
with respect to USSub’s incremental mar-
keting activities covered by the separate
services agreement would be evaluated under
§§1.482-1 and 1.482-9, including a comparison
of the compensation provided for the serv-
ices with the results obtained under a meth-
od pursuant to §1.482-9, selected and applied
in accordance with the best method rule of
§1.482-1(c).

(iii) Whether an allocation is warranted
with respect to the royalty under the license
agreement is determined under §1.482-1, and
this section through §1.482-6. The com-
parability analysis would include consider-
ation of all relevant factors, such as the
term and geographical exclusivity of the li-
cense, the nature of the intangible property
subject to the license, and the nature of the
marketing activities required to be under-
taken pursuant to the license. The com-
parability analysis would take into account
that the compensation for the incremental
activities by USSub is provided for in the
separate services agreement, rather than em-
bedded in the royalty paid for use of the AA
trademark. For illustrations of application
of the best method rule, see §1.482-8 Examples
10, 11, and 12.
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Example 6. (i) Facts. The year 1 facts are
the same as in Erxample 3. In year 2, FP and
USSub enter into a separate services agree-
ment that obligates FP to perform incre-
mental marketing activities, not specified in
the year 1 license, by advertising AA
trademarked athletic gear in selected inter-
national sporting events, such as the Olym-
pics and the soccer World Cup. FP’s cor-
porate advertising department develops and
coordinates these special promotions. The
separate services agreement obligates USSub
to pay an amount to FP for the benefit to
USSub that may reasonably be anticipated
as the result of FP’s incremental activities.
The separate services agreement is not a
qualified cost sharing arrangement under
§1.482-7T. FP begins to perform the incre-
mental activities in year 2 pursuant to the
separate services agreement.

(ii) Whether an allocation is warranted
with respect to the incremental marketing
activities performed by FP under the sepa-
rate services agreement would be evaluated
under §1.482-9. Under the circumstances, it is
reasonable to anticipate that FP’s activities
would increase the value of USSub’s license
as well as the value of FP’s trademark. Ac-
cordingly, the incremental activities by FP
may constitute in part a controlled services
transaction for which USSub must com-
pensate FP. The analysis of whether an allo-
cation is warranted would include a compari-
son of the compensation provided for the
services with the results obtained under a
method pursuant to §1.482-9, selected and ap-
plied in accordance with the best method
rule of §1.482-1(c).

(iii) Whether an allocation is appropriate
with respect to the royalty under the license
agreement would be evaluated under §§1.482—
1 through 1.482-3, this section, and §§1.482-5
and 1.482-6. The comparability analysis
would include consideration of all relevant
factors, such as the term and geographical
exclusivity of USSub’s license, the nature of
the intangible property subject to the li-
cense, and the marketing activities required
to be undertaken by both FP and USSub pur-
suant to the license. This comparability
analysis would take into account that the
compensation for the incremental activities
performed by FP was provided for in the sep-
arate services agreement, rather than em-
bedded in the royalty paid for use of the AA
trademark. For illustrations of application
of the best method rule, see §1.482-8, Example
10, Example 11, and Example 12.

(6) Consideration mnot artificially lim-
ited. The arm’s length consideration for
the controlled transfer of an intangible
is not limited by the consideration paid
in any uncontrolled transactions that
do not meet the requirements of the
comparable uncontrolled transaction
method described in paragraph (c) of
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this section. Similarly, the arm’s
length consideration for an intangible
is not limited by the prevailing rates of
consideration paid for the use or trans-
fer of intangibles within the same or
similar industry.

(6) Lump sum payments—(i) In general.
If an intangible is transferred in a con-
trolled transaction for a lump sum,
that amount must be commensurate
with the income attributable to the in-
tangible. A lump sum is commensurate
with income in a taxable year if the
equivalent royalty amount for that
taxable year is equal to an arm’s
length royalty. The equivalent royalty
amount for a taxable year is the
amount determined by treating the
lump sum as an advance payment of a
stream of royalties over the useful life
of the intangible (or the period covered
by an agreement, if shorter), taking
into account the projected sales of the
licensee as of the date of the transfer.
Thus, determining the equivalent roy-
alty amount requires a present value
calculation based on the lump sum, an
appropriate discount rate, and the pro-
jected sales over the relevant period.
The equivalent royalty amount is sub-
ject to periodic adjustments under
§1.482-4(f)(2)(i) to the same extent as an
actual royalty payment pursuant to a
license agreement.

(ii) Exceptions. No periodic adjust-
ment will be made under paragraph
(£)(2)(Q) of this section if any of the ex-
ceptions to periodic adjustments pro-
vided in paragraph (f)(2)(ii) of this sec-
tion apply.

(iii) Example. The following example
illustrates the principle of this para-
graph (£)(5).

Example. Calculation of the equivalent roy-
alty amount. (i) FSub is the foreign sub-
sidiary of USP, a U.S. company. USP li-
censes FSub the right to produce and sell the
whopperchopper, a patented new kitchen ap-
pliance, for the foreign market. The license
is for a period of five years, and payment
takes the form of a single lump-sum charge
of $500,000 that is paid at the beginning of the
period.

(ii) The equivalent royalty amount for this
license is determined by deriving an equiva-
lent royalty rate equal to the lump-sum pay-
ment divided by the present discounted value
of FSub’s projected sales of whopperchoppers
over the life of the license. Based on the
riskiness of the whopperchopper business, an
appropriate discount rate is determined to be
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10 percent. Projected sales of
whopperchoppers for each year of the license
are as follows:

Projected

Year sales

$2,500,000
2,600,000
2,700,000
2,700,000
2,750,000

abhwON =

(iii) Based on this information, the present
discounted value of the projected
whopperchopper sales is approximately $10
million, yielding an equivalent royalty rate
of approximately 5%. Thus, the equivalent
royalty amounts for each year are as follows:

Projected Equivalent roy-

Year séles glty amounty

1. $2,500,000 $125,000
2 2,600,000 130,000
3 2,700,000 135,000
4 2,700,000 135,000
5.. 2,750,000 137,500

(iv) If in any of the five taxable years the
equivalent royalty amount is determined not
to be an arm’s length amount, a periodic ad-
justment may be made pursuant to §1.482—
4(£)(2)(1). The adjustment in such case would
be equal to the difference between the equiv-
alent royalty amount and the arm’s length
royalty in that taxable year.

(g) Coordination with rules governing
cost sharing arrangements. Section 1.482—
7 provides the specific methods to be
used to determine arm’s length results
of controlled transactions in connec-
tion with a cost sharing arrangement.
This section provides the specific
methods to be used to determine arm’s
length results of a transfer of intan-
gible property, including in an arrange-
ment for sharing the costs and risks of
developing intangibles other than a
cost sharing arrangement covered by
§1.482-7. In the case of such an arrange-
ment, consideration of the principles,
methods, comparability, and reliability
considerations set forth in §1.482-7 is
relevant in determining the best meth-
od, including an unspecified method,
under this section, as appropriately ad-
justed in light of the differences in the
facts and circumstances between such
arrangement and a cost sharing ar-
rangement.

(h) Effective/applicability date—(1) In
general. Except as provided in the suc-
ceeding sentence, the provisions of
paragraphs (f)(3) and (4) of this section
are generally applicable for taxable
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years beginning after December 31,
2006. The provisions of paragraphs
(H3)E)(B) and (g) of this section are
generally applicable on January 5, 2009.

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to
apply the provisions of paragraphs
(£)(3) and (4) of this section to earlier
taxable years in accordance with the
rules set forth in §1.482-9(n)(2).

[T.D. 85652, 59 FR 35016, July 8, 1994; T.D. 9278,
71 FR 44484, Aug. 4, 2006; T.D. 9456, 74 FR
38842, Aug. 4, 2009; T.D. 9568, 76 FR 80090, Dec.
22, 2011]

§1.482-5 Comparable profits method.

(a) In general. The comparable profits
method evaluates whether the amount
charged in a controlled transaction is
arm’s length based on objective meas-
ures of profitability (profit level indi-
cators) derived from uncontrolled tax-
payers that engage in similar business
activities under similar circumstances.

(b) Determination of arm’s length re-
sult—(1) In general. Under the com-
parable profits method, the determina-
tion of an arm’s length result is based
on the amount of operating profit that
the tested party would have earned on
related party transactions if its profit
level indicator were equal to that of an
uncontrolled comparable (comparable
operating profit). Comparable oper-
ating profit is calculated by deter-
mining a profit level indicator for an
uncontrolled comparable, and applying
the profit level indicator to the finan-
cial data related to the tested party’s
most narrowly identifiable business ac-
tivity for which data incorporating the
controlled transaction is available (rel-
evant business activity). To the extent
possible, profit level indicators should
be applied solely to the tested party’s
financial data that is related to con-
trolled transactions. The tested party’s
reported operating profit is compared
to the comparable operating profits de-
rived from the profit level indicators of
uncontrolled comparables to determine
whether the reported operating profit
represents an arm’s length result.

(2) Tested party—(i) In general. For
purposes of this section, the tested
party will be the participant in the
controlled transaction whose operating
profit attributable to the controlled
transactions can be verified using the
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most reliable data and requiring the
fewest and most reliable adjustments,
and for which reliable data regarding
uncontrolled comparables can be lo-
cated. Consequently, in most cases the
tested party will be the least complex
of the controlled taxpayers and will
not own valuable intangible property
or unique assets that distinguish it
from potential uncontrolled
comparables.

(ii) Adjustments for tested party. The
tested party’s operating profit must
first be adjusted to reflect all other al-
locations under section 482, other than
adjustments pursuant to this section.

(3) Arm’s length range. See §1.482-
1(e)(2) for the determination of the
arm’s length range. For purposes of the
comparable profits method, the arm’s
length range will be established using
comparable operating profits derived
from a single profit level indicator.

(4) Profit level indicators. Profit level
indicators are ratios that measure rela-
tionships between profits and costs in-
curred or resources employed. A vari-
ety of profit level indicators can be cal-
culated in any given case. Whether use
of a particular profit level indicator is
appropriate depends upon a number of
factors, including the nature of the ac-
tivities of the tested party, the reli-
ability of the available data with re-
spect to uncontrolled comparables, and
the extent to which the profit level in-
dicator is likely to produce a reliable
measure of the income that the tested
party would have earned had it dealt
with controlled taxpayers at arm’s
length, taking into account all of the
facts and circumstances. The profit
level indicators should be derived from
a sufficient number of years of data to
reasonably measure returns that ac-
crue to uncontrolled comparables. Gen-
erally, such a period should encompass
at least the taxable year under review
and the preceding two taxable years.
This analysis must be applied in ac-
cordance with  §1.482-1(f)(2)(iii)(D).
Profit level indicators that may pro-
vide a reliable basis for comparing op-
erating profits of the tested party and
uncontrolled comparables include the
following—

(i) Rate of return on capital employed.
The rate of return on capital employed
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is the ratio of operating profit to oper-
ating assets. The reliability of this
profit level indicator increases as oper-
ating assets play a greater role in gen-
erating operating profits for both the
tested party and the uncontrolled com-
parable. In addition, reliability under
this profit level indicator depends on
the extent to which the composition of
the tested party’s assets is similar to
that of the uncontrolled comparable.
Finally, difficulties in properly valuing
operating assets will diminish the reli-
ability of this profit level indicator.

(ii) Financial ratios. Financial ratios
measure relationships between profit
and costs or sales revenue. Since func-
tional differences generally have a
greater effect on the relationship be-
tween profit and costs or sales revenue
than the relationship between profit
and operating assets, financial ratios
are more sensitive to functional dif-
ferences than the rate of return on cap-
ital employed. Therefore, closer func-
tional comparability normally is re-
quired under a financial ratio than
under the rate of return on capital em-
ployed to achieve a similarly reliable
measure of an arm’s length result. Fi-
nancial ratios that may be appropriate
include the following—

(A) Ratio of operating profit to sales;
and

(B) Ratio of gross profit to operating
expenses. Reliability under this profit
level indicator also depends on the ex-
tent to which the composition of the
tested party’s operating expenses is
similar to that of the uncontrolled
comparables.

(iii) Other profit level indicators. Other
profit level indicators not described in
this paragraph (b)(4) may be used if
they provide reliable measures of the
income that the tested party would
have earned had it dealt with con-
trolled taxpayers at arm’s length. How-
ever, profit level indicators based sole-
ly on internal data may not be used
under this paragraph (b)(4) because
they are not objective measures of
profitability derived from operations of
uncontrolled taxpayers engaged in
similar business activities under simi-
lar circumstances.

(c) Comparability and reliability consid-
erations—(1) In general. Whether results
derived from application of this meth-
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od are the most reliable measure of the
arm’s length result must be determined
using the factors described under the
best method rule in §1.482-1(c).

(2) Comparability—({) In general. The
degree of comparability between an un-
controlled taxpayer and the tested
party is determined by applying the
provisions of §1.482-1(d)(2). The com-
parable profits method compares the
profitability of the tested party, meas-
ured by a profit level indicator (gen-
erally based on operating profit), to the
profitability of uncontrolled taxpayers
in similar circumstances. As with all
methods that rely on external market
benchmarks, the greater the degree of
comparability between the tested party
and the uncontrolled taxpayer, the
more reliable will be the results de-
rived from the application of this
method. The determination of the de-
gree of comparability between the test-
ed party and the uncontrolled taxpayer
depends upon all the relevant facts and
circumstances, including the relevant
lines of business, the product or service
markets involved, the asset composi-
tion employed (including the nature
and quantity of tangible assets, intan-
gible assets and working capital), the
size and scope of operations, and the
stage in a business or product cycle.

(ii) Functional, risk and resource com-
parability. An operating profit rep-
resents a return for the investment of
resources and assumption of risks.
Therefore, although all of the factors
described in §1.482-1(d)(3) must be con-
sidered, comparability under this
method is particularly dependent on
resources employed and risks assumed.
Moreover, because resources and risks
usually are directly related to func-
tions performed, it is also important to
consider functions performed in deter-
mining the degree of comparability be-
tween the tested party and an uncon-
trolled taxpayer. The degree of func-
tional comparability required to obtain
a reliable result under the comparable
profits method, however, is generally
less than that required under the resale
price or cost plus methods. For exam-
ple, because differences in functions
performed often are reflected in oper-
ating expenses, taxpayers performing
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different functions may have very dif-
ferent gross profit margins but earn
similar levels of operating profit.

(iii) Other comparability factors. Other
factors listed in §1.482-1(d)(3) also may
be particularly relevant under the com-
parable profits method. Because oper-
ating profit usually is less sensitive
than gross profit to product dif-
ferences, reliability under the com-
parable profits method is not as de-
pendent on product similarity as the
resale price or cost plus method. How-
ever, the reliability of profitability
measures based on operating profit
may be adversely affected by factors
that have less effect on results under
the comparable uncontrolled price, re-
sale price, and cost plus methods. For
example, operating profit may be af-
fected by varying cost structures (as
reflected, for example, in the age of
plant and equipment), differences in
business experience (such as whether
the business is in a start-up phase or is
mature), or differences in management
efficiency (as indicated, for example,
by objective evidence such as expand-
ing or contracting sales or executive
compensation over time). Accordingly,
if material differences in these factors
are identified based on objective evi-
dence, the reliability of the analysis
may be affected.

(iv) Adjustments for the differences be-
tween the tested party and the uncon-
trolled taxpayers. If there are dif-
ferences between the tested party and
an uncontrolled comparable that would
materially affect the profits deter-
mined under the relevant profit level
indicator, adjustments should be made
according to the comparability provi-
sions of §1.482-1(d)(2). In some cases,
the assets of an uncontrolled com-
parable may need to be adjusted to
achieve greater comparability between
the tested party and the uncontrolled
comparable. In such cases, the uncon-
trolled comparable’s operating income
attributable to those assets must also
be adjusted before computing a profit
level indicator in order to reflect the
income and expense attributable to the
adjusted assets. In certain cases it may
also be appropriate to adjust the oper-
ating profit of the tested party and
comparable parties. For example,
where there are material differences in
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accounts payable among the com-
parable parties and the tested party, it
will generally be appropriate to adjust
the operating profit of each party by
increasing it to reflect an imputed in-
terest charge on each party’s accounts
payable. As another example, it may be
appropriate to adjust the operating
profit of a party to account for mate-
rial differences in the utilization of or
accounting for stock-based compensa-
tion (as defined by §1.482-7(d)(3)(i))
among the tested party and com-
parable parties.

(3) Data and assumptions—(i) In gen-
eral. The reliability of the results de-
rived from the comparable profits
method is affected by the quality of the
data and assumptions used to apply
this method.

(ii) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled
comparables that materially affect op-
erating profit affects the reliability of
the result. Thus, for example, if dif-
ferences in inventory and other cost
accounting practices would materially
affect operating profit, the ability to
make reliable adjustments for such dif-
ferences would affect the reliability of
the results.

(iii) Allocations between the relevant
business activity and other activities. The
reliability of the allocation of costs,
income, and assets between the rel-
evant business activity and other ac-
tivities of the tested party or an un-
controlled comparable will affect the
reliability of the determination of op-
erating profit and profit level indica-
tors. If it is not possible to allocate
costs, income, and assets directly based
on factual relationships, a reasonable
allocation formula may be used. To the
extent direct allocations are not made,
the reliability of the results derived
from the application of this method is
reduced relative to the results of a
method that requires fewer allocations
of costs, income, and assets. Similarly,
the reliability of the results derived
from the application of this method is
affected by the extent to which it is
possible to apply the profit level indi-
cator to the tested party’s financial
data that is related solely to the con-
trolled transactions. For example, if
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the relevant business activity is the as-
sembly of components purchased from
both controlled and uncontrolled sup-
pliers, it may not be possible to apply
the profit level indicator solely to fi-
nancial data related to the controlled
transactions. In such a case, the reli-
ability of the results derived from the
application of this method will be re-
duced.

(d) Definitions. The definitions set
forth in paragraphs (d)(1) through (6) of
this section apply for purposes of this
section.

(1) Sales revenue means the amount of
the total receipts from sale of goods
and provision of services, less returns
and allowances. Accounting principles
and conventions that are generally ac-
cepted in the trade or industry of the
controlled taxpayer under review must
be used.

(2) Gross profit means sales revenue
less cost of goods sold.

(3) Operating expenses includes all ex-
penses not included in cost of goods
sold except for interest expense, for-
eign income taxes (as defined in §1.901-
2(a)), domestic income taxes, and any
other expenses not related to the oper-
ation of the relevant business activity.
Operating expenses ordinarily include
expenses associated with advertising,
promotion, sales, marketing,
warehousing and distribution, adminis-
tration, and a reasonable allowance for
depreciation and amortization.

(4) Operating profit means gross profit
less operating expenses. Operating
profit includes all income derived from
the business activity being evaluated
by the comparable profits method, but
does not include interest and dividends,
income derived from activities not
being tested by this method, or ex-
traordinary gains and losses that do
not relate to the continuing operations
of the tested party.

(5) Reported operating profit means the
operating profit of the tested party re-
flected on a timely filed U.S. income
tax return. If the tested party files a
U.S. income tax return, its operating
profit is considered reflected on a U.S.
income tax return if the calculation of
taxable income on its return for the
taxable year takes into account the in-
come attributable to the controlled
transaction under review. If the tested
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party does not file a U.S. income tax
return, its operating profit is consid-
ered reflected on a U.S. income tax re-
turn in any taxable year for which in-
come attributable to the controlled
transaction under review affects the
calculation of the U.S. taxable income
of any other member of the same con-
trolled group. If the comparable oper-
ating profit of the tested party is de-
termined from profit level indicators
derived from financial statements or
other accounting records and reports of
comparable parties, adjustments may
be made to the reported operating prof-
it of the tested party in order to ac-
count for material differences between
the tested party’s operating profit re-
ported for U.S income tax purposes and
the tested party’s operating profit for
financial statement purposes. In addi-
tion, in accordance with §1.482-
1(H)(2)({ii)(D), adjustments under sec-
tion 482 that are finally determined
may be taken into account in deter-
mining reported operating profit.

(6) Operating assets. The term oper-
ating assets means the value of all as-
sets used in the relevant business ac-
tivity of the tested party, including
fixed assets and current assets (such as
cash, cash equivalents, accounts re-
ceivable, and inventories).

The term does not include invest-
ments in subsidiaries, excess cash, and
portfolio investments. Operating assets
may be measured by their net book
value or by their fair market value,
provided that the same method is con-
sistently applied to the tested party
and the comparable parties, and con-
sistently applied from year to year. In
addition, it may be necessary to take
into account recent acquisitions,
leased assets, intangibles, currency
fluctuations, and other items that may
not be explicitly recorded in the finan-
cial statements of the tested party or
uncontrolled comparable. Finally, op-
erating assets must be measured by the
average of the values for the beginning
of the year and the end of the year, un-
less substantial fluctuations in the
value of operating assets during the
year make this an inaccurate measure
of the average value over the year. In
such a case, a more accurate measure
of the average value of operating assets
must be applied.
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(e) Examples. The following examples
illustrate the application of this sec-
tion.

Example 1. Transfer of tangible property re-
sulting in no adjustment. (i) FP is a publicly
traded foreign corporation with a U.S. sub-
sidiary, USSub, that is under audit for its
1996 taxable year. FP manufactures a con-
sumer product for worldwide distribution.
USSub imports the assembled product and
distributes it within the United States at the
wholesale level under the FP name.

(ii) FP does not allow uncontrolled tax-
payers to distribute the product. Similar
products are produced by other companies
but none of them is sold to uncontrolled tax-
payers or to uncontrolled distributors.

(iii) Based on all the facts and cir-
cumstances, the district director determines
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that the comparable profits method will pro-
vide the most reliable measure of an arm’s
length result. USSub is selected as the tested
party because it engages in activities that
are less complex than those undertaken by
FP.

There is data from a number of inde-
pendent operators of wholesale distribution
businesses. These potential comparables are
further narrowed to select companies in the
same industry segment that perform similar
functions and bear similar risks to USSub.
An analysis of the information available on
these taxpayers shows that the ratio of oper-
ating profit to sales is the most appropriate
profit level indicator, and this ratio is rel-
atively stable where at least three years are
included in the average. For the taxable
yvears 1994 through 1996, USSub shows the fol-
lowing results:

1994 1995 1996 Average
Sales ....... $500,000 $560,000 $500,000 $520,000
Cost of Goods Sold ... 393,000 412,400 400,000 401,800
Operating Expenses ... 80,000 110,000 104,600 98,200
Operating Profit ........... 27,000 37,600 (4,600) 20,000

(iv) After adjustments have been made to
account for identified material differences
between USSub and the uncontrolled dis-
tributors, the average ratio of operating
profit to sales is calculated for each of the
uncontrolled distributors. Applying each
ratio to USSub would lead to the following

(v) The data is not sufficiently complete to
conclude that it is likely that all material
differences between USSub and the uncon-
trolled distributors have been identified.
Therefore, an arm’s length range can be es-
tablished only pursuant to §1.482-
1(e)(2)(iii)(B). The district director measures

compmjable operating profit (COP) for the arm’s length range by the interquartile
USSub: range of results, which consists of the results
OP/S USSUb ranging from $19,760 to $34,840. Although
Uncontrolled distributor (per- COP USSub’s operating income for 1996 shows a
cent) loss of $4,600, the district director determines
A 17 ¢8.840 that no allocation should be made, because
B . 3.1 16,120 USSub’s average reported operating profit of
C . 3.8 19,760  $20,000 is within this range.
[E) i j:; 521238 Example 2. Transfer of tangible property re-
F . 4.8 24960 Sulting in adjustment. (i) The facts are the
G .. 4.9 25,480 same as in Erxample 1 except that USSub re-
H 6.7 34,840  ported the following income and expenses:
l. 9.9 51,480
J 10.5 54,600
1994 1995 1996 Average
Sales ......... $500,000 $560,000 $500,000 $520,000
Cost of Good Sold ....... 370,000 460,000 400,000 410,000
Operating Expenses 110,000 110,000 110,000 110,000
Operating Profit .. 20,000 (10,000) (10,000) 0

(ii) The interquartile range of comparable
operating profits remains the same as de-
rived in Example 1: $19,760 to $34,840. USSub’s
average operating profit for the years 1994
through 1996 ($0) falls outside this range.

Therefore, the district director determines
that an allocation may be appropriate.

(iii) To determine the amount, if any, of
the allocation, the district director com-
pares USSub’s reported operating profit for
1996 to comparable operating profits derived
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from the uncontrolled distributors’ results
for 1996. The ratio of operating profit to sales
in 1996 is calculated for each of the uncon-
trolled comparables and applied to USSub’s
1996 sales to derive the following results:
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(iv) Based on these results, the median of
the comparable operating profits for 1996 is
$14,250. Therefore, USSub’s income for 1996 is
increased by $24,250, the difference between
USSub’s reported operating profit for 1996

and the median of the comparable operating
OP/S USSub .
Uncontrolled distributor (per- | “Sop profits for 1996.
cent) Example 3. Multiple year analysis. (i) The
facts are the same as in Erample 2. In addi-
¢} 0.5 | $2,500 A o . .
D . 15| 7500 tion, the district director examines the tax-
E . 20| 10,000 payer’s results for the 1997 taxable year. As
A 16| 13,000 in Example 2, the district director increases
E - g'g 11‘288 USSub’s income for the 1996 taxable year by
J. 30| 15000 $24,250. The results for the 1997 taxable year,
l. 4.4 | 22,000 together with the 1995 and 1996 taxable years,
H . 6.9 | 34500 are as follows:
G .. 7.4 | 37,000
1995 1996 1997 Average
Sales .......... OSSN $560,000 $500,000 $530,000 $530,000
COSt Of GOOU SOIA ..reeeeecieeceeeeeeeseee ettt 460,000 400,000 430,000 430,000
Operating EXPENSES .........ccccciiiiiiiiiiiiicic e 110,000 110,000 110,000 110,000
Operating Profit (10,000) (10,000) (10,000) (10,000)

(ii) The interquartile range of comparable
operating profits, based on average results
from the uncontrolled comparables and aver-
age sales for USSub for the years 1995
through 1997, ranges from $15,500 to $30,000.
In determining whether an allocation for the
1997 taxable year may be made, the district
director compares USSub’s average reported
operating profit for the years 1995 through
1997 to the interquartile range of average
comparable operating profits over this pe-
riod. USSub’s average reported operating
profit is determined without regard to the
adjustment made with respect to the 1996
taxable year. See §1.482-1(f)(2)(iii)(D). There-
fore, USSub’s average reported operating
profit for the years 1995 through 1997 is
($10,000). Because this amount of income falls
outside the interquartile range, the district
director determines that an allocation may
be appropriate.

(iii) To determine the amount, if any, of
the allocation for the 1997 taxable year, the
district director compares USSub’s reported
operating profit for 1997 to the median of the
comparable operating profits derived from
the uncontrolled distributors’ results for
1997. The median of the comparable oper-
ating profits derived from the uncontrolled
comparables results for the 1997 taxable year
is $12,000. Based on this comparison, the dis-
trict director increases USSub’s 1997 taxable
income by $22,000, the difference between the
median of the comparable operating profits
for the 1997 taxable year and USSub’s re-
ported operating profit of ($10,000) for the
1997 taxable year.

Example 4. Transfer of intangible to offshore
manufacturer. (i) DevCo is a U.S. developer,
producer and marketer of widgets. DevCo de-

velops a new ‘‘high tech widget’”’ (htw) that
is manufactured by its foreign subsidiary
ManuCo located in Country H. ManuCo sells
the htw to MarkCo (a U.S. subsidiary of
DevCo) for distribution and marketing in the
United States. The taxable year 1996 is under
audit, and the district director examines
whether the royalty rate of 5 percent paid by
ManuCo to DevCo is an arm’s length consid-
eration for the htw technology.

(ii) Based on all the facts and cir-
cumstances, the district director determines
that the comparable profits method will pro-
vide the most reliable measure of an arm’s
length result. ManuCo is selected as the test-
ed party because it engages in relatively rou-
tine manufacturing activities, while DevCo
engages in a variety of complex activities
using unique and valuable intangibles. Fi-
nally, because ManuCo engages in manufac-
turing activities, it is determined that the
ratio of operating profit to operating assets
is an appropriate profit level indicator.

(iii) Uncontrolled taxpayers performing
similar functions cannot be found in country
H. It is determined that data available in
countries M and N provides the best match
of companies in a similar market performing
similar functions and bearing similar risks.
Such data is sufficiently complete to iden-
tify many of the material differences be-
tween ManuCo and the uncontrolled
comparables, and to make adjustments to
account for such differences. However, data
is not sufficiently complete so that it is like-
ly that no material differences remain. In
particular, the differences in geographic
markets might have materially affected the
results of the various companies.
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(iv) In a separate analysis, it is determined
that the price that ManuCo charged to
MarkCo for the htw’s is an arm’s length
price under §1.482-3(b). Therefore, ManuCo’s
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financial data derived from its sales to
MarkCo are reliable. ManuCo’s financial
data from 1994-1996 is as follows:

1994 1995 1996 Average
Assets ... $24,000 $25,000 $26,000 $25,000
Sales to MarkCo ......... 25,000 30,000 35,000 30,000
Cost of Goods Sold .... 6,250 7,500 8,750 7,500
Royalty to DevCo (5%) .. 1,250 1,500 1,750 1,500
Other 5,000 6,000 7,000 6,000
Operating Expenses ... 1,000 1,000 1,000 1,000
Operating Profit ........... 17,750 21,500 25,250 21,500

(v) Applying the ratios of average oper-
ating profit to operating assets for the 1994
through 1996 taxable years derived from a
group of similar uncontrolled comparables
located in country M and N to ManuCo’s av-
erage operating assets for the same period
provides a set of comparable operating prof-
its. The interquartile range for these average
comparable operating profits is $3,000 to
$4,500. ManuCo’s average reported operating
profit for the years 1994 through 1996 ($21,500)
falls outside this range. Therefore, the dis-
trict director determines that an allocation
may be appropriate for the 1996 taxable year.

(vi) To determine the amount, if any, of
the allocation for the 1996 taxable year, the
district director compares ManuCo’s re-
ported operating profit for 1996 to the me-
dian of the comparable operating profits de-
rived from the uncontrolled distributors’ re-
sults for 1996. The median result for the un-
controlled comparables for 1996 is $3.,750.
Based on this comparison, the district direc-
tor increases royalties that ManuCo paid by
$21,500 (the difference between $25,250 and the
median of the comparable operating profits,
$3,750).

Example 5. Adjusting operating assets and op-
erating profit for differences in accounts receiv-
able. (i) USM is a U.S. company that manu-
factures parts for industrial equipment and
sells them to its foreign parent corporation.
For purposes of applying the comparable
profits method, 15 uncontrolled manufactur-
ers that are similar to USM have been iden-
tified.

(ii) USM has a significantly lower level of
accounts receivable than the uncontrolled
manufacturers. Since the rate of return on
capital employed is to be used as the profit
level indicator, both operating assets and op-
erating profits must be adjusted to account
for this difference. Each uncontrolled
comparable’s operating assets is reduced by
the amount (relative to sales) by which they
exceed USM’s accounts receivable. Each un-
controlled comparable’s operating profit is
adjusted by deducting imputed interest in-
come on the excess accounts receivable. This
imputed interest income is calculated by
multiplying the uncontrolled comparable’s

excess accounts receivable by an interest
rate appropriate for short-term debt.

Example 6. Adjusting operating profit for dif-
ferences in accounts payable. (i) USD is the
U.S. subsidiary of a foreign corporation. USD
purchases goods from its foreign parent and
sells them in the U.S. market. For purposes
of applying the comparable profits method,
10 uncontrolled distributors that are similar
to USD have been identified.

(ii) There are significant differences in the
level of accounts payable among the uncon-
trolled distributors and USD. To adjust for
these differences, the district director in-
creases the operating profit of the uncon-
trolled distributors and USD to reflect inter-
est expense imputed to the accounts payable.
The imputed interest expense for each com-
pany is calculated by multiplying the com-
pany’s accounts payable by an interest rate
appropriate for its short-term debt.

[T.D. 8552, 59 FR 35021, July 8, 1994; 60 FR
16703, Mar. 31, 1995; T.D. 9088, 68 FR 51177,
Aug. 26, 2003; T.D. 9441, 74 FR 352, Jan. 5,
2009;T.D. 9568, 76 FR 80090, Dec. 22, 2011]

§1.482-6 Profit split method.

(a) In general. The profit split method
evaluates whether the allocation of the
combined operating profit or loss at-
tributable to one or more controlled
transactions is arm’s length by ref-
erence to the relative value of each
controlled taxpayer’s contribution to
that combined operating profit or loss.
The combined operating profit or loss
must be derived from the most nar-
rowly identifiable business activity of
the controlled taxpayers for which data
is available that includes the con-
trolled transactions (relevant business
activity).

(b) Appropriate share of profits and
losses. The relative value of each con-
trolled taxpayer’s contribution to the
success of the relevant business activ-
ity must be determined in a manner
that reflects the functions performed,
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risks assumed, and resources employed
by each participant in the relevant
business activity, consistent with the
comparability provisions of §1.482-
1(d)(3). Such an allocation is intended
to correspond to the division of profit
or loss that would result from an ar-
rangement between uncontrolled tax-
payers, each performing functions
similar to those of the various con-
trolled taxpayers engaged in the rel-
evant business activity. The profit al-
located to any particular member of a
controlled group is not necessarily lim-
ited to the total operating profit of the
group from the relevant business activ-
ity. For example, in a given year, one
member of the group may earn a profit
while another member incurs a loss. In
addition, 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 spe-
cific method of allocation must be de-
termined under paragraph (c) of this
section.

(c) Application—(1) In general. The al-
location of profit or loss under the
profit split method must be made in ac-
cordance with one of the following al-
location methods—(i) The comparable
profit split, described in paragraph
(c)(2) of this section; or

(ii) The residual profit split, de-
scribed in paragraph (c)(3) of this sec-
tion.

(2) Comparable profit split—(1) In gen-
eral. A comparable profit split is de-
rived from the combined operating
profit of uncontrolled taxpayers whose
transactions and activities are similar
to those of the controlled taxpayers in
the relevant business activity. Under
this method, each uncontrolled tax-
payer’s percentage of the combined op-
erating profit or loss is used to allocate
the combined operating profit or loss of
the relevant business activity.

(i1) Comparability and reliability con-
siderations—(A) In general. Whether re-
sults derived from application of this
method are the most reliable measure
of the arm’s length result is deter-
mined using the factors described
under the best method rule in §1.482-
1(c).

(B) Comparability—(1) In general. The
degree of comparability between the
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controlled and uncontrolled taxpayers
is determined by applying the com-
parability provisions of §1.482-1(d). The
comparable profit split compares the
division of operating profits among the
controlled taxpayers to the division of
operating profits among uncontrolled
taxpayers engaged in similar activities
under similar circumstances. Although
all of the factors described in §1.482-
1(d)(3) must be considered, com-
parability under this method is par-
ticularly dependent on the consider-
ations described under the comparable
profits method in §1.482-5(c)(2) or
§1.482-9(f)(2)(iii) because this method is
based on a comparison of the operating
profit of the controlled and uncon-
trolled taxpayers. In addition, because
the contractual terms of the relation-
ship among the participants in the rel-
evant business activity will be a prin-
cipal determinant of the allocation of
functions and risks among them, com-
parability under this method also de-
pends particularly on the degree of
similarity of the contractual terms of
the controlled and uncontrolled tax-
payers. Finally, the comparable profit
split may not be used if the combined
operating profit (as a percentage of the
combined assets) of the uncontrolled
comparables varies significantly from
that earned by the controlled tax-
payers.

(2) Adjustments for differences between
the controlled and wuncontrolled tax-
payers. If there are differences between
the controlled and uncontrolled tax-
payers that would materially affect the
division of operating profit, adjust-
ments must be made according to the
provisions of §1.482-1(d)(2).

(C) Data and assumptions. The reli-
ability of the results derived from the
comparable profit split is affected by
the quality of the data and assump-
tions used to apply this method. In par-
ticular, the following factors must be
considered—

(I) The reliability of the allocation of
costs, income, and assets between the
relevant business activity and the par-
ticipants’ other activities will affect
the accuracy of the determination of
combined operating profit and its allo-
cation among the participants. If it is
not possible to allocate costs, income,
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and assets directly based on factual re-
lationships, a reasonable allocation
formula may be used. To the extent di-
rect allocations are not made, the reli-
ability of the results derived from the
application of this method is reduced
relative to the results of a method that
requires fewer allocations of costs, in-
come, and assets. Similarly, the reli-
ability of the results derived from the
application of this method is affected
by the extent to which it is possible to
apply the method to the parties’ finan-
cial data that is related solely to the
controlled transactions. For example,
if the relevant business activity is the
assembly of components purchased
from both controlled and uncontrolled
suppliers, it may not be possible to
apply the method solely to financial
data related to the controlled trans-
actions. In such a case, the reliability
of the results derived from the applica-
tion of this method will be reduced.

(2) The degree of consistency between
the controlled and uncontrolled tax-
payers in accounting practices that
materially affect the items that deter-
mine the amount and allocation of op-
erating profit affects the reliability of
the result. Thus, for example, if dif-
ferences in inventory and other cost
accounting practices would materially
affect operating profit, the ability to
make reliable adjustments for such dif-
ferences would affect the reliability of
the results. Further, accounting con-
sistency among the participants in the
controlled transaction is required to
ensure that the items determining the
amount and allocation of operating
profit are measured on a consistent
basis.

(D) Other factors affecting reliability.
Like the methods described in §§1.482—
3, 1.482-4, 1.482-5, and 1.482-9, the com-
parable profit split relies exclusively
on external market benchmarks. As in-
dicated in §1.482-1(c)(2)(i), as the degree
of comparability between the con-
trolled and uncontrolled transactions
increases, the relative weight accorded
the analysis under this method will in-
crease. In addition, the reliability of
the analysis under this method may be
enhanced by the fact that all parties to
the controlled transaction are evalu-
ated under the comparable profit split.
However, the reliability of the results
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of an analysis based on information
from all parties to a transaction is af-
fected by the reliability of the data and
the assumptions pertaining to each
party to the controlled transaction.
Thus, if the data and assumptions are
significantly more reliable with re-
spect to one of the parties than with
respect to the others, a different meth-
od, focusing solely on the results of
that party, may yield more reliable re-
sults.

(3) Residual profit split—(i) In general.
Under this method, the combined oper-
ating profit or loss from the relevant
business activity is allocated between
the controlled taxpayers following the
two-step process set forth in para-
graphs (¢)(3)(A)(A) and (B) of this sec-
tion.

(A) Allocate income to routine contribu-
tions. The first step allocates operating
income to each party to the controlled
transactions to provide a market re-
turn for its routine contributions to
the relevant business activity. Routine
contributions are contributions of the
same or a similar kind to those made
by uncontrolled taxpayers involved in
similar business activities for which it
is possible to identify market returns.
Routine contributions ordinarily in-
clude contributions of tangible prop-
erty, services and intangible property
that are generally owned by uncon-
trolled taxpayers engaged in similar
activities. A functional analysis is re-
quired to identify these contributions
according to the functions performed,
risks assumed, and resources employed
by each of the controlled taxpayers.
Market returns for the routine con-
tributions should be determined by ref-
erence to the returns achieved by un-
controlled taxpayers engaged in simi-
lar activities, consistent with the
methods described in §§1.482-3, 1.482-4,
1.482-5 and 1.482-9.

(B) Allocate residual profit—(1) Nonrou-
tine contributions generally. The alloca-
tion of income to the controlled tax-
payer’s routine contributions will not
reflect profits attributable to each con-
trolled taxpayer’s contributions to the
relevant business activity that are not
routine (nonroutine contributions). A
nonroutine contribution is a contribu-
tion that is not accounted for as a rou-
tine contribution. Thus, in cases where
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such nonroutine contributions are
present, there normally will be an
unallocated residual profit after the al-
location of income described in para-
graph (¢)(3)(1)(A) of this section. Under
this second step, the residual profit
generally should be divided among the
controlled taxpayers based upon the
relative value of their nonroutine con-
tributions to the relevant business ac-
tivity. The relative value of the non-
routine contributions of each taxpayer
should be measured in a manner that
most reliably reflects each nonroutine
contribution made to the controlled
transaction and each controlled tax-
payer’s role in the nonroutine con-
tributions. If the nonroutine contribu-
tion by one of the controlled taxpayers
is also used in other business activities
(such as transactions with other con-
trolled taxpayers), an appropriate allo-
cation of the value of the nonroutine
contribution must be made among all
the business activities in which it is
used.

(2) Nonroutine contributions of intan-
gible property. In many cases, nonrou-
tine contributions of a taxpayer to the
relevant business activity may be con-
tributions of intangible property. For
purposes of paragraph (c)(3)(i)(B)(I) of
this section, the relative value of non-
routine intangible property contrib-
uted by taxpayers may be measured by
external market benchmarks that re-
flect the fair market value of such in-
tangible property. Alternatively, the
relative value of nonroutine intangible
property contributions may be esti-
mated by the capitalized cost of devel-
oping the intangible property and all
related improvements and updates, less
an appropriate amount of amortization
based on the useful life of each intan-
gible property. Finally, if the intan-
gible property development expendi-
tures of the parties are relatively con-
stant over time and the useful life of
the intangible property contributed by
all parties is approximately the same,
the amount of actual expenditures in
recent years may be used to estimate
the relative value of nonroutine intan-
gible property contributions.

(i1) Comparability and reliability con-
siderations—(A) In general. Whether re-
sults derived from this method are the
most reliable measure of the arm’s
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length result is determined using the
factors described under the best meth-
od rule in §1.482-1(c). Thus, com-
parability and the quality of data and
assumptions must be considered in de-
termining whether this method pro-
vides the most reliable measure of an
arm’s length result. The application of
these factors to the residual profit split
is discussed in paragraph (c¢)(3)(ii)(B),
(C), and (D) of this section.

(B) Comparability. The first step of
the residual profit split relies on mar-
ket benchmarks of profitability. Thus,
the comparability considerations that
are relevant for the first step of the re-
sidual profit split are those that are
relevant for the methods that are used
to determine market returns for the
routine contributions. The second step
of the residual profit split, however,
may not rely so directly on market
benchmarks. Thus, the reliability of
the results under this method is re-
duced to the extent that the allocation
of profits in the second step does not
rely on market benchmarks.

(C) Data and assumptions. The reli-
ability of the results derived from the
residual profit split is affected by the
quality of the data and assumptions
used to apply this method. In par-
ticular, the following factors must be
considered—

(1) The reliability of the allocation of
costs, income, and assets as described
in paragraph (c¢)(2)(ii)(C)(I) of this sec-
tion;

(2) Accounting consistency as de-
scribed in paragraph (c¢)(2)(ii)(C)(2) of
this section;

(3) The reliability of the data used
and the assumptions made in valuing
the intangible property contributed by
the participants. In particular, if cap-
italized costs of development are used
to estimate the value of intangible
property, the reliability of the results
is reduced relative to the reliability of
other methods that do not require such
an estimate, for the following reasons.
First, in any given case, the costs of
developing the intangible may not be
related to its market value. Second,
the calculation of the capitalized costs
of development may require the alloca-
tion of indirect costs between the rel-
evant business activity and the con-
trolled taxpayer’s other activities,
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which may affect the reliability of the
analysis. Finally, the calculation of
costs may require assumptions regard-
ing the useful life of the intangible
property.

(D) Other factors affecting reliability.
Like the methods described in §§1.482—
3, 1.482-4, 1.482-5, and 1.482-9, the first
step of the residual profit split relies
exclusively on external market bench-
marks. As indicated in §1.482-1(c)(2)(i),
as the degree of comparability between
the controlled and uncontrolled trans-
actions increases, the relative weight
accorded the analysis under this meth-
od will increase. In addition, to the ex-
tent the allocation of profits in the sec-
ond step is not based on external mar-
ket benchmarks, the reliability of the
analysis will be decreased in relation
to an analysis under a method that re-
lies on market benchmarks. Finally,
the reliability of the analysis under
this method may be enhanced by the
fact that all parties to the controlled
transaction are evaluated under the re-
sidual profit split. However, the reli-
ability of the results of an analysis
based on information from all parties
to a transaction is affected by the reli-
ability of the data and the assumptions
pertaining to each party to the con-
trolled transaction. Thus, if the data
and assumptions are significantly more
reliable with respect to one of the par-
ties than with respect to the others, a
different method, focusing solely on
the results of that party, may yield
more reliable results.

(iii) Example. The provisions of this
paragraph (c)(3) are illustrated by the
following example.

Example—Application of Residual Profit Split.
(i) XYZ is a U.S. corporation that develops,
manufactures and markets a line of products
for police use in the United States. XYZ’s re-
search unit developed a bulletproof material
for use in protective clothing and headgear
(Nulon). XYZ obtains patent protection for
the chemical formula for Nulon. Since its in-
troduction in the U.S., Nulon has captured a
substantial share of the U.S. market for bul-
letproof material.

(ii) XYZ licensed its European subsidiary,
XYZ-Europe, to manufacture and market
Nulon in Europe. XYZ-Europe is a well- es-
tablished company that manufactures and
markets XYZ products in Europe. XYZ-Eu-
rope has a research unit that adapts XYZ
products for the defense market, as well as a
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well-developed marketing network that em-
ploys brand names that it developed.

(iii) XYZ-Europe’s research unit alters
Nulon to adapt it to military specifications
and develops a high-intensity marketing
campaign directed at the defense industry in
several European countries. Beginning with
the 1995 taxable year, XYZ-Europe manufac-
tures and sells Nulon in Europe through its
marketing network under one of its brand
names.

(iv) For the 1995 taxable year, XYZ has no
direct expenses associated with the license of
Nulon to XYZ-Europe and incurs no expenses
related to the marketing of Nulon in Europe.
For the 1995 taxable year, XYZ-Europe’s
Nulon sales and pre-royalty expenses are $500
million and $300 million, respectively, result-
ing in net pre-royalty profit of $200 million
related to the Nulon business. The operating
assets employed in XYZ-Europe’s Nulon
business are $200 million. Given the facts and
circumstances, the district director deter-
mines under the best method rule that a re-
sidual profit split will provide the most reli-
able measure of an arm’s length result.
Based on an examination of a sample of Eu-
ropean companies performing functions simi-
lar to those of XYZ-Europe, the district di-
rector determines that an average market
return on XYZ-Europe’s operating assets in
the Nulon business is 10 percent, resulting in
a market return of $20 million (10% x $200
million) for XYZ- Europe’s Nulon business,
and a residual profit of $180 million.

(v) Since the first stage of the residual
profit split allocated profits to XYZ-Europe’s
contributions other than those attributable
to highly valuable intangible property, it is
assumed that the residual profit of $180 mil-
lion is attributable to the valuable intangi-
bles related to Nulon, i.e., the European
brand name for Nulon and the Nulon formula
(including XYZ-Europe’s modifications). To
estimate the relative values of these intangi-
bles, the district director compares the ra-
tios of the capitalized value of expenditures
as of 1995 on Nulon-related research and de-
velopment and marketing over the 1995 sales
related to such expenditures.

(vi) Because XYZ’s protective product re-
search and development expenses support the
worldwide protective product sales of the
XYZ group, it is necessary to allocate such
expenses among the worldwide business ac-
tivities to which they relate. The district di-
rector determines that it is reasonable to al-
locate the value of these expenses based on
worldwide protective product sales. Using in-
formation on the average useful life of its in-
vestments in protective product research and
development, the district director capitalizes
and amortizes XYZ’s protective product re-
search and development expenses. This anal-
ysis indicates that the capitalized research
and development expenditures have a value
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of $0.20 per dollar of global protective prod-
uct sales in 1995.

(vii) XYZ-Europe’s expenditures on Nulon
research and development and marketing
support only its sales in Europe. Using infor-
mation on the average useful life of XYZ-Eu-
rope’s investments in marketing and re-
search and development, the district director
capitalizes and amortizes XYZ-Europe’s ex-
penditures and determines that they have a
value in 1995 of $0.40 per dollar of XYZ-Eu-
rope’s Nulon sales.

(viii) Thus, XYZ and XYZ-Europe together
contributed $0.60 in capitalized intangible
development expenses for each dollar of
XYZ-Europe’s protective product sales for
1995, of which XYZ contributed one-third (or
$0.20 per dollar of sales). Accordingly, the
district director determines that an arm’s
length royalty for the Nulon license for the
1995 taxable year is $60 million, i.e., one-
third of XYZ-Europe’s $180 million in resid-
ual Nulon profit.

(d) Effective/applicability date—(1) In
general. The provisions of paragraphs
(©)(2)dDB)I) and (D), (c)3)E)N(A) and
(B), and (c)(3)(ii)(D) of this section are
generally applicable for taxable years
beginning after July 31, 2009.

(2) Election to apply regulation to ear-
lier taxable years. A person may elect to
apply the provisions of paragraphs
(©)(2){1)(B)I) and (D), (c)(3)(D)(A) and
(B), and (c)(3)(ii)(D) of this section to
earlier taxable years in accordance
with the rules set forth in §1.482-
9I(M)(2).

[T.D. 8552, 59 FR 35025, July 8, 1994; 60 FR
16382, Mar. 30, 1995, as amended by T.D. 9278,
71 FR 44486, Aug. 4, 2006; T.D. 9456, 74 FR
38844, Aug. 4, 2009; 74 FR 46345, Sept. 9, 2009]

§1.482-7 Methods to determine taxable
income in connection with a cost
sharing arrangement.

(a) In general. The arm’s length
amount charged in a controlled trans-
action reasonably anticipated to con-
tribute to developing intangibles pur-
suant to a cost sharing arrangement
(CSA), as described in paragraph (b) of
this section, must be determined under
a method described in this section.
Each method must be applied in ac-
cordance with the provisions of §1.482—
1, except as those provisions are modi-
fied in this section.

(1) RAB share method for cost sharing
transactions (CSTs). See paragraph
(b)(1)(A) of this section regarding the
requirement that controlled partici-
pants, as defined in section (j)(1)(i) of
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this section, share intangible develop-
ment costs (IDCs) in proportion to
their shares of reasonably anticipated
benefits (RAB shares) by entering into
cost sharing transactions (CSTs).

(2) Methods for platform contribution
transactions (PCTs). The arm’s length
amount charged in a platform con-
tribution transaction (PCT) described
in paragraph (b)(1)(ii) of this section
must be determined under the method
or methods applicable under the other
section or sections of the section 482
regulations, as supplemented by para-
graph (g) of this section. See §1.482-
1(b)(2)(ii) (Selection of category of
method applicable to transaction),
§1.482-1(b)(2)(iii) (Coordination of
methods applicable to certain intan-
gible development arrangements), and
paragraph (g) of this section (Supple-
mental guidance on methods applicable
to PCTs).

(3) Methods for other controlled trans-
actions—() Contribution to a CSA by a
controlled taxpayer that is not a con-
trolled participant. If a controlled tax-
payer that is not a controlled partici-
pant contributes to developing a cost
shared intangible, as defined in section
(3))(1)(@) of this section, it must receive
consideration from the controlled par-
ticipants under the rules of §1.482-
4(f)(4) (Contribution to the value of an
intangible owned by another). Such
consideration will be treated as an in-
tangible development cost for purposes
of paragraph (d) of this section.

(ii) Transfer of interest in a cost shared
intangible. If at any time (during the
term, or upon or after the termination,
of a CSA) a controlled participant
transfers an interest in a cost shared
intangible to another controlled tax-
payer, the controlled participant must
receive an arm’s length amount of con-
sideration from the transferee under
the rules of §§1.482-4 through 1.482-6 as
supplemented by paragraph (f)(4) of
this section regarding arm’s length
consideration for a change in participa-
tion. For this purpose, a capability var-
iation described in paragraph (f)(3) of
this section is considered to be a con-
trolled transfer of interests in cost
shared intangibles.

(iii) Other controlled transactions in
connection with a CSA. Controlled
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transactions between controlled par-
ticipants that are not PCTs or CSTs
and are not described in paragraph
(a)(3)(ii) of this section (for example,
provision of a cross operating contribu-
tion, as defined in paragraph (j)(1)(i) of
this section, or make-or-sell rights, as
defined in paragraph (c)(4) of this sec-
tion) require arm’s length consider-
ation under the rules of §§1.482-1
through 1.482-6, and 1.482-9 as supple-
mented by paragraph (g)(2)(iv) of this
section.

(iv) Controlled transactions in the ab-
sence of a CSA. If a controlled trans-
action is reasonably anticipated to
contribute to developing intangibles
pursuant to an arrangement that is not
a CSA described in paragraph (b)(1) or
(5) of this section, whether the results
of any such controlled transaction are
consistent with an arm’s length result
must be determined under the applica-
ble rules of the other sections of the
regulations under section 482. For ex-
ample, an arrangement for developing
intangibles in which one controlled
taxpayer’s costs of developing the in-
tangibles significantly exceeds its
share of reasonably anticipated bene-
fits from exploiting the developed in-
tangibles would not in substance be a
CSA, as described in paragraphs
(b)(1)(1) through (iii) of this section or
paragraph (b)(5)(i) of this section. In
such a case, unless the rules of this sec-
tion are applicable by reason of para-
graph (b)(5) of this section, the ar-
rangement must be analyzed under
other applicable sections of regulations
under section 482 to determine whether
it achieves arm’s length results, and if
not, to determine any allocations by
the Commissioner that are consistent
with such other regulations under sec-
tion 482. See §1.482-1(b)(2)(ii) (Selection
of category of method applicable to
transaction) and (iii) (Coordination of
methods applicable to certain intan-
gible development arrangements).

(4) Coordination with the arm’s length
standard. A CSA produces results that
are consistent with an arm’s length re-
sult within the meaning of §1.482-
1(b)(1) if, and only if, each controlled
participant’s IDC share (as determined
under paragraph (d)(4) of this section)
equals its RAB share, each controlled
participant compensates its RAB share
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of the value of all platform contribu-
tions by other controlled participants,
and all other requirements of this sec-
tion are satisfied.

(b) Cost sharing arrangement. A cost
sharing arrangement is an arrange-
ment by which controlled participants
share the costs and risks of developing
cost shared intangibles in proportion
to their RAB shares. An arrangement
is a CSA if and only if the require-
ments of paragraphs (b)(1) through (4)
of this section are met.

(1) Substantive requirements—(i) CSTs.
All controlled participants must com-
mit to, and in fact, engage in cost shar-
ing transactions. In CSTs, the con-
trolled participants make payments to
each other (CST Payments) as appro-
priate, so that in each taxable year
each controlled participant’s IDC share
is in proportion to its respective RAB
share.

(ii) PCTs. All controlled participants
must commit to, and in fact, engage in
platform contributions transactions to
the extent that there are platform con-
tributions pursuant to paragraph (c) of
this section. In a PCT, each other con-
trolled participant (PCT Payor) is obli-
gated to, and must in fact, make arm’s
length payments (PCT Payments) to
each controlled participant (PCT
Payee) that provides a platform con-
tribution. For guidance on determining
such arm’s length obligation, see para-
graph (g) of this section.

(iii) Divisional interests. Each con-
trolled participant must receive a non-
overlapping interest in the cost shared
intangibles without further obligation
to compensate another controlled par-
ticipant for such interest.

(iv) Examples. The following examples
illustrate the principles of this para-
graph (b)(1):

Example 1. Company A and Company B,
who are members of the same controlled
group, execute an agreement to jointly de-
velop vaccine X and own the exclusive rights
to commercially exploit vaccine X in their
respective territories, which together com-
prise the whole world. The agreement pro-
vides that they will share some, but not all,
of the costs for developing Vaccine X in pro-
portion to RAB share. Such agreement is not
a CSA because Company A and Company B
have not agreed to share all of the IDCs in
proportion to their respective RAB shares.
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Example 2. Company A and Company B
agree to share all the costs of developing
Vaccine X. The agreement also provides for
employing certain resources and capabilities
of Company A in this program including a
skilled research team and certain research
facilities, and provides for Company B to
make payments to Company A in this re-
spect. However, the agreement expressly pro-
vides that the program will not employ, and
so Company B is expressly relieved of the
payments in regard to, certain software de-
veloped by Company A as a medical research
tool to model certain cellular processes ex-
pected to be implicated in the operation of
Vaccine X even though such software would
reasonably be anticipated to be relevant to
developing Vaccine X and, thus, would be a
platform contribution. See paragraph (c) of
this section. Such agreement is not a CSA
because Company A and Company B have not
engaged in a necessary PCT for purposes of
developing Vaccine X.

Example 3. Companies C and D, who are
members of the same controlled group, enter
into a CSA. In the first year of the CSA, C
and D conduct the intangible development
activity, as described in paragraph (d)(1) of
this section. The total IDCs in regard to such
activity are $3,000,000 of which C and D pay
$2,000,000 and $1,000,000, respectively, directly
to third parties. As between C and D, how-
ever, their CSA specifies that they will share
all IDCs in accordance with their RAB shares
(as described in paragraph (e)(1) of this sec-
tion), which are 60% for C and 40% for D. It
follows that C should bear $1,800,000 of the
total IDCs (60% of total IDCs of $3,000,000)
and D should bear $1,200,000 of the total IDCs
(40% of total IDCs of $3,000,000). D makes a
CST payment to C of $200,000, that is, the
amount by which D’s share of IDCs in ac-
cordance with its RAB share exceeds the
amount of IDCs initially borne by D
($1,200,000-$1,000,000), and which also equals
the amount by which the total IDCs initially
borne by C exceeds its share of IDCS in ac-
cordance with its RAB share ($2,000,000—
$1,800,000). As a result of D’s CST payment to
C, the IDC shares of C and D are in propor-
tion to their respective RAB shares.

(2) Administrative requirements. The
CSA must meet the requirements of
paragraph (k) of this section.

(3) Date of a PCT. The controlled par-
ticipants must enter into a PCT as of
the earliest date on or after the CSA is
entered into on which a platform con-
tribution is reasonably anticipated to
contribute to developing cost shared
intangibles.

(4) Divisional interests—(i) In general.
Pursuant to paragraph (b)(1)(iii) of this
section, each controlled participant
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must receive a non-overlapping inter-
est in the cost shared intangibles with-
out further obligation to compensate
another controlled participant for such
interest. Each controlled participant
must be entitled to the perpetual and
exclusive right to the profits from
transactions of any member of the con-
trolled group that includes the con-
trolled participant with uncontrolled
taxpayers to the extent that such prof-
its are attributable to such interest in
the cost shared intangibles.

(i1) Territorial based divisional inter-
ests. The CSA may divide all interests
in cost shared intangibles on a terri-
torial basis as follows. The entire world
must be divided into two or more non-
overlapping geographic territories.
Each controlled participant must re-
ceive at least one such territory, and in
the aggregate all the participants must
receive all such territories. Each con-
trolled participant will be assigned the
perpetual and exclusive right to exploit
the cost shared intangibles through the
use, consumption, or disposition of
property or services in its territories.
Thus, compensation will be required if
other members of the controlled group
exploit the cost shared intangibles in
such territory.

(iii) Field of use based divisional inter-
ests. The CSA may divide all interests
in cost shared intangibles on the basis
of all uses (whether or not known at
the time of the division) to which cost
shared intangibles are to be put as fol-
lows. All anticipated uses of cost
shared intangibles must be identified.
Each controlled participant must be
assigned at least one such anticipated
use, and in the aggregate all the par-
ticipants must be assigned all such an-
ticipated uses. Each controlled partici-
pant will be assigned the perpetual and
exclusive right to exploit the cost
shared intangibles through the use or
uses assigned to it and one controlled
participant must be assigned the exclu-
sive and perpetual right to exploit cost
shared intangibles through any unan-
ticipated uses.

(iv) Other divisional bases. (A) In the
event that the CSA does not divide in-
terests in the cost shared intangibles
on the basis of exclusive territories or
fields of use as described in paragraphs
(b)(4)(ii) and (iii) of this section, the
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CSA may adopt some other basis on
which to divide all interests in the cost
shared intangibles among the con-
trolled participants, provided that each
of the following criteria is met:

(I) The basis clearly and unambig-
uously divides all interests in cost
shared intangibles among the con-
trolled participants.

(2) The consistent use of such basis
for the division of all interests in the
cost shared intangibles can be depend-
ably verified from the records main-
tained by the controlled participants.

(3) The rights of the controlled par-
ticipants to exploit cost shared intan-
gibles are non-overlapping, exclusive,
and perpetual.

(4) The resulting benefits associated
with each controlled participant’s in-
terest in cost shared intangibles are
predictable with reasonable reliability.

(B) See paragraph (f)(3) of this sec-
tion for rules regarding the require-
ment of arm’s length consideration for
changes in participation in CSAs in-
volving divisions of interest described
in this paragraph (b)(4)(iv).

(v) Examples. The following examples
illustrate the principles of this para-
graph (b)(4):

Example 1. Companies P and S, both mem-
bers of the same controlled group, enter into
a CSA to develop product Z. Under the CSA,
P receives the interest in product Z in the
United States and S receives the interest in
product Z in the rest of the world, as de-
scribed in paragraph (b)(4)(ii) of this section.
Both P and S have plants for manufacturing
product Z located in their respective geo-
graphic territories. However, for commercial
reasons, product Z is nevertheless manufac-
tured by P in the United States for sale to
customers in certain locations just outside
the United States in close proximity to P’s
U.S. manufacturing plant. Because S owns
the territorial rights outside the United
States, P must compensate S to ensure that
S realizes all the cost shared intangible prof-
its from P’s sales of product Z in S’s terri-
tory. The pricing of such compensation must
also ensure that P realizes an appropriate re-
turn for its manufacturing efforts. Benefits
projected with respect to such sales will be
included for purposes of estimating S’s, but
not P’s, RAB share.

Example 2. The facts are the same as in Ex-
ample 1 except that P and S agree to divide
their interest in product Z based on site of
manufacturing. P will have exclusive and
perpetual rights in product Z manufactured
in facilities owned by P. S will have exclu-
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sive and perpetual rights to product Z manu-
factured in facilities owned by S. P and S
agree that neither will license manufac-
turing rights in product Z to any related or
unrelated party. Both P and S maintain
books and records that allow production at
all sites to be verified. Both own facilities
that will manufacture product Z and the rel-
ative capacities of these sites are known. All
facilities are currently operating at near ca-
pacity and are expected to continue to oper-
ate at near capacity when product Z enters
production so that it will not be feasible to
shift production between P’s and S’s facili-
ties. P and S have no plans to build new fa-
cilities and the lead time required to plan
and build a manufacturing facility precludes
the possibility that P or S will build a new
facility during the period for which sales of
Product Z are expected. Based on these facts,
this basis for the division of interests in
Product Z is a division described in para-
graph (b)(4)(iv) of this section. The basis for
the division of interest is unambiguous and
clearly defined and its use can be dependably
verified. P and S both have non-overlapping,
exclusive and perpetual rights in Product Z.
The division of interest results in the par-
ticipant’s relative benefits being predictable
with reasonable reliability.

Example 3. The facts are the same as in Ex-
ample 2 except that P’s and S’s manufac-
turing facilities are not expected to operate
at full capacity when product Z enters pro-
duction. Production of Product Z can be
shifted at any time between sites owned by P
and sites owned by S, although neither P nor
S intends to shift production as a result of
the agreement. The division of interests in
Product Z between P and S based on manu-
facturing site is not a division described in
paragraph (b)(4)(iv) of this section because
their relative shares of benefits are not pre-
dictable with reasonable reliability. The fact
that neither P nor S intends to shift produc-
tion is irrelevant.

(5) Treatment of certain arrangements
as CSAs—(@i) Situation in which Commis-
sioner must treat arrangement as a CSA.
The Commissioner must apply the
rules of this section to an arrangement
among controlled taxpayers if the ad-
ministrative requirements of para-
graph (b)(2) of this section are met
with respect to such arrangement and
the controlled taxpayers reasonably
concluded that such arrangement was a
CSA meeting the requirements of para-
graphs (b)(1), (3), and (4) of this section.

(i1) Situation in which Commissioner
may treat arrangement as a CSA. For ar-
rangements among controlled tax-
payers not described in paragraph
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(b)(6)(i) of this section, the Commis-
sioner may apply the provisions of this
section if the Commissioner concludes
that the administrative requirements
of paragraph (b)(2) of this section are
met, and, notwithstanding technical
failure to meet the substantive require-
ments of paragraph (b)(1), (3), or (4) of
this section, the rules of this section
will provide the most reliable measure
of an arm’s length result. See §1.482—
1(c)(1) (the best method rule). For pur-
poses of applying this paragraph
(b)(5)(i1), any such arrangement shall
be interpreted by reference to para-
graph (k)(1)(iv) of this section.

(iii) Examples. The following exam-
ples illustrate the principles of this
paragraph (b)(5). In the examples, as-
sume that Companies P and S are both
members of the same controlled group.

Example 1. (i) P owns the patent on a for-
mula for a capsulated pain reliever, P-Cap. P
reasonably anticipates, pending further re-
search and experimentation, that the P-Cap
formula could form the platform for a for-
mula for P-Ves, an effervescent version of P-
Cap. P also owns proprietary software that it
reasonably anticipates to be critical to the
research efforts. P and S execute a contract
that purports to be a CSA by which they
agree to proportionally share the costs and
risks of developing a formula for P-Ves. The
agreement reflects the various contractual
requirements described in paragraph (k)(1) of
this section and P and S comply with the
documentation, accounting, and reporting
requirements of paragraphs (k)(2) through (4)
of this section. Both the patent rights for P-
Cap and the software are reasonably antici-
pated to contribute to the development of P-
Ves and therefore are platform contributions
for which compensation is due from S as part
of PCTs. Though P and S enter into and im-
plement a PCT for the P-Cap patent rights
that satisfies the arm’s length standard,
they fail to enter into a PCT for the soft-
ware.

(ii) In this case, P and S have substantially
complied with the contractual requirements
of paragraph (k)(1) of this section and the
documentation, accounting, and reporting
requirements of paragraphs (k)(2) through (4)
of this section and therefore have met the
administrative requirements of paragraph
(b)(2) of this section. However, because they
did not enter into a PCT, as required under
paragraphs (b)(1)(ii) and (b)(3) of this section,
for the software that was reasonably antici-
pated to contribute to the development of P-
Ves (see paragraph (c) of this section), they
cannot reasonably conclude that their ar-
rangement was a CSA. Accordingly, the
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Commissioner is not required under para-
graph (b)(5)(i) of this section to apply the
rules of this section to their arrangement.

(iii) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If
the Commissioner concludes that the rules of
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph
(b)(5)(ii) of this section, the Commissioner
may apply the rules of this section and treat
P and S as entering into a PCT for the soft-
ware in accordance with the requirements of
paragraph (b)(1)(ii) of this section, and make
any appropriate allocations under paragraph
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of
this section do not provide the most reliable
measure of an arm’s length result. In such
case, the arrangement would be analyzed
under the methods under other sections of
the 482 regulations to determine whether the
arrangement reaches an arm’s length result.

Example 2. The facts are the same as in Ex-
ample 1 except that P and S do enter into and
implement a PCT for the software as re-
quired under this paragraph (b). The Com-
missioner determines that the PCT Pay-
ments for the software were not arm’s
length; nevertheless, under the facts and cir-
cumstances at the time they entered into
the CSA and PCTs, P and S reasonably con-
cluded their arrangement to be a CSA. Be-
cause P and S have met the requirements of
paragraph (b)(2) of this section and reason-
ably concluded their arrangement is a CSA,
pursuant to paragraph (b)(b)(i) of this sec-
tion, the Commissioner must apply the rules
of this section to their arrangement. Accord-
ingly, the Commissioner treats the arrange-
ment as a CSA and makes adjustments to
the PCT Payments as appropriate under this
section to achieve an arm’s length result for
the PCT for the software.

Example 3. (i) The facts are the same as in
Example 1 except that P and S do enter into
a PCT for the software as required under this
paragraph (b). The agreement entered into
by P and S provides for a fixed consideration
of $60 million per year for four years, payable
at the end of each year. This agreement sat-
isfies the arm’s length standard. However, S
actually pays P consideration at the end of
each year in the form of four annual royal-
ties equal to two percent of sales. While such
royalties at the time of the PCT were ex-
pected to be $560 million per year, actual sales
during the first year were less than antici-
pated and the first royalty payment was
only $25 million.

(ii) In this case, P and S failed to imple-
ment the terms of their agreement. Under
these circumstances, P and S could not rea-
sonably conclude that their arrangement
was a CSA, as described in paragraph (b)(1) of
this section. Accordingly, the Commissioner
is not required under paragraph (b)(5)(i) of
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this section to apply the rules of this section
to their arrangement.

(iii) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If
the Commissioner concludes that the rules of
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph
(b)(5)(ii) of this section, the Commissioner
may apply the rules of this section and make
any appropriate allocations under paragraph
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of
this section do not provide the most reliable
measure of an arm’s length result. In such
case, the arrangement would be analyzed
under the methods under other sections of
the 482 regulations to determine whether the
arrangement reaches an arm’s length result.

Example 4. (i) The facts are the same as in
Example 1 except that P does not own propri-
etary software and P and S use a method for
determining the arm’s length amount of the
PCT Payment for the P-Cap patent rights
different from the method used in Example 1.

(ii) P and S determine that the arm’s
length amount of the PCT Payments for the
P-Cap patent is $10 million. However, the
Commissioner determines the best method
for determining the arm’s length amount of
the PCT Payments for the P-Cap patent
rights and under such method the arm’s
length amount is $100 million. To determine
this $10 million present value, P and S as-
sumed a useful life of eight years for the
platform contribution, because the P-Cap
patent rights will expire after eight years.
However, the P-Cap patent rights are ex-
pected to lead to benefits attributable to ex-
ploitation of the cost shared intangibles ex-
tending many years beyond the expiration of
the P-Cap patent, because use of the P-Cap
patent rights will let P and S bring P-Ves to
market before the competition, and because
P and S expect to apply for additional pat-
ents covering P-Ves, which would bar com-
petitors from selling that product for many
future years. The assumption by P and S of
a useful life for the platform contribution
that is less than the anticipated period of ex-
ploitation of the cost shared intangibles is
contrary to paragraph (g)(2)(ii) of this sec-
tion, and reduces the reliability of the meth-
od used by P and S.

(iii) The method used by P and S employs
a declining royalty. The royalty starts at 8%
of sales, based on an application of the CUT
method in which the purported CUTSs all in-
volve licenses to manufacture and sell the
current generation of P-Cap, and declines to
0% over eight years, declining by 1% each
year. Such make-or-sell rights are fun-
damentally different from use of the P-Cap
patent rights to generate a new product.
This difference raises the issue of whether
the make-or-sell rights are sufficiently com-
parable to the rights that are the subject of
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the PCT Payment. See §1.482-4(c). While a
royalty rate for make-or-sell rights can form
the basis for a reliable determination of an
arm’s length PCT Payment in the CUT-based
implementation of the income method de-
scribed in paragraph (g)(4) of this section,
under that method such royalty rate does
not decline to zero. Therefore, the use of a
declining royalty rate based on an initial
rate for make-or-sell rights further reduces
the reliability of the method used by P and
S.

(iv) Sales of the next-generation product
are not anticipated until after seven years,
at which point the royalty rate will have de-
clined to 1%. The temporal mismatch be-
tween the period of the royalty rate decline
and the period of exploitation raises further
concerns about the method’s reliability.

(v) For the reasons given in paragraphs (ii)
through (iv) of this Erample 4, the method
used by P and S is so unreliable and so con-
trary to provisions of this section that P and
S could not reasonably conclude that they
had contracted to make arm’s length PCT
Payments as required by paragraphs (b)(1)(ii)
and (b)(3) of this section, and thus could not
reasonably conclude that their arrangement
was a CSA. Accordingly, the Commissioner
is not required under paragraph (b)(5)(i) of
this section to apply the rules of this section
to their arrangement.

(vi) Nevertheless, the arrangement be-
tween P and S closely resembles a CSA. If
the Commissioner concludes that the rules of
this section provide the most reliable meas-
ure of an arm’s length result for such ar-
rangement, then pursuant to paragraph
(b)(5)(ii) of this section, the Commissioner
may apply the rules of this section and make
any appropriate allocations under paragraph
(i) of this section. Alternatively, the Com-
missioner may conclude that the rules of
this section do not provide the most reliable
measure of an arm’s length result. In such
case, the arrangement would be analyzed
under the methods under other section 482
regulations to determine whether the ar-
rangement reaches an arm’s length result.

(6) Entity classification of CSAs. See
§301.7701-1(c) of this chapter for the
classification of CSAs for purposes of
the Internal Revenue Code.

(c) Platform contributions—(1) In gen-
eral. A platform contribution is any re-
source, capability, or right that a con-
trolled participant has developed,
maintained, or acquired externally to
the intangible development activity
(whether prior to or during the course
of the CSA) that is reasonably antici-
pated to contribute to developing cost
shared intangibles. The determination
whether a resource, capability, or right

735



§1.482-7

is reasonably anticipated to contribute
to developing cost shared intangibles is
ongoing and based on the best available
information. Therefore, a resource, ca-
pability, or right reasonably deter-
mined not to be a platform contribu-
tion as of an earlier point in time, may
be reasonably determined to be a plat-
form contribution at a later point in
time. The PCT obligation regarding a
resource or capability or right once de-
termined to be a platform contribution
does not terminate merely because it
may later be determined that such re-
source or capability or right has not
contributed, and no longer is reason-
ably anticipated to contribute, to de-
veloping cost shared intangibles. Not-
withstanding the other provisions of
this paragraph (c), platform contribu-
tions do not include rights in land or
depreciable tangible property, and do
not include rights in other resources
acquired by IDCs. See paragraph (d)(1)
of this section.

(2) Terms of platform contributions—(@i)
Presumed to be exclusive. For purposes of
a PCT, the PCT Payee’s provision of a
platform contribution is presumed to
be exclusive. Thus, it is presumed that
the platform resource, capability, or
right is not reasonably anticipated to
be committed to any business activi-
ties other than the CSA Activity, as
defined in paragraph (j)(1)(i) of this sec-
tion, whether carried out by the con-
trolled participants, other controlled
taxpayers, or uncontrolled taxpayers.

(ii) Rebuttal of exclusivity. The con-
trolled participants may rebut the pre-
sumption set forth in paragraph
(c)(2)(i) of this section to the satisfac-
tion of the Commissioner. For exam-
ple, if the platform resource is a re-
search tool, then the controlled par-
ticipants could rebut the presumption
by establishing to the satisfaction of
the Commissioner that, as of the date
of the PCT, the tool is reasonably an-
ticipated not only to contribute to the
CSA Activity but also to be licensed to
an uncontrolled taxpayer. In such case,
the PCT Payments may need to be pro-
rated as described in paragraph
(c)(2)(iii) of this section.

(iii) Proration of PCT Payments to the
extent allocable to other business activi-
ties—(A) In general. Some transfer pric-
ing methods employed to determine
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the arm’s length amount of the PCT
Payments do so by considering the
overall value of the platform contribu-
tions as opposed to, for example, the
value of the anticipated use of the plat-
form contributions in the CSA Activ-
ity. Such a transfer pricing method is
consistent with the presumption that
the platform contribution is exclusive
(that is, that the resources, capabili-
ties or rights that are the subject of a
platform contribution are reasonably
anticipated to contribute only to the
CSA Activity). See paragraph (c)(2)(i)
(Terms of platform contributions—Pre-
sumed to be exclusive) of this section.
The PCT Payments determined under
such transfer pricing method may have
to be prorated if the controlled partici-
pants can rebut the presumption that
the platform contribution is exclusive
to the satisfaction of the Commissioner
as provided in paragraph (c)(2)(ii) of
this section. In the case of a platform
contribution that also contributes to
lines of business of a PCT Payor that
are not reasonably anticipated to in-
volve exploitation of the cost shared
intangibles, the need for explicit prora-
tion may in some cases be avoided
through aggregation of transactions.
See paragraph (g)(2)(iv) of this section
(Aggregation of transactions).

(B) Determining the proration of PCT
Payments. Proration will be done on a
reasonable basis in proportion to the
relative economic value, as of the date
of the PCT, reasonably anticipated to
be derived from the platform contribu-
tion by the CSA Activity as compared
to the value reasonably anticipated to
be derived from the platform contribu-
tion by other business activities. In the
case of an aggregate valuation done
under the principles of paragraph
(2)(2)(iv) of this section that addresses
payment for resources, capabilities, or
rights used for business activities other
than the CSA Activity (for example,
the right to exploit an existing intan-
gible without further development),
the proration of the aggregate pay-
ments may have to reflect the eco-
nomic value attributable to such re-
sources, capabilities, or rights as well.
For purposes of the best method rule
under §1.482-1(c), the reliability of the
analysis under a method that requires
proration pursuant to this paragraph is
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reduced relative to the reliability of an
analysis under a method that does not
require proration.

(3) Categorization of the PCT. For pur-
poses of §1.482-1(b)(2)(ii) and paragraph
(a)(2) of this section, a PCT must be
identified by the controlled partici-
pants as a particular type of trans-
action (for example, a license for roy-
alty payments). See paragraph
(k)(2)(ii)(H) of this section. Such des-
ignation must be consistent with the
actual conduct of the controlled par-
ticipants. If the conduct is consistent
with different, economically equivalent
types of transactions then the con-
trolled participants may designate the
PCT as being any of such types of
transactions. If the controlled partici-
pants fail to make such designation in
their documentation, the Commis-
sioner may make a designation con-
sistent with the principles of paragraph
(k)(1)(iv) of this section.

(4) Certain make-or-sell rights ex-
cluded—(i) In general. Any right to ex-
ploit an existing resource, capability,
or right without further development
of such item, such as the right to
make, replicate, license, or sell exist-
ing products, does not constitute a
platform contribution to a CSA (and
the arm’s length compensation for such
rights (make-or-sell rights) does not
satisfy the compensation obligation
under a PCT) unless exploitation with-
out further development of such item
is reasonably anticipated to contribute
to developing or further developing a
cost shared intangible.

(ii) Examples. The following examples
illustrate the principles of this para-
graph (c)(4):

Example 1. P and S, which are members of
the same controlled group, execute a CSA.
Under the CSA, P and S will bear their RAB
shares of IDCs for developing the second gen-
eration of ABC, a computer software pro-
gram. Prior to that arrangement, P had in-
curred substantial costs and risks to develop
ABC. Concurrent with entering into the ar-
rangement, P (as the licensor) executes a li-
cense with S (as the licensee) by which S
may make and sell copies of the existing
ABC. Such make-or-sell rights do not con-
stitute a platform contribution to the CSA.
The rules of §§1.482-1 and 1.482-4 through
1.482-6 must be applied to determine the
arm’s length consideration in connection
with the make-or-sell licensing arrange-
ment. In certain circumstances, this deter-
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mination of the arm’s length consideration
may be done on an aggregate basis with the
evaluation of compensation obligations pur-
suant to the PCTs entered into by P and S in
connection with the CSA. See paragraph
(2)(2)(iv) of this section.

Example 2. (i) P, a software company, has
developed and currently exploits software
program ABC. P and S enter into a CSA to
develop future generations of ABC. The ABC
source code is the platform on which future
generations of ABC will be built and is there-
fore a platform contribution of P for which
compensation is due from S pursuant to a
PCT. Concurrent with entering into the CSA,
P licenses to S the make-or-sell rights for
the current version of ABC. P has entered
into similar licenses with uncontrolled par-
ties calling for sales-based royalty payments
at a rate of 20%. The current version of ABC
has an expected product life of three years. P
and S enter into a contingent payment
agreement to cover both the PCT Payments
due from S for P’s platform contribution and
payments due from S for the make-or-sell li-
cense. Based on the uncontrolled make-or-
sell licenses, P and S agree on a sales-based
royalty rate of 20% in Year 1 that declines on
a straight line basis to 0% over the 3 year
product life of ABC.

(ii) The make-or-sell rights for the current
version of ABC are not platform contribu-
tions, though paragraph (g)(2)(iv) of this sec-
tion provides for the possibility that the
most reliable determination of an arm’s
length charge for the platform contribution
and the make-or-sell license may be one that
values the two transactions in the aggregate.
A contingent payment schedule based on the
uncontrolled make-or-sell licenses may pro-
vide an arm’s length charge for the separate
make-or-sell license between P and S, pro-
vided the royalty rates in the uncontrolled
licenses similarly decline, but as a measure
of the aggregate PCT and licensing payments
it does not account for the arm’s length
value of P’s platform contributions which in-
clude the rights in the source code and fu-
ture development rights in ABC.

Example 3. S is a controlled participant
that owns Patent Q, which protects S’s use
of a research tool that is helpful in devel-
oping and testing new pharmaceutical com-
pounds. The research tool, which is not itself
such a compound, is used in the CSA Activ-
ity to develop such compounds. However, the
CSA Activity is not anticipated to result in
the further development of the research tool
or in patents based on Patent Q. Although
the right to use Patent Q is not anticipated
to result in the further development of Pat-
ent Q or the technology that it protects, that
right constitutes a platform contribution (as
opposed to make-or-sell rights) because it is
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anticipated to contribute to the research ac-
tivity to develop cost shared intangibles re-
lating to pharmaceutical compounds covered
by the CSA.

(5) Examples. The following examples
illustrate the principles of this para-
graph (c). In each example, Companies
P and S are members of the same con-
trolled group, and execute a CSA pro-
viding that each will have the exclu-
sive right to exploit cost shared intan-
gibles in its own territory. See para-
graph (b)(4)(ii) of this section (Terri-
torial based divisional interests).

Example 1. Company P has developed and
currently markets version 1.0 of a new soft-
ware application XYZ. Company P and Com-
pany S execute a CSA under which they will
share the IDCs for developing future versions
of XYZ. Version 1.0 is reasonably anticipated
to contribute to the development of future
versions of XYZ and therefore Company P’s
rights in version 1.0 constitute a platform
contribution from Company P that must be
compensated by Company S pursuant to a
PCT. Pursuant to paragraph (c)(3) of this
section, the controlled participants des-
ignate the platform contribution as a trans-
fer of intangibles that would otherwise be
governed by §1.482-4, if entered into by con-
trolled parties. Accordingly, pursuant to
paragraph (a)(2) of this section, the applica-
ble method for determining the arm’s length
value of the compensation obligation under
the PCT between Company P and Company S
will be governed by §1.482-4 as supplemented
by paragraph (g) of this section. Absent a
showing to the contrary by P and S, the plat-
form contribution in this case is presumed to
be the exclusive provision of the benefit of
all rights in version 1.0, other than the rights
described in paragraph (c)(4) of this section
(Certain make-or-sell rights excluded). This
includes the right to use version 1.0 for pur-
poses of research and the exclusive right in
S’s territory to exploit any future products
that incorporated the technology of version
1.0, and would cover a term extending as long
as the controlled participants were to exploit
future versions of XYZ or any other product
based on the version 1.0 platform. The com-
pensation obligation of Company S pursuant
to the PCT will reflect the full value of the
platform contribution, as limited by Com-
pany S’s RAB share.

Example 2. Company P and Company S exe-
cute a CSA under which they will share the
IDCs for developing Vaccine Z. Company P
will commit to the project its research team
that has successfully developed a number of
other vaccines. The expertise and existing
integration of the research team is a unique
resource or capability of Company P which is
reasonably anticipated to contribute to the
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development of Vaccine Z. Therefore, P’s
provision of the capabilities of the research
team constitute a platform contribution for
which compensation is due from Company S
as part of a PCT. Pursuant to paragraph
(c)(3) of this section, the controlled parties
designate the platform contribution as a pro-
vision of services that would otherwise be
governed by §1.482-9(a) if entered into by
controlled parties. Accordingly, pursuant to
paragraph (a)(2) of this section, the applica-
ble method for determining the arm’s length
value of the compensation obligation under
the PCT between Company P and Company S
will be governed by §1.482-9(a) as supple-
mented by paragraph (g) of this section. Ab-
sent a showing to the contrary by P and S,
the platform contribution in this case is pre-
sumed to be the exclusive provision of the
benefits by Company P of its research team
to the development of Vaccine Z. Because
the IDCs include the ongoing compensation
of the researchers, the compensation obliga-
tion under the PCT is only for the value of
the commitment of the research team by
Company P to the CSA’s development efforts
net of such researcher compensation. The
value of the compensation obligation of
Company S for the PCT will reflect the full
value of the provision of services, as limited
by Company S’s RAB share.

(d) Intangible development costs—(1)
Determining whether costs are IDCs.
Costs included in IDCs are determined
by reference to the scope of the intan-
gible development activity (IDA).

(i) Definition and scope of the IDA. For
purposes of this section, the IDA means
the activity under the CSA of devel-
oping or attempting to develop reason-
ably anticipated cost shared intangi-
bles. The scope of the IDA includes all
of the controlled participants’ activi-
ties that could reasonably be antici-
pated to contribute to developing the
reasonably anticipated cost shared in-
tangibles. The IDA cannot be described
merely by a list of particular re-
sources, capabilities, or rights that will
be used in the CSA, because such a list
would not identify reasonably antici-
pated cost shared intangibles. Also, the
scope of the IDA may change as the na-
ture or identity of the reasonably an-
ticipated cost shared intangibles
changes or the nature of the activities
necessary for their development be-
come clearer. For example, the rel-
evance of certain ongoing work to de-
veloping reasonably anticipated cost
shared intangibles or the need for addi-
tional work may only become clear
over time.
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(ii) Reasonably anticipated cost shared
intangible. For purposes of this section,
reasonably anticipated cost shared intan-
gible means any intangible, within the
meaning of §1.482-4(b), that, at the ap-
plicable point in time, the controlled
participants intend to develop under
the CSA. Reasonably anticipated cost
shared intangibles may change over
the course of the CSA. The controlled
participants may at any time change
the reasonably anticipated cost shared
intangibles but must document any
such change pursuant to paragraph
(K)(2)(ii)(A)(I) of this section. Removal
of reasonably anticipated cost shared
intangibles does not affect the con-
trolled participants’ interests in cost
shared intangibles already developed
under the CSA. In addition, the reason-
ably anticipated cost shared intangi-
bles automatically expand to include
the intended result of any further de-
velopment of a cost shared intangible
already developed under the CSA, or
applications of such an intangible.
However, the controlled participants
may override this automatic expansion
in a particular case if they separately
remove specified further development
of such intangible (or specified applica-
tions of such intangible) from the IDA,
and document such separate removal
pursuant to paragraph (k)(2)(ii)(A)(3) of
this section.

(iii) Costs included in IDCs. For pur-
poses of this section, IDCs mean all
costs, in cash or in kind (including
stock-based compensation, as described
in paragraph (d)(3) of this section), but
excluding acquisition costs for land or
depreciable property, in the ordinary
course of business after the formation
of a CSA that, based on analysis of the
facts and circumstances, are directly
identified with, or are reasonably allo-
cable to, the IDA. Thus, IDCs include
costs incurred in attempting to develop
reasonably anticipated cost shared in-
tangibles regardless of whether such
costs ultimately lead to development
of those intangibles, other intangibles
developed unexpectedly, or no intangi-
bles. IDCs shall also include the arm’s
length rental charge for the use of any
land or depreciable tangible property
(as determined under §1.482-2(c) (Use of
tangible property)) directly identified
with, or reasonably allocable to, the
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IDA. Reference to generally accepted
accounting principles or Federal in-
come tax accounting rules may provide
a useful starting point but will not be
conclusive regarding inclusion of costs
in IDCs. IDCs do not include interest
expense, foreign income taxes (as de-
fined in §1.901-2(a)), or domestic in-
come taxes.

(iv) Examples. The following examples
illustrate the principles of this para-
graph (d)(1):

Example 1. A contract that purports to be a
CSA provides that the IDA to which the
agreement applies consists of all research
and development activity conducted at lab-
oratories A, B, and C but not at other facili-
ties maintained by the controlled partici-
pants. The contract does not describe the
reasonably anticipated cost shared intangi-
bles with respect to which research and de-
velopment is to be undertaken. The contract
fails to meet the requirements set forth in
paragraph (k)(1)(ii)(B) of this section because
it fails to adequately describe the scope of
the IDA to be undertaken.

Example 2. A contract that purports to be a
CSA provides that the IDA to which the
agreement applies consists of all research
and development activity conducted by any
of the controlled participants with the goal
of developing a cure for a particular disease.
Such a cure is thus a reasonably anticipated
cost shared intangible. The contract also
contains a provision that the IDA will ex-
clude any activity that builds on the results
of the controlled participants’ prior research
concerning Enzyme X even though such ac-
tivity could reasonably be anticipated to
contribute to developing such cure. The con-
tract fails to meet the requirement set forth
in paragraph (d)(1)(i) of this section that the
scope of the IDA include all of the controlled
participants’ activities that could reason-
ably be anticipated to contribute to devel-
oping reasonably anticipated cost shared in-
tangibles.

(2) Allocation of costs. If a particular
cost is directly identified with, or rea-
sonably allocable to, a function the re-
sults of which will benefit both the IDA
and other business activities, the cost
must be allocated on a reasonable basis
between the IDA and such other busi-
ness activities in proportion to the rel-
ative economic value that the IDA and
such other business activities are an-
ticipated to derive from such results.

(3) Stock-based compensation—(i) In
general. As used in this section, the
term stock-based compensation means
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any compensation provided by a con-
trolled participant to an employee or
independent contractor in the form of
equity instruments, options to acquire
stock (stock options), or rights with re-
spect to (or determined by reference
to) equity instruments or stock op-
tions, including but not limited to
property to which section 83 applies
and stock options to which section 421
applies, regardless of whether ulti-
mately settled in the form of cash,
stock, or other property.

(i1) Identification of stock-based com-
pensation with the IDA. The determina-
tion of whether stock-based compensa-
tion is directly identified with, or rea-
sonably allocable to, the IDA is made
as of the date that the stock-based
compensation is granted. Accordingly,
all stock-based compensation that is
granted during the term of the CSA
and, at date of grant, is directly identi-
fied with, or reasonably allocable to,
the IDA is included as an IDC under
paragraph (d)(1) of this section. In the
case of a repricing or other modifica-
tion of a stock option, the determina-
tion of whether the repricing or other
modification constitutes the grant of a
new stock option for purposes of this
paragraph (d)(3)(ii) will be made in ac-
cordance with the rules of section
424(h) and related regulations.

(iii) Measurement and timing of stock-
based compensation IDC—(A) In general.
Except as otherwise provided in this
paragraph (d)(3)(iii), the cost attrib-
utable to stock-based compensation is
equal to the amount allowable to the
controlled participant as a deduction
for federal income tax purposes with
respect to that stock-based compensa-
tion (for example, under section 83(h))
and is taken into account as an IDC
under this section for the taxable year
for which the deduction is allowable.

(I) Transfers to which section 421 ap-
plies. Solely for purposes of this para-
graph (d)(3)(iii)(A), section 421 does not
apply to the transfer of stock pursuant
to the exercise of an option that meets
the requirements of section 422(a) or
423(a).

(2) Deductions of foreign controlled par-
ticipants. Solely for purposes of this
paragraph (d)(3)(iii)(A), an amount is
treated as an allowable deduction of a
foreign controlled participant to the
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extent that a deduction would be al-
lowable to a United States taxpayer.

(3) Modification of stock option. Solely
for purposes of this paragraph
(d)(B)(iii)(A), if the repricing or other
modification of a stock option is deter-
mined, under paragraph (d)(3)(ii) of this
section, to constitute the grant of a
new stock option not identified with,
or reasonably allocable to, the IDA, the
stock option that is repriced or other-
wise modified will be treated as being
exercised immediately before the modi-
fication, provided that the stock option
is then exercisable and the fair market
value of the underlying stock then ex-
ceeds the price at which the stock op-
tion is exercisable. Accordingly, the
amount of the deduction that would be
allowable (or treated as allowable
under this paragraph (d)(3)(iii)(A)) to
the controlled participant upon exer-
cise of the stock option immediately
before the modification must be taken
into account as an IDC as of the date of
the modification.

(4) Expiration or termination of CSA.
Solely for purposes of this paragraph
(A)(B)({ii)(A), if an item of stock-based
compensation identified with, or rea-
sonably allocable to, the IDA is not ex-
ercised during the term of a CSA, that
item of stock-based compensation will
be treated as being exercised imme-
diately before the expiration or termi-
nation of the CSA, provided that the
stock-based compensation is then exer-
cisable and the fair market value of the
underlying stock then exceeds the
price at which the stock-based com-
pensation is exercisable. Accordingly,
the amount of the deduction that
would be allowable (or treated as al-
lowable under this paragraph
(d)(3)(iii)(A)) to the controlled partici-
pant upon exercise of the stock-based
compensation must be taken into ac-
count as an IDC as of the date of the
expiration or termination of the CSA.

(B) Election with respect to options on
publicly traded stock—(1) In general.
With respect to stock-based compensa-
tion in the form of options on publicly
traded stock, the controlled partici-
pants in a CSA may elect to take into
account all IDCs attributable to those
stock options in the same amount, and
as of the same time, as the fair value of
the stock options reflected as a charge
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against income in audited financial
statements or disclosed in footnotes to
such financial statements, provided
that such statements are prepared in
accordance with United States gen-
erally accepted accounting principles
by or on behalf of the company issuing
the publicly traded stock.

(2) Publicly traded stock. As used in
this paragraph (d)(3)(iii)(B), the term
publicly traded stock means stock that
is regularly traded on an established
United States securities market and is
issued by a company whose financial
statements are prepared in accordance
with United States generally accepted
accounting principles for the taxable
year.

(3) Generally accepted accounting prin-
ciples. For purposes of this paragraph
(d)(3)(iii)(B), a financial statement pre-
pared in accordance with a comprehen-
sive body of generally accepted ac-
counting principles other than United
States generally accepted accounting
principles is considered to be prepared
in accordance with United States gen-
erally accepted accounting principles
provided that either—

(i) The fair value of the stock options
under consideration is reflected in the
reconciliation between such other ac-
counting principles and United States
generally accepted accounting prin-
ciples required to be incorporated into
the financial statement by the securi-
ties laws governing companies whose
stock is regularly traded on United
States securities markets; or

(i1) In the absence of a reconciliation
between such other accounting prin-
ciples and United States generally ac-
cepted accounting principles that re-
flects the fair value of the stock op-
tions under consideration, such other
accounting principles require that the
fair value of the stock options under
consideration be reflected as a charge
against income in audited financial
statements or disclosed in footnotes to
such statements.

(4) Time and manner of making the elec-
tion. The election described in this
paragraph (d)(3)(iii)(B) is made by an
explicit reference to the election in the
written contract required by paragraph
(k)(1) of this section or in a written
amendment to the CSA entered into
with the consent of the Commissioner
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pursuant to paragraph (d)(3)(iii)(C) of
this section. In the case of a CSA in ex-
istence on August 26, 2003, the election
by written amendment to the CSA may
be made without the consent of the
Commissioner if such amendment is
entered into not later than the latest
due date (with regard to extensions) of
a federal income tax return of any con-
trolled participant for the first taxable
year beginning after August 26, 2003.

(C) Consistency. Generally, all con-
trolled participants in a CSA taking
options on publicly traded stock into
account under paragraph (d)(3)(ii),
(d)(3)(ii)(A), or (d)(3)(iii)(B) of this sec-
tion must use that same method of
identification, measurement and tim-
ing for all options on publicly traded
stock with respect to that CSA. Con-
trolled participants may change their
method only with the consent of the
Commissioner and only with respect to
stock options granted during taxable
years subsequent to the taxable year in
which the Commissioner’s consent is
obtained. All controlled participants in
the CSA must join in requests for the
Commissioner’s consent under this
paragraph (d)(3)(iii)(C). Thus, for exam-
ple, if the controlled participants make
the election described in paragraph
(d)(B)(ii)(B) of this section upon the
formation of the CSA, the election may
be revoked only with the consent of the
Commissioner, and the consent will
apply only to stock options granted in
taxable years subsequent to the tax-
able year in which consent is obtained.
Similarly, if controlled participants al-
ready have granted stock options that
have been or will be taken into account
under the general rule of paragraph
(d)(3)(iii)(A) of this section, then except
in cases specified in the last sentence
of paragraph (d)(3)(iii)(B)(4) of this sec-
tion, the controlled participants may
make the election described in para-
graph (d)(3)(iii)(B) of this section only
with the consent of the Commissioner,
and the consent will apply only to
stock options granted in taxable years
subsequent to the taxable year in
which consent is obtained.

(4) IDC share. A controlled partici-
pant’s IDC share for a taxable year is
equal to the controlled participant’s
cost contribution for the taxable year,
divided by the sum of all IDCs for the
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taxable year. A controlled participant’s
cost contribution for a taxable year
means all of the IDCs initially borne by
the controlled participant, plus all of
the CST Payments that the participant
makes to other controlled participants,
minus all of the CST Payments that
the participant receives from other
controlled participants.

(5) Examples. The following examples
illustrate this paragraph (d):

Example 1. Foreign parent (FP) and its U.S.
subsidiary (USS) enter into a CSA to develop
a better mousetrap. USS and FP share the
costs of FP’s R&D facility that will be exclu-
sively dedicated to this research, the salaries
of the researchers at the facility, and over-
head costs attributable to the project. They
also share the cost of a conference facility
that is at the disposal of the senior executive
management of each company. Based on the
facts and circumstances, the cost of the con-
ference facility cannot be directly identified
with, and is not reasonably allocable to, the
IDA. In this case, the cost of the conference
facility must be excluded from the amount
of IDCs.

Example 2. U.S. parent (USP) and its for-
eign subsidiary (F'S) enter into a CSA to de-
velop intangibles for producing a new device.
USP and F'S share the costs of an R&D facil-
ity, the salaries of the facility’s researchers,
and overhead costs attributable to the
project. Although USP also incurs costs re-
lated to field testing of the device, USP does
not include those costs in the IDCs that USP
and FS will share under the CSA. The Com-
missioner may determine, based on the facts
and circumstances, that the costs of field
testing are IDCs that the controlled partici-
pants must share.

Example 3. U.S. parent (USP) and its for-
eign subsidiary (F'S) enter into a CSA to de-
velop a new process patent. USP assigns cer-
tain employees to perform solely R&D to de-
velop a new mathematical algorithm to per-
form certain calculations. That algorithm
will be used both to develop the new process
patent and to develop a new design patent
the development of which is outside the
scope of the CSA. During years covered by
the CSA, USP compensates such employees
with cash salaries, stock-based compensa-
tion, or a combination of both. USP and FS
anticipate that the economic value attrib-
utable to the R&D will be derived from the
process patent and the design patent in a rel-
ative proportion of 75% and 25%, respec-
tively. Applying the principles of paragraph
(d)(2) of this section, 756% of the compensa-
tion of such employees must be allocated to
the development of the new process patent
and, thus, treated as IDCs. With respect to
the cash salary compensation, the IDC is 75%
of the face value of the cash. With respect to
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the stock-based compensation, the IDC is
75% of the value of the stock-based com-
pensation as determined under paragraph
(d)(3)(iii) of this section.

Example 4. Foreign parent (FP) and its U.S.
subsidiary (USS) enter into a CSA to develop
a new computer source code. FP has an exec-
utive officer who oversees a research facility
and employees dedicated solely to the IDA.
The executive officer also oversees other re-
search facilities and employees unrelated to
the IDA, and performs certain corporate
overhead functions. The full amount of the
costs of the research facility and employees
dedicated solely to the IDA can be directly
identified with the IDA and, therefore, are
IDCs. In addition, based on the executive of-
ficer’s records of time worked on various
matters, the controlled participants reason-
ably allocate 20% of the executive officer’s
compensation to supervision of the facility
and employees dedicated to the IDA, 50% of
the executive officer’s compensation to su-
pervision of the facilities and employees un-
related to the IDA, and 30% of the executive
officer’s compensation to corporate overhead
functions. The controlled participants also
reasonably determine that the results of the
executive officer’s corporate overhead func-
tions yield equal economic benefit to the
IDA and the other business activities of FP.
Applying the principles of paragraph (d)(1) of
this section, the executive officer’s com-
pensation allocated to supervising the facil-
ity and employees dedicated to the IDA
(amounting to 20% of the executive officer’s
total compensation) must be treated as IDCs.
Applying the principles of paragraph (d)(2) of
this section, half of the executive officer’s
compensation allocated to corporate over-
head functions (that is, half of 30% of the ex-
ecutive officer’s total compensation), must
be treated as IDCs. Therefore, a total of 35%
(20% plus 15%) of the executive officer’s total
compensation must be treated as IDCs.

(e) Reasonably anticipated benefits
share—(1) Definition—(i) In general. A
controlled participant’s share of rea-
sonably anticipated benefits is equal to
its reasonably anticipated benefits di-
vided by the sum of the reasonably an-
ticipated benefits, as defined in para-
graph (j)(1)(i) of this section, of all the
controlled participants. RAB shares
must be updated to account for
changes in economic conditions, the
business operations and practices of
the participants, and the ongoing de-
velopment of intangibles under the
CSA. For purposes of determining RAB
shares at any given time, reasonably
anticipated benefits must be estimated
over the entire period, past and future,
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of exploitation of the cost shared in-
tangibles, and must reflect appropriate
updates to take into account the most
reliable data regarding past and pro-
jected future results available at such
time. RAB shares determined for a par-
ticular purpose shall not be further up-
dated for that purpose based on infor-
mation not available at the time that
determination needed to be made. For
example, RAB shares determined in
order to determine IDC shares for a
particular taxable year (as set forth in
paragraphs (b)(1)(i) and (d)(4) of this
section) shall not be recomputed based
on information not available at that
time. Similarly, RAB shares deter-
mined for the purpose of using a par-
ticular method such as the acquisition
price method (as set forth in paragraph
(2)(5)(ii) of this section) to evaluate the
arm’s length amount charged in a PCT
shall not be recomputed based on infor-
mation not available at the date of
that PCT. However, nothing in this
paragraph (e)(1)(i) shall limit the Com-
missioner’s use of subsequently avail-
able information for purposes of its al-
location determinations in accordance
with the provisions of paragraph (i)
(Allocations by the Commissioner in
connection with a CSA) of this section.

(ii) Reliability. A controlled partici-
pant’s RAB share must be determined
by using the most reliable estimate. In
determining which of two or more
available estimates is most reliable,
the quality of the data and assump-
tions used in the analysis must be
taken into account, consistent with
§1.482-1(c)(2)(ii) (Data and assump-
tions). Thus, the reliability of an esti-
mate will depend largely on the com-
pleteness and accuracy of the data, the
soundness of the assumptions, and the
relative effects of particular defi-
ciencies in data or assumptions on dif-
ferent estimates. If two estimates are
equally reliable, no adjustment should
be made based on differences between
the estimates. The following factors
will be particularly relevant in deter-
mining the reliability of an estimate of
RAB shares:

(A) The basis used for measuring ben-
efits, as described in paragraph
(e)(2)(ii) of this section.
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(B) The projections used to estimate
benefits, as described in paragraph
(e)(2)(iii) of this section.

(iii) Examples. The following exam-
ples illustrate the principles of this
paragraph (e)(1):

Example 1. (i) USP and FS plan to conduct
research to develop Product Lines A and B.
USP and F'S reasonably anticipate respective
benefits from Product Line A of 100X and
200X and respective benefits from Product
Line B, respectively, of 300X and 400X. USP
and F'S thus reasonably anticipate combined
benefits from Product Lines A and B of 400X
and 600X, respectively.

(ii) USP and FS could enter into a separate
CSA to develop Product Line A with respec-
tive RAB shares of 33% percent and 6625 per-
cent (reflecting a ratio of 100X to 200X), and
into a separate CSA to develop Product Line
B with respective RAB shares of 4297 percent
and 57% percent (reflecting a ratio of 300X to
400X). Alternatively, USP and F'S could enter
into a single CSA to develop both Product
Lines A and B with respective RAB shares of
40 percent and 60 percent (in the ratio of 400X
to 600X). If the separate CSAs are chosen,
then any costs for activities that contribute
to developing both Product Line A and Prod-
uct Line B will constitute IDCs of the respec-
tive CSAs as required by paragraphs (d)(1)
and (2) of this section.

Example 2. (i) USP, a US company, wholly
owns foreign subsidiary, FS. USP and FS
enter into a CSA at the start of Year 1. The
CSA’s total IDCs are $100,000 in each year for
Years 1 through 4. In Year 1, USP correctly
estimates its RAB share as 50%, based on in-
formation available at the time, and there-
fore correctly computes $50,000 as its cost
contribution for Year 1.

(ii) In Year 4, USP correctly estimates its
RAB share to be 70%, based on information
available at the time and, therefore, cor-
rectly computes $70,000 as its cost contribu-
tion for Year 4.

(iii) In Year 4, USP also files an amended
return for Year 1 in which USP deducts a
cost contribution of $70,000, asserting that,
for this purpose, it should revise its Year 1
estimated RAB share to 70% based on the in-
formation that is now available to it in Year
4. The Commissioner determines that USP is
incorrect for two reasons. First, a RAB share
determined for a particular purpose (here, to
determine USP’s IDC shares and thus USP’s
cost contributions in Year 1) should not be
revised based on information not available
to USP until Year 4. See paragraph (e)(1)(i)
of this section. Second, more generally, USP
is not permitted to file an amended return
for this purpose under §1.482-1(a)(3). There-
fore, for both of these reasons, Commissioner
adjusts USP’s amended return for Year 1 by
disallowing $20,000 of the $70,000 deduction.

743



§1.482-7

(2) Measure of benefits—(i) In general.
In order to estimate a controlled par-
ticipant’s RAB share, the amount of
each controlled participant’s reason-
ably anticipated benefits must be
measured on a basis that is consistent
for all such participants. See paragraph
(e)(2)(i)(E) Example 9 of this section. If
a controlled participant transfers a
cost shared intangible to another con-
trolled taxpayer, other than by way of
a transfer described in paragraph (f) of
this section, that controlled partici-
pant’s benefits from the transferred in-
tangible must be measured by ref-
erence to the transferee’s benefits, dis-
regarding any consideration paid by
the transferee to the controlled partici-
pant (such as a royalty pursuant to a
license agreement). Reasonably antici-
pated benefits are measured either on a
direct basis, by reference to estimated
benefits to be generated by the use of
cost shared intangibles (generally
based on additional revenues plus cost
savings less any additional costs in-
curred), or on an indirect basis, by ref-
erence to certain measurements that
reasonably can be assumed to relate to
benefits to be generated. Such indirect
bases of measurement of anticipated
benefits are described in paragraph
(e)(2)(ii) of this section. A controlled
participant’s reasonably anticipated
benefits must be measured on the
basis, whether direct or indirect, that
most reliably determines RAB shares.
In determining which of two bases of
measurement is most reliable, the fac-
tors set forth in §1.482-1(c)(2)(ii) (Data
and assumptions) must be taken into
account. It normally will be expected
that the basis that provided the most
reliable estimate for a particular year
will continue to provide the most reli-
able estimate in subsequent years, ab-
sent a material change in the factors
that affect the reliability of the esti-
mate. Regardless of whether a direct or
indirect basis of measurement is used,
adjustments may be required to ac-
count for material differences in the
activities that controlled participants
undertake to exploit their interests in
cost shared intangibles. See Examples 4
and 7 of paragraph (e)(2)(ii)(E) of this
section.

(i1) Indirect bases for measuring antici-
pated benefits. Indirect bases for meas-
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uring anticipated benefits from partici-
pation in a CSA include the following:

(A) Units used, produced, or sold. Units
of items used, produced, or sold by each
controlled participant in the business
activities in which cost shared intangi-
bles are exploited may be used as an in-
direct basis for measuring its antici-
pated benefits. This basis of measure-
ment will more reliably determine
RAB shares to the extent that each
controlled participant is expected to
have a similar increase in net profit or
decrease in net loss attributable to the
cost shared intangibles per unit of the
item or items used, produced, or sold.
This circumstance is most likely to
arise when the cost shared intangibles
are exploited by the controlled partici-
pants in the use, production, or sale of
substantially uniform items under
similar economic conditions.

(B) Sales. Sales by each controlled
participant in the business activities in
which cost shared intangibles are ex-
ploited may be used as an indirect
basis for measuring its anticipated ben-
efits. This basis of measurement will
more reliably determine RAB shares to
the extent that each controlled partici-
pant is expected to have a similar in-
crease in net profit or decrease in net
loss attributable to cost shared intan-
gibles per dollar of sales. This cir-
cumstance is most likely to arise if the
costs of exploiting cost shared intangi-
bles are not substantial relative to the
revenues generated, or if the principal
effect of using cost shared intangibles
is to increase the controlled partici-
pants’ revenues (for example, through a
price premium on the products they
sell) without affecting their costs sub-
stantially. Sales by each controlled
participant are unlikely to provide a
reliable basis for measuring RAB
shares unless each controlled partici-
pant operates at the same market level
(for example, manufacturing, distribu-
tion, etc.).

(C) Operating profit. Operating profit
of each controlled participant from the
activities in which cost shared intangi-
bles are exploited, as determined before
any expense (including amortization)
on account of IDCs, may be used as an
indirect basis for measuring antici-
pated benefits. This basis of measure-
ment will more reliably determine

744



Internal Revenue Service, Treasury

RAB shares to the extent that such
profit is largely attributable to the use
of cost shared intangibles, or if the
share of profits attributable to the use
of cost shared intangibles is expected
to be similar for each controlled par-
ticipant. This circumstance is most
likely to arise when cost shared intan-
gibles are closely associated with the
activity that generates the profit and
the activity could not be carried on or
would generate little profit without
use of those intangibles.

(D) Other bases for measuring antici-
pated benefits. Other bases for meas-
uring anticipated benefits may in some
circumstances be appropriate, but only
to the extent that there is expected to
be a reasonably identifiable relation-
ship between the basis of measurement
used and additional revenue generated
or net costs saved by the use of cost
shared intangibles. For example, a di-
vision of costs based on employee com-
pensation would be considered unreli-
able unless there were a relationship
between the amount of compensation
and the expected additional revenue
generated or net costs saved by the
controlled participants from using the
cost shared intangibles.

(BE) Examples. The following examples
illustrates this paragraph (e)(2)(ii):

Example 1. Controlled parties A and B enter
into a CSA to develop product and process
intangibles for already existing Product P.
Without such intangibles, A and B would
each reasonably anticipate revenue, in
present value terms, of $100M from sales of
Product P until it becomes obsolete. With
the intangibles, A and B each reasonably an-
ticipate selling the same number of units
each year, but reasonably anticipate that
the price will be higher. Because the par-
ticular product intangible is more highly re-
garded in A’s market, A reasonably antici-
pates an increase of $20M in present value
revenue from the product intangible, while B
reasonably anticipates an increase of only
$10M in present value from the product in-
tangible. Further, A and B each reasonably
anticipate spending an additional amount
equal to $56M in present value in production
costs to include the feature embodying the
product intangible. Finally, A and B each
reasonably anticipate saving an amount
equal to $2M in present value in production
costs by using the process intangible. A and
B reasonably anticipate no other economic
effects from exploiting the cost shared intan-
gibles. A’s reasonably anticipated benefits
from exploiting the cost shared intangibles
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equal its reasonably anticipated increase in
revenue ($20M) plus its reasonably antici-
pated cost savings ($2M) less its reasonably
anticipated increased costs ($6M), which
equals $17M. Similarly, B’s reasonably an-
ticipated benefits from exploiting the cost
shared intangibles equal its reasonably an-
ticipated increase in revenue ($10M) plus its
reasonably anticipated cost savings ($2M)
less its reasonably anticipated increased
costs ($56M), which equals $7M. Thus A’s rea-
sonably anticipated benefits are $17M and B’s
reasonably anticipated benefits are $7TM.

Example 2. Foreign Parent (FP) and U.S.
Subsidiary (USS) both produce a feedstock
for the manufacture of various high-perform-
ance plastic products. Producing the feed-
stock requires large amounts of electricity,
which accounts for a significant portion of
its production cost. FP and USS enter into a
CSA to develop a new process that will re-
duce the amount of electricity required to
produce a unit of the feedstock. FP and USS
currently both incur an electricity cost of $2
per unit of feedstock produced and rates for
each are expected to remain similar in the
future. The new process, if it is successful,
will reduce the amount of electricity re-
quired by each company to produce a unit of
the feedstock by 50%. Switching to the new
process would not require FP or USS to
incur significant investment or other costs.
Therefore, the cost savings each company is
expected to achieve after implementing the
new process are $1 per unit of feedstock pro-
duced. Under the CSA, FP and USS divide
the costs of developing the new process based
on the units of the feedstock each is antici-
pated to produce in the future. In this case,
units produced is the most reliable basis for
measuring RAB shares and dividing the IDCs
because each controlled participant is ex-
pected to have a similar $1 (560% of current
charge of $2) decrease in costs per unit of the
feedstock produced.

Example 3. The facts are the same as in Ex-
ample 2, except that currently USS pays $3
per unit of feedstock produced for electricity
while FP pays $6 per unit of feedstock pro-
duced. In this case, units produced is not the
most reliable basis for measuring RAB
shares and dividing the IDCs because the
participants do not expect to have a similar
decrease in costs per unit of the feedstock
produced. The Commissioner determines
that the most reliable measure of RAB
shares may be based on units of the feed-
stock produced if FP’s units are weighted
relative to USS’s units by a factor of 2. This
reflects the fact that FP pays twice as much
as USS for electricity and, therefore, FP’s
savings of $3 per unit of the feedstock (50%
reduction of current charge of $6) would be
twice USS’s savings of $1.50 per unit of feed-
stock (50% reduction of current charge of $3)
from any new process eventually developed.
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Example 4. The facts are the same as in Ex-
ample 3, except that to supply the particular
needs of the U.S. market USS manufactures
the feedstock with somewhat different prop-
erties than FP’s feedstock. This requires
USS to employ a somewhat different produc-
tion process than does FP. Because of this
difference, USS would incur significant con-
struction costs in order to adopt any new
process that may be developed under the cost
sharing agreement. In this case, units pro-
duced is not the most reliable basis for meas-
uring RAB shares. In order to reliably deter-
mine RAB shares, the Commissioner meas-
ures the reasonably anticipated benefits of
USS and FP on a direct basis. USS’s reason-
ably anticipated benefits are its reasonably
anticipated total savings in electricity costs,
less its reasonably anticipated costs of
adopting the new process. FS’s reasonably
anticipated benefits are its reasonably an-
ticipated total savings in electricity costs.

Example 5. U.S. Parent (USP) and Foreign
Subsidiary (F'S) enter into a CSA to develop
new anesthetic drugs. USP obtains the right
to market any resulting drugs in the United
States and FS obtains the right to market
any resulting drugs in the rest of the world.
USP and FS determine RAB shares on the
basis of their respective total anticipated op-
erating profit from all drugs under develop-
ment. USP anticipates that it will receive a
much higher profit than F'S per unit sold be-
cause the price of the drugs is not regulated
in the United States, whereas the price of
the drugs is regulated in many non-U.S. ju-
risdictions. In both controlled participants’
territories, the anticipated operating profits
are almost entirely attributable to the use of
the cost shared intangibles. In this case, the
controlled participants’ basis for measuring
RAB shares is the most reliable.

Example 6. (i) Foreign Parent (FP) and U.S.
Subsidiary (USS) manufacture and sell fer-
tilizers. They enter into a CSA to develop a
new pellet form of a common agricultural
fertilizer that is currently available only in
powder form. Under the CSA, USS obtains
the rights to produce and sell the new form
of fertilizer for the U.S. market while FP ob-
tains the rights to produce and sell the new
form of fertilizer in the rest of the world.
The costs of developing the new form of fer-
tilizer are divided on the basis of the antici-
pated sales of fertilizer in the controlled par-
ticipants’ respective markets.

(ii) If the research and development is suc-
cessful, the pellet form will deliver the fer-
tilizer more efficiently to crops and less fer-
tilizer will be required to achieve the same
effect on crop growth. The pellet form of fer-
tilizer can be expected to sell at a price pre-
mium over the powder form of fertilizer
based on the savings in the amount of fer-
tilizer that needs to be used. This price pre-
mium will be a similar premium per dollar of
sales in each territory. If the research and
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development is successful, the costs of pro-
ducing pellet fertilizer are expected to be ap-
proximately the same as the costs of pro-
ducing powder fertilizer and the same for
both FP and USS. Both FP and USS operate
at approximately the same market levels,
selling their fertilizers largely to inde-
pendent distributors.

(iii) In this case, the controlled partici-
pants’ basis for measuring RAB shares is the
most reliable.

Example 7. The facts are the same as in Ex-
ample 6, except that FP distributes its fer-
tilizers directly while USS sells to inde-
pendent distributors. In this case, sales of
USS and FP are not the most reliable basis
for measuring RAB shares unless adjust-
ments are made to account for the difference
in market levels at which the sales occur.

Example 8. Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a CSA to de-
velop materials that will be used to train all
new entry-level employees. FP and USS de-
termine that the new materials will save ap-
proximately ten hours of training time per
employee. Because their entry-level employ-
ees are paid on differing wage scales, FP and
USS decide that they should not measure
benefits based on the number of entry-level
employees hired by each. Rather, they meas-
ure benefits based on compensation paid to
the entry-level employees hired by each. In
this case, the basis used for measuring RAB
shares is the most reliable because there is a
direct relationship between compensation
paid to new entry-level employees and costs
saved by FP and USS from the use of the new
training materials.

Example 9. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1), and Foreign Subsidiary 2
(F'S2) enter into a CSA to develop computer
software that each will market and install
on customers’ computer systems. The con-
trolled participants measure benefits on the
basis of projected sales by USP, FS1, and FS2
of the software in their respective geo-
graphic areas. However, FS1 plans not only
to sell but also to license the software to un-
related customers, and FS1’s licensing in-
come (which is a percentage of the licensees’
sales) is not counted in the projected bene-
fits. In this case, the basis used for meas-
uring the benefits of each controlled partici-
pant is not the most reliable because all of
the benefits received by controlled partici-
pants are not taken into account. In order to
reliably determine RAB shares, FS1’s pro-
jected benefits from licensing must be in-
cluded in the measurement on a basis that is
the same as that used to measure its own
and the other controlled participants’ pro-
jected benefits from sales (for example, all
controlled participants might measure their
benefits on the basis of operating profit).

(iii) Projections used to estimate bene-
fits—(A) In general. The reliability of an

746



Internal Revenue Service, Treasury

estimate of RAB shares also depends
upon the reliability of projections used
in making the estimate. Projections
required for this purpose generally in-
clude a determination of the time pe-
riod between the inception of the re-
search and development activities
under the CSA and the receipt of bene-
fits, a projection of the time over
which benefits will be received, and a
projection of the benefits anticipated
for each year in which it is anticipated
that the cost shared intangible will
generate benefits. A projection of the
relevant basis for measuring antici-
pated benefits may require a projection
of the factors that underlie it. For ex-
ample, a projection of operating profits
may require a projection of sales, cost
of sales, operating expenses, and other
factors that affect operating profits. If
it is anticipated that there will be sig-
nificant variation among controlled
participants in the timing of their re-
ceipt of benefits, and consequently ben-
efit shares are expected to vary signifi-
cantly over the years in which benefits
will be received, it normally will be
necessary to use the present value of
the projected benefits to reliably deter-
mine RAB shares. See paragraph
(2)(2)(v) of this section for best method
considerations regarding discount rates
used for this purpose. If it is not antici-
pated that benefit shares will signifi-
cantly change over time, current an-
nual benefit shares may provide a reli-
able projection of RAB shares. This cir-
cumstance is most likely to occur
when the CSA is a long-term arrange-
ment, the arrangement covers a wide
variety of intangibles, the composition
of the cost shared intangibles is un-
likely to change, the cost shared intan-
gibles are unlikely to generate unusual
profits, and each controlled partici-
pant’s share of the market is stable.

(B) Examples. The following examples
illustrate the principles of this para-
graph (e)(2)(iii):

Example 1. (i) Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a CSA to de-
velop a new car model. The controlled par-
ticipants plan to spend four years developing
the new model and four years producing and
selling the new model. USS and FP project
total sales of $4 billion and $2 billion, respec-
tively, over the planned four years of exploi-
tation of the new model. The controlled par-
ticipants determine RAB shares for each
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year of 6623% for USS and 33%% for FP,
based on projected total sales.

(ii) USS typically begins producing and
selling new car models a year after FP be-
gins producing and selling new car models.
In order to reflect USS’s one-year lag in in-
troducing new car models, a more reliable
projection of each participant’s RAB share
would be based on a projection of all four
yvears of sales for each participant, dis-
counted to present value.

Example 2. U.S. Parent (USP) and Foreign
Subsidiary (FS) enter into a CSA to develop
new and improved household cleaning prod-
ucts. Both controlled participants have sold
household cleaning products for many years
and have stable worldwide market shares.
The products under development are un-
likely to produce unusual profits for either
controlled participant. The controlled par-
ticipants determine RAB shares on the basis
of each controlled participant’s current sales
of household cleaning products. In this case,
the controlled participants’ RAB shares are
reliably projected by current sales of clean-
ing products.

Example 3. The facts are the same as in Ex-
ample 2, except that FS’s market share is
rapidly expanding because of the business
failure of a competitor in its geographic
area. The controlled participants’ RAB
shares are not reliably projected by current
sales of cleaning products. FS’s benefit pro-
jections should take into account its growth
in market share.

Example 4. Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a CSA to de-
velop synthetic fertilizers and insecticides.
FP and USS share costs on the basis of each
controlled participant’s current sales of fer-
tilizers and insecticides. The market shares
of the controlled participants have been sta-
ble for fertilizers, but FP’s market share for
insecticides has been expanding. The con-
trolled participants’ projections of RAB
shares are reliable with regard to fertilizers,
but not reliable with regard to insecticides;
a more reliable projection of RAB shares
would take into account the expanding mar-
ket share for insecticides.

(f) Changes in participation under a
CSA—(1) In general. A change in par-
ticipation under a CSA occurs when
there is either a controlled transfer of
interests or a capability variation. A
change in participation requires arm’s
length consideration under paragraph
(a)(3)(ii) of this section, and as more
fully described in this paragraph (f).

(2) Controlled transfer of interests. A
controlled transfer of interests occurs
when a participant in a CSA transfers
all or part of its interests in cost
shared intangibles under the CSA in a
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controlled transaction, and the trans-
feree assumes the associated obliga-
tions under the CSA. For example, a
change in the territorial based divi-
sional interests or field of use based di-
visional interests, as described in para-
graph (b)(4), is a controlled transfer of
interests. After the controlled transfer
of interests occurs, the CSA will still
exist if at least two controlled partici-
pants still have interests in the cost
shared intangibles. In such a case, the
transferee will be treated as succeeding
to the transferor’s prior history under
the CSA as pertains to the transferred
interests, including the transferor’s
cost contributions, benefits derived,
and PCT Payments attributable to
such rights or obligations. A transfer
that would otherwise constitute a con-
trolled transfer of interests for pur-
poses of this paragraph (f)(2) shall not
constitute a controlled transfer of in-
terests if it also constitutes a capa-
bility variation for purposes of para-
graph (f)(3) of this section.

(3) Capability variation. A capability
variation occurs when, in a CSA in
which interests in cost shared intangi-
bles are divided as described in para-
graph (b)(4)(iv) of this section, the con-
trolled participants’ division of inter-
ests or their relative capabilities or ca-
pacities to benefit from the cost shared
intangibles are materially altered. For
purposes of paragraph (a)(3)(ii) of this
section, a capability variation is con-
sidered to be a controlled transfer of
interests in cost shared intangibles, in
which any controlled participant whose
RAB share decreases as a result of the
capability variation is a transferor,
and any controlled participant whose
RAB share thus increases is the trans-
feree of the interests in cost shared in-
tangibles.

(4) Arm’s length consideration for a
change in participation. In the event of
a change in participation, the arm’s
length amount of consideration from
the transferee, under the rules of
§§1.482-1 and 1.482-4 through 1.482-6 and
paragraph (a)(3)(ii) of this section, will
be determined consistent with the rea-
sonably anticipated incremental
change in the returns to the transferee
and transferor resulting from such
change in participation. Such changes
in returns will themselves depend on
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the reasonably anticipated incremental
changes in the benefits from exploiting
the cost shared intangibles, IDCs
borne, and PCT Payments (if any).
However, any arm’s length consider-
ation required under this paragraph
(f)(4) with respect to a capability vari-
ation shall be reduced as necessary to
prevent duplication of an adjustment
already performed under paragraph
(1)(2)(ii1)(A) of this section that resulted
from the same capability variation. If
an adjustment has been performed al-
ready under this paragraph (f)(4) with
respect to a capability variation, then
for purposes of any adjustment to be
performed under paragraph (i)(2)(ii)(A)
of this section, the controlled partici-
pants’ projected benefit shares referred
to in paragraph (i)(2)(ii)(A) of this sec-
tion shall be considered to be the con-
trolled participants’ respective RAB
shares after the capability variation
occurred.

() Examples. The following examples
illustrate the principles of this para-
graph (f):

Example 1. X, Y, and Z are the only con-
trolled participants in a CSA. The CSA di-
vides interests in cost shared intangibles on
a territorial basis as described in paragraph
(b)(4)(ii) of this section. X is assigned the ter-
ritories of the Americas, Y is assigned the
territory of the UK and Australia, and Z is
assigned the rest of the world. When the CSA
is formed, X has a platform contribution T.
Under the PCTs for T, Y and Z are each obli-
gated to pay X royalties equal to five per-
cent of their respective sales. Aside from T,
there are no platform contributions. Two
years after the formation of the CSA, Y
transfers to Z its interest in cost shared in-
tangibles relating to the UK territory, and
the associated obligations, in a controlled
transfer of interests described in paragraph
(£)(2) of this section. At that time the reason-
ably anticipated benefits from exploiting
cost shared intangibles in the UK have a
present value of $11M, the reasonably antici-
pated IDCs to be borne relating to the UK
territory have a present value of $3M, and
the reasonably anticipated PCT Payments to
be made to X relating to sales in the UK ter-
ritory have a present value of $2M. As arm’s
length consideration for the change in par-
ticipation due to the controlled transfer of
interests, Z must pay Y compensation with
an anticipated present value of $11M, less
$3M, less $2M, which equals $6M.

Example 2. As in Example 2 of paragraph
(b)(4)(v) of this section, companies P and S,
both members of the same controlled group,
enter into a CSA to develop product Z. P and
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S agree to divide their interest in product Z
based on site of manufacturing. P will have
exclusive and perpetual rights in product Z
manufactured in facilities owned by P. S will
have exclusive and perpetual rights to prod-
uct Z manufactured in facilities owned by S.
P and S agree that neither will license man-
ufacturing rights in product Z to any related
or unrelated party. Both P and S maintain
books and records that allow production at
all sites to be verified. Both own facilities
that will manufacture product Z and the rel-
ative capacities of these sites are known. All
facilities are currently operating at near ca-
pacity and are expected to continue to oper-
ate at near capacity when product Z enters
production so that it will not be feasible to
shift production between P’s and S’s facili-
ties. P and S have no plans to build new fa-
cilities and the lead time required to plan
and build a manufacturing facility precludes
the possibility that P or S will build a new
facility during the period for which sales of
Product Z are expected. When the CSA is
formed, P has a platform contribution T.
Under the PCT for T, S is obligated to pay P
sales-based royalties according to a certain
formula. Aside from T, there are no other
platform contributions. Two years after the
formation of the CSA, owing to a change in
plans not reasonably foreseeable at the time
the CSA was entered into, S acquires addi-
tional facilities F for the manufacture of
Product Z. Such acquisition constitutes a ca-
pability variation described in paragraph
(f)(3) of this section. Under this capability
variation, S’s RAB share increases from 50%
to 60%. Accordingly, there is a compensable
change in participation under paragraph
(£)(3) of this section.

(g) Supplemental guidance on methods
applicable to PCTs—(1) In general. This
paragraph (g) provides supplemental
guidance on applying the methods list-
ed in this paragraph (g)(1) for purposes
of evaluating the arm’s length amount
charged in a PCT. Each method will
yield a value for the compensation ob-
ligation of each PCT Payor consistent
with the product of the combined pre-
tax value to all controlled participants
of the platform contribution that is the
subject of the PCT and the PCT
Payor’s RAB share. Each method must
yield results consistent with measuring
the value of a platform contribution by
reference to the future income antici-
pated to be generated by the resulting
cost shared intangibles. The methods
are—

(i) The comparable uncontrolled
transaction method described in §1.482—
4(c), or the comparable uncontrolled
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services price method described in
§1.482-9(c), as further described in para-
graph (g)(3) of this section;

(ii) The income method, described in
paragraph (g)(4) of this section;

(iii) The acquisition price method,
described in paragraph (g)(6) of this
section;

(iv) The market capitalization meth-
od, described in paragraph (g)(6) of this
section;

(v) The residual profit split method,
described in paragraph (g)(7) of this
section; and

(vi) Unspecified methods, described
in paragraph (g)(8) of this section.

(2) Best method analysis applicable for
evaluation of a PCT pursuant to a CSA—
(i) In general. BEach method must be ap-
plied in accordance with the provisions
of §1.482-1, including the best method
rule of §1.482-1(c), the comparability
analysis of §1.482-1(d), and the arm’s
length range of §1.482-1(e), except as
those provisions are modified in this
paragraph (g).

(ii) Comsistency with upfront contrac-
tual terms and risk allocation—the inves-
tor model—(A) In general. Although all
of the factors entering into a best
method analysis described in §1.482-1(c)
and (d) must be considered, specific
factors may be particularly relevant in
the context of a CSA. In particular, the
relative reliability of an application of
any method depends on the degree of
consistency of the analysis with the
applicable contractual terms and allo-
cation of risk under the CSA and this
section among the controlled partici-
pants as of the date of the PCT, unless
a change in such terms or allocation
has been made in return for arm’s
length consideration. In this regard, a
CSA involves an upfront division of the
risks as to both reasonably anticipated
obligations and reasonably anticipated
benefits over the reasonably antici-
pated term of the CSA Activity. Ac-
cordingly, the relative reliability of an
application of a method also depends
on the degree of consistency of the
analysis with the assumption that, as
of the date of the PCT, each controlled
participant’s aggregate net investment
in the CSA Activity (including plat-
form contributions, operating con-
tributions, as such term is defined in
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paragraph (j)(1)(i) of this section, oper-
ating cost contributions, as such term
is defined in paragraph (j)(1)(i) of this
section, and cost contributions) is rea-
sonably anticipated to earn a rate of
return (which might be reflected in a
discount rate used in applying a meth-
od) appropriate to the riskiness of the
controlled participant’s CSA Activity
over the entire period of such CSA Ac-
tivity. If the cost shared intangibles
themselves are reasonably anticipated
to contribute to developing other in-
tangibles, then the period described in
the preceding sentence includes the pe-
riod, reasonably anticipated as of the
date of the PCT, of developing and ex-
ploiting such indirectly benefited in-
tangibles.

(B) Example. The following example
illustrates the principles of this para-
graph (g)(2)(ii):

Example. (i) P, a U.S. corporation, has de-
veloped a software program, DEF, which ap-
plies certain algorithms to reconstruct com-
plete DNA sequences from partially-observed
DNA sequences. S is a wholly-owned foreign
subsidiary of P. On the first day of Year 1, P
and S enter into a CSA to develop a new gen-
eration of genetic tests, GHI, based in part
on the use of DEF. DEF is therefore a plat-
form contribution of P for which compensa-
tion is due from S pursuant to a PCT. S
makes no platform contributions to the CSA.
Sales of GHI are projected to commence two
years after the inception of the CSA and
then to continue for eight more years. Based
on industry experience, P and S are con-
fident that GHI will be replaced by a new
type of genetic testing based on technology
unrelated to DEF or GHI and that, at that
point, GHI will have no further value. P and
S project that that replacement will occur at
the end of Year 10.

(ii) For purposes of valuing the PCT for P’s
platform contribution of DEF to the CSA, P
and S apply a type of residual profit split
method that is not described in paragraph
(2)(7) of this section and which, accordingly,
constitutes an unspecified method. See para-
graph (g)(7)(i) (last sentence) of this section.
The principles of this paragraph (g)(2) apply
to any method for valuing a PCT, including
the unspecified method used by P and S.

(iii) Under the method employed by P and
S, in each year, a portion of the income from
sales of GHI in S’s territory is allocated to
certain routine contributions made by S.
The residual of the profit or loss from GHI
sales in S’s territory after the routine allo-
cation step is divided between P and S pro
rata to their capital stocks allocable to S’s
territory. Each controlled participant’s cap-
ital stock is computed by capitalizing, ap-
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plying a capital growth factor to, and amor-
tizing its historical expenditures regarding
DEF allocable to S’s territory (in the case of
P), or its ongoing cost contributions towards
developing GHI (in the case of S). The amor-
tization of the capital stocks is effected on a
straight-line basis over an assumed four-year
life for the relevant expenditures. The cap-
ital stocks are grown using an assumed
growth factor that P and S consider to be ap-
propriate.

(iv) The assumption that all expenditures
amortize on a straight-line basis over four
years does not appropriately reflect the prin-
ciple that as of the date of the PCT regard-
ing DEF, every contribution to the develop-
ment of GHI, including DEF, is reasonably
anticipated to have value throughout the en-
tire period of exploitation of GHI which is
projected to continue through Year 10. Under
this method as applied by P and S, the share
of the residual profit in S’s territory that is
allocated to P as a PCT Payment from S will
decrease every year. After Year 4, P’s capital
stock in DEF will necessarily be $0, so that
P will receive none of the residual profit or
loss from GHI sales in S’s territory after
Year 4 as a PCT Payment.

(v) As a result of this limitation of the
PCT Payments to be made by S, the antici-
pated return to S’s aggregate investment in
the CSA, over the whole period of S’s CSA
Activity, is at a rate that is significantly
higher than the appropriate rate of return
for S’s CSA Activity (as determined by a re-
liable method). This discrepancy is not con-
sistent with the investor model principle
that S should anticipate a rate of return to
its aggregate investment in the CSA, over
the whole period of its CSA Activity, appro-
priate for the riskiness of its CSA Activity.
The inconsistency of the method with the in-
vestor model materially lessens its reli-
ability for purposes of a best method anal-
ysis. See §1.482-1(¢c)(2)(i1)(B).

(iii) Consistency of evaluation with re-
alistic alternatives—(A) In general. The
relative reliability of an application of
a method also depends on the degree of
consistency of the analysis with the as-
sumption that uncontrolled taxpayers
dealing at arm’s length would have
evaluated the terms of the transaction,
and only entered into such transaction,
if no alternative is preferable. This
condition is not met, therefore, where
for any controlled participant the total
anticipated present value of its income
attributable to its entering into the
CSA, as of the date of the PCT, is less
than the total anticipated present
value of its income that could be
achieved through an alternative ar-
rangement realistically available to
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that controlled participant. In prin-
ciple, this comparison is made on a
post-tax basis but, in many cases, a
comparison made on a pre-tax basis
will yield equivalent results. See also
paragraph (g)(2)(v)(B)(I) of this section
(Discount rate variation between real-
istic alternatives).

(B) Examples. The following examples
illustrate the principles of this para-
graph (g)(2)(iii):

Example 1. (i) P, a corporation, and S, a
wholly-owned subsidiary of P, enter into a
CSA to develop a personal transportation de-
vice (the product). Under the arrangement, P
will undertake all of the R&D, and manufac-
ture and market the product in Country X. S
will make CST Payments to P for its appro-
priate share of P’s R&D costs, and manufac-
ture and market the product in the rest of
the world. P owns existing patents and trade
secrets that are reasonably anticipated to
contribute to the development of the prod-
uct. Therefore the rights in the patents and
trade secrets are platform contributions for
which compensation is due from S as part of
a PCT.

(ii) 8’s manufacturing and distribution ac-
tivities under the CSA will be routine in na-
ture, and identical to the activities it would
undertake if it alternatively licensed the
product from P.

(iii) Reasonably reliable estimates indicate
that P could develop the product without as-
sistance from S and license the product out-
side of Country X for a royalty of 20% of
sales. Based on reliable financial projections
that include all future development costs
and licensing revenue that are allocable to
the non-Country X market, and using a dis-
count rate appropriate for the riskiness of
P’s role as a licensor (see paragraph (g)(2)(v)
of this section), the post-tax present value of
this licensing alternative to P for the non-
Country X market (measured as of the date
of the PCT) would be $500 million. Thus,
based on this realistic alternative, the an-
ticipated post-tax present value under the
CSA to P in the non-Country X market
(measured as of the date of the PCT), taking
into account anticipated development costs
allocable to the non-Country X market, and
anticipated CST Payments and PCT Pay-
ments from S, and using a discount rate ap-
propriate for the riskiness of P’s role as a
participant in the CSA, should not be less
than $500 million.

Example 2. (i) The facts are the same as in
Example 1, except that there are no reliable
estimates of the value to P from the licens-
ing alternative to the CSA. Further, reason-
ably reliable estimates indicate that an
arm’s length return for S’s routine manufac-
turing and distribution activities is a 10%
mark-up on total costs of goods sold plus op-
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erating expenses related to those activities.
Finally, the Commissioner determines that
the respective activities undertaken by P
and S (other than licensing payments, cost
contributions, and PCT Payments) would be
identical regardless of whether the arrange-
ment was undertaken as a CSA (cost sharing
alternative) or as a long-term licensing ar-
rangement (licensing alternative). In par-
ticular, in both alternatives, P would per-
form all research activities and S would un-
dertake routine manufacturing and distribu-
tion activities associated with its territory.

(ii) P undertakes an economic analysis
that derives S’s cost contributions under the
CSA, based on reliable financial projections.
Based on this and further economic analysis,
P determines S’s PCT Payment as a certain
lump sum amount to be paid as of the date
of the PCT (Date D).

(iii) Based on reliable financial projections
that include S’s cost contributions and that
incorporate S’s PCT Payment, as computed
by P, and using a discount rate appropriate
for the riskiness of S’s role as a CSA partici-
pant (see paragraphs (g)(2)(v) and (4)(vi)(F) of
this section), the anticipated post-tax net
present value to S in the cost sharing alter-
native (measured as of Date D) is $800 mil-
lion. Further, based on these same reliable
projections (but incorporating S’s licensing
payments instead of S’s cost contributions
and PCT Payment), and using a discount
rate appropriate for the riskiness of S’s role
as a long-term licensee, the anticipated post-
tax net present value to S in the licensing al-
ternative (measured as of Date D) is $100 mil-
lion. Thus, S’s anticipated post-tax net
present value is $700 million greater in the
cost sharing alternative than in the licens-
ing alternative. This result suggests that P’s
anticipated post-tax present value must be
significantly less under the cost sharing al-
ternative than under the licensing alter-
native. This means that the reliability of P’s
analysis as described in paragraph (ii) of this
Example 2 is reduced, because P would not be
expected to enter into a CSA if its alter-
native of being a long-term licensor is pref-
erable.

Example 3. (i) The facts are the same as in
paragraphs (i) and (ii) of Example 2. In addi-
tion, based on reliable financial projections
that include S’s cost contributions and S’s
PCT Payment, and using a discount rate ap-
propriate for the riskiness of S’s role as a
CSA participant, the anticipated post-tax
net present value to S under the CSA (meas-
ured as of the date of the PCT) is $50 million.
Also, instead of entering the CSA, S has the
realistic alternative of manufacturing and
distributing product Z unrelated to the per-
sonal transportation device, with the same
anticipated 10% mark-up on total costs that
it would anticipate for its routine activities
in Example 2. Under its realistic alternative,
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at a discount rate appropriate for the riski-
ness of S’s role with respect to product Z, S
anticipates a present value of $100 million.

(ii) Because the lump sum PCT Payment
made by S results in S having a considerably
lower anticipated net present value than S
could achieve through an alternative ar-
rangement realistically available to it, the
reliability of P’s calculation of the lump sum
PCT Payment is reduced.

(iv) Aggregation of transactions. The
combined effect of multiple contem-
poraneous transactions, consisting ei-
ther of multiple PCTs, or of one or
more PCT and one or more other trans-
actions in connection with a CSA that
are not governed by this section (such
as transactions involving cross oper-
ating contributions or make-or-sell
rights), may require evaluation in ac-
cordance with the principles of aggre-
gation described in §1.482-1(f)(2)(i). In
such cases, it may be that the multiple
transactions are reasonably antici-
pated, as of the date of the PCT(s), to
be so interrelated that the method that
provides the most reliable measure of
an arm’s length charge is a method
under this section applied on an aggre-
gate basis for the PCT(s) and other
transactions. A section 482 adjustment
may be made by comparing the aggre-
gate arm’s length charge so determined
to the aggregate payments actually
made for the multiple transactions. In
such a case, it generally will not be
necessary to allocate separately the
aggregate arm’s length charge as be-
tween various PCTs or as between
PCTs and such other transactions.
However, such an allocation may be
necessary for other purposes, such as
applying paragraph (i)(6) (Periodic ad-
justments) of this section. An aggre-
gate determination of the arm’s length
charge for multiple transactions will
often yield a payment for a controlled
participant that is equal to the aggre-
gate value of the platform contribu-
tions and other resources, capabilities,
and rights covered by the multiple
transactions multiplied by that con-
trolled participant’s RAB share. Be-
cause RAB shares only include benefits
from cost shared intangibles, the reli-
ability of an aggregate determination
of payments for multiple transactions
may be reduced to the extent that it
includes transactions covering re-
sources, capabilities, and rights for
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which the controlled participants’ ex-
pected benefit shares differ substan-
tially from their RAB shares.

(v) Discount rate—(A) In general. The
best method analysis in connection
with certain methods or forms of pay-
ment may depend on a rate or rates of
return used to convert projected re-
sults of transactions to present value,
or to otherwise convert monetary
amounts at one or more points in time
to equivalent amounts at a different
point or points in time. For this pur-
pose, a discount rate or rates should be
used that most reliably reflect the
market-correlated risks of activities or
transactions and should be applied to
the best estimates of the relevant pro-
jected results, based on all the infor-
mation potentially available at the
time for which the present value cal-
culation is to be performed. Depending
on the particular facts and cir-
cumstances, the market-correlated
risk involved and thus, the discount
rate, may differ among a company’s
various activities or transactions. Nor-
mally, discount rates are most reliably
determined by reference to market in-
formation.

(B) Considerations in best method anal-
ysis of discount rate—(1) Discount rate
variation between realistic alternatives.
Realistic alternatives may involve
varying risk exposure and, thus, may
be more reliably evaluated using dif-
ferent discount rates. See paragraphs
(2)@)E)(F) and (vi)(F) of this section.
In some circumstances, a party may
have less risk as a licensee of intangi-
bles needed in its operations, and so re-
quire a lower discount rate, than it
would have by entering into a CSA to
develop such intangibles, which may
involve the party’s assumption of addi-
tional risk in funding its cost contribu-
tions to the IDA. Similarly, self-devel-
opment of intangibles and licensing out
may be riskier for the licensor, and so
require a higher discount rate, than en-
tering into a CSA to develop such in-
tangibles, which would relieve the li-
censor of the obligation to fund a por-
tion of the IDCs of the IDA.

(2) Implied discount rates. In some cir-
cumstances, the particular discount
rate or rates used for certain activities
or transactions logically imply that
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certain other activities will have a par-
ticular discount rate or set of rates
(implied discount rates). To the extent
that an implied discount rate is inap-
propriate in light of the facts and cir-
cumstances, which may include reli-
able direct evidence of the appropriate
discount rate applicable for such other
activities, the reliability of any meth-
od is reduced where such method is
based on the discount rates from which
such an inappropriate implied discount
rate is derived. See paragraphs
()@ (Vi)(F)(2) and (g)(4)(viii), Example 8
of this section.

(3) Discount rate wvariation between
forms of payment. Certain forms of pay-
ment may involve different risks than
others. For example, ordinarily a roy-
alty computed on a profits base would
be more volatile, and so require a high-
er discount rate to discount projected
payments to present value, than a roy-
alty computed on a sales base.

(4) Post-taxr rate. In general, discount
rate estimates that may be inferred
from the operations of the capital mar-
kets are post-tax discount rates. There-
fore, an analysis would in principle
apply post-tax discount rates to in-
come net of expense items including
taxes (post-tax income). However, in
certain circumstances the result of ap-
plying a post-tax discount rate to post-
tax income is equivalent to the product
of the result of applying a post-tax dis-
count rate to income net of expense
items other than taxes (pre-tax in-
come), and the difference of one minus
the tax rate (as defined in paragraph
(JH)()(E) of this section). Therefore, in
such circumstances, calculation of pre-
tax income, rather than post-tax in-
come, may be sufficient. See, for exam-
ple, paragraph (g)(4)(1)(G) of this sec-
tion.

(C) Example. The following example
illustrates the principles of this para-
graph (g)(2)(v):

Example. (i) P and S form a CSA to develop
intangible X, which will be used in product
Y. P will develop X, and S will make CST
Payments as its cost contributions. At the
start of the CSA, P has a platform contribu-
tion, for which S commits to make a PCT
Payment of 5% of its sales of product Y. As
part of the evaluation of whether that PCT
Payment is arm’s length, the Commissioner
considers whether P had a more favorable re-
alistic alternative (see paragraph (g)(2)(iii) of
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this section). Specifically, the Commissioner
compares P’s anticipated post-tax dis-
counted present value of the financial pro-
jections under the CSA (taking into account
S’s PCT payment of 5% of its sale of product
Y) with P’s anticipated post-tax discounted
present value of the financial projections
under a reasonably available licensing alter-
native that consists of developing intangible
X on its own and then licensing X to S or to
an uncontrolled party similar to S. In under-
taking the analysis, the Commissioner deter-
mines that, because it would be funding the
entire development of the intangible, P un-
dertakes greater risks in the licensing alter-
native than in the cost sharing alternative
(in the cost sharing alternative P would be
funding only part of the development of the
intangible).

(ii) The Commissioner determines that, as
between the two scenarios, all of the compo-
nents of P’s anticipated financial flows are
identical, except for the CST and PCT Pay-
ments under the CSA, compared to the li-
censing payments under the licensing alter-
native. Accordingly, the Commissioner con-
cludes that the differences in market-cor-
related risks between the two scenarios, and
therefore the differences in discount rates
between the two scenarios, relate to the dif-
ferences in these components of the financial
projections.

(vi) Financial projections. The reli-
ability of an estimate of the value of a
platform or operating contribution in
connection with a PCT will often de-
pend upon the reliability of projections
used in making the estimate. Such pro-
jections should reflect the best esti-
mates of the items projected (normally
reflecting a probability weighted aver-
age of possible outcomes and thus also
reflecting non-market-correlated risk).
Projections necessary for this purpose
may include a projection of sales, IDCs,
costs of developing operating contribu-
tions, routine operating expenses, and
costs of sales. Some method applica-
tions directly estimate projections of
items attributable to separate develop-
ment and exploitation by the con-
trolled participants within their re-
spective divisions. Other method appli-
cations indirectly estimate projections
of items from the perspective of the
controlled group as a whole, rather
than from the perspective of a par-
ticular participant, and then apportion
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the items so estimated on some as-
sumed basis. For example, in some ap-
plications, sales might be directly pro-
jected by division, but worldwide pro-
jections of other items such as oper-
ating expenses might be apportioned
among divisions in the same ratio as
the divisions’ respective sales. Which
approach is more reliable depends on
which provides the most reliable meas-
ure of an arm’s length result, consid-
ering the competing perspectives under
the facts and circumstances in light of
the completeness and accuracy of the
underlying data, the reliability of the
assumptions, and the sensitivity of the
results to possible deficiencies in the
data and assumptions. For these pur-
poses, projections that have been pre-
pared for non-tax purposes are gen-
erally more reliable than projections
that have been prepared solely for pur-
poses of meeting the requirements in
this paragraph (g).

(vii) Accounting principles—(A) In gen-
eral. Allocations or other valuations
done for accounting purposes may pro-
vide a useful starting point but will not
be conclusive for purposes of the best
method analysis in evaluating the
arm’s length charge in a PCT, particu-
larly where the accounting treatment
of an asset is inconsistent with its eco-
nomic value.

(B) Examples. The following examples
illustrate the principles of this para-
graph (g)(2)(vii):

Example 1. (i) USP, a U.S. corporation and
FSub, a wholly-owned foreign subsidiary of
USP, enter into a CSA in Year 1 to develop
software programs with application in the
medical field. Company X is an uncontrolled
software company located in the United
States that is engaged in developing soft-
ware programs that could significantly en-
hance the programs being developed by USP
and FSub. Company X is still in a startup
phase, so it has no currently exploitable
products or marketing intangibles and its
workforce consists of a team of software de-
velopers. Company X has negligible liabil-
ities and tangible property. In Year 2, USP
purchases Company X as part of an uncon-
trolled transaction in order to acquire its in-
process technology and workforce for pur-
poses of the development activities of the
CSA. USP files a consolidated return that in-
cludes Company X. For accounting purposes,
$60 million of the $100 million acquisition
price is allocated to the in-process tech-
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nology and workforce, and the residual $50
million is allocated to goodwill.

(ii) The in-process technology and work-
force of Company X acquired by USP are rea-
sonably anticipated to contribute to devel-
oping cost shared intangibles and therefore
the rights in the in-process technology and
workforce of Company X are platform con-
tributions for which FSub must compensate
USP as part of a PCT. In determining wheth-
er to apply the acquisition price or another
method for purposes of evaluating the arm’s
length charge in the PCT, relevant best
method analysis considerations must be
weighed in light of the general principles of
paragraph (g)(2) of this section. The alloca-
tion for accounting purposes raises an issue
as to the reliability of using the acquisition
price method in this case because it suggests
that a significant portion of the value of
Company X’s nonroutine contributions to
USP’s business activities is allocable to
goodwill, which is often difficult to value re-
liably and which, depending on the facts and
circumstances, might not be attributable to
platform contributions that are to be com-
pensated by PCTs. See paragraph
(2)(5)(iv)(A) of this section.

(iii) Paragraph (2)(2)(vii)(A) of this section
provides that accounting treatment may be
a starting point, but is not determinative for
purposes of assessing or applying methods to
evaluate the arm’s length charge in a PCT.
The facts here reveal that Company X has
nothing of economic value aside from its in-
process technology and assembled workforce.
The $50 million of the acquisition price allo-
cated to goodwill for accounting purposes,
therefore, is economically attributable to ei-
ther of, or both, the in-process technology
and the workforce. That moots the potential
issue under the acquisition price method of
the reliability of valuation of assets not to
be compensated by PCTSs, since there are no
such assets. Assuming the acquisition price
method is otherwise the most reliable meth-
od, the aggregate value of Company X’s in-
process technology and workforce is the full
acquisition price of $100 million. Accord-
ingly, the aggregate value of the arm’s
length PCT Payments due from FSub to USP
for the platform contributions consisting of
the rights in Company X’s in-process tech-
nology and workforce will equal $100 million
multiplied by FSub’s RAB share.

Example 2. (i) The facts are the same as in
Example 1, except that Company X is a ma-
ture software business in the United States
with a successful current generation of soft-
ware that it markets under a recognized
trademark, in addition to having the re-
search team and new generation software in
process that could significantly enhance the
programs being developed under USP’s and
FSub’s CSA. USP continues Company X’s ex-
isting business and integrates the research
team and the in-process technology into the
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efforts under its CSA with FSub. For ac-
counting purposes, the $100 million price for
acquiring Company X is allocated $50 million
to existing software and trademark, $25 mil-
lion to in-process technology and research
workforce, and the residual $256 million to
goodwill and going concern value.

(ii) In this case an analysis of the facts in-
dicates a likelihood that, consistent with the
allocation under the accounting treatment
(although not necessarily in the same
amount), a significant amount of the non-
routine contributions to the USP’s business
activities consist of goodwill and going con-
cern value economically attributable to the
existing U.S. software business rather than
to the platform contributions consisting of
the rights in the in-process technology and
research workforce. In addition, an analysis
of the facts indicates that a significant
amount of the nonroutine contributions to
USP’s business activities consist of the
make-or-sell rights under the existing soft-
ware and trademark, which are not platform
contributions and might be difficult to
value. Accordingly, further consideration
must be given to the extent to which these
circumstances reduce the relative reliability
of the acquisition price method in compari-
son to other potentially applicable methods
for evaluating the PCT Payment.

Example 3. (i) USP, a U.S. corporation, and
FSub, a wholly-owned foreign subsidiary of
USP, enter into a CSA in Year 1 to develop
Product A. Company Y is an uncontrolled
corporation that owns Technology X, which
is critical to the development of Product A.
Company Y currently markets Product B,
which is dependent on Technology X. USP is
solely interested in acquiring Technology X,
but is only able to do so through the acquisi-
tion of Company Y in its entirety for $200
million in an uncontrolled transaction in
Year 2. For accounting purposes, the acquisi-
tion price is allocated as follows: $120 million
to Product B and the underlying Technology
X, $30 million to trademark and other mar-
keting intangibles, and the residual $50 mil-
lion to goodwill and going concern value.
After the acquisition of Company Y, Tech-
nology X is used to develop Product A. No
other part of Company Y is used in any man-
ner. Immediately after the acquisition, prod-
uct B is discontinued, and, therefore, the ac-
companying marketing intangibles become
worthless. None of the previous employees of
Company Y is retained.

(ii) The Technology X of Company Y ac-
quired by USP is reasonably anticipated to
contribute to developing cost shared intangi-
bles and is therefore a platform contribution
for which FSub must compensate USP as
part of a PCT. Although for accounting pur-
poses a significant portion of the acquisition
price of Company Y was allocated to items
other than Technology X, the facts dem-
onstrate that USP had no intention of using
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and therefore placed no economic value on
any part of Company Y other than Tech-
nology X. If USP was willing to pay $200 mil-
lion for Company Y solely for purposes of ac-
quiring Technology X, then assuming the ac-
quisition price method is otherwise the most
reliable method, the value of Technology X
is the full $200 million acquisition price. Ac-
cordingly, the value of the arm’s length PCT
Payment due from FSub to USP for the plat-
form contribution consisting of the rights in
Technology X will equal the product of $200
million and FSub’s RAB share.

(viii) Valuations of subsequent PCTs—
(A) Date of subsequent PCT. The date of
a PCT may occur subsequent to the in-
ception of the CSA. For example, an in-
tangible initially developed outside the
IDA may only subsequently become a
platform contribution because that
later time is the earliest date on which
it is reasonably anticipated to con-
tribute to developing cost shared in-
tangibles within the IDA. In such case,
the date of the PCT, and the analysis
of the arm’s length amount charged in
the subsequent PCT, is as of such later
time.

(B) Best method analysis for subsequent
PCT. In cases where PCTs occur on dif-
ferent dates, the determination of the
arm’s length amount charged, respec-
tively, in the prior and subsequent
PCTs must be coordinated in a manner
that provides the most reliable meas-
ure of an arm’s length result. In some
circumstances, a subsequent PCT may
be reliably evaluated independently of
other PCTs, as may be possible for ex-
ample, under the acquisition price
method. In other circumstances, the
results of prior and subsequent PCTs
may be interrelated and so a subse-
quent PCT may be most reliably evalu-
ated under the residual profit split
method of paragraph (g)(7) of this sec-
tion. In those cases, for purposes of al-
locating the present value of nonrou-
tine residual divisional profit or loss,
and so determining the present value of
the subsequent PCT Payments, in ac-
cordance with paragraph (g)(7)(iii)(C) of
this section, the PCT Payor’s interest
in cost shared intangibles, both already
developed and in process, are treated as
additional PCT Payor operating con-
tributions as of the date of the subse-
quent PCT.

(ix) Arm’s length range—(A) In general.
The guidance in §1.482-1(e) regarding
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determination of an arm’s length
range, as modified by this section, ap-
plies in evaluating the arm’s length
amount charged in a PCT under a
transfer pricing method provided in
this section (applicable method). Sec-
tion 1.482-1(e)(2)(i) provides that the
arm’s length range is ordinarily deter-
mined by applying a single pricing
method selected under the best method
rule to two or more uncontrolled trans-
actions of similar comparability and
reliability although use of more than
one method may be appropriate for the
purposes described in §1.482-1(c)(2)(iii).
The rules provided in §1.482-1(e) and
this section for determining an arm’s
length range shall not override the
rules provided in paragraph (i)(6) of
this section for periodic adjustments
by the Commissioner. The provisions in
paragraphs (g)(2)(ix)(C) and (D) of this
section apply only to applicable meth-
ods that are based on two or more
input parameters as described in para-
graph (g2)(2)(ix)(B) of this section. For
an example of how the rules of this sec-
tion for determining an arm’s length
range of PCT Payments are applied, see
paragraph (g)(4)(viii) of this section.

(B) Methods based on two or more input
parameters. An applicable method may
determine PCT Payments based on cal-
culations involving two or more pa-
rameters whose values depend on the
facts and circumstances of the case
(input parameters). For some input pa-
rameters (market-based input param-
eters), the value is most reliably deter-
mined by reference to data that derives
from uncontrolled transactions (mar-
ket data). For example, the value of
the return to a controlled participant’s
routine contributions, as such term is
defined in paragraph (j)(1)(i) of this sec-
tion, to the CSA Activity (which value
is used as an input parameter in the in-
come method described in paragraph
(g)(4) of this section) may in some
cases be most reliably determined by
reference to the profit level of a com-
pany with rights, resources, and capa-
bilities comparable to those routine
contributions. See §1.482-5. As another
example, the value for the discount
rate that reflects the riskiness of a
controlled participant’s role in the
CSA (which value is used as an input
parameter in the income method de-
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scribed in paragraph (g)(4) of this sec-
tion) may in some cases be most reli-
ably determined by reference to the
stock beta of a company whose overall
risk is comparable to the riskiness of
the controlled participant’s role in the
CSA.

(C) Variable input parameters. For
some market-based input parameters
(variable input parameters), the pa-
rameter’s value is most reliably deter-
mined by considering two or more ob-
servations of market data that have, or
with adjustment can be brought to, a
similar reliability and comparability,
as described in §1.482-1(e)(2)(ii) (for ex-
ample, profit levels or stock betas of
two or more companies). See paragraph
(2)(2)(ix)(B) of this section.

(D) Determination of arm’s length PCT
Payment. For purposes of applying this
paragraph (g)(2)(ix), each input param-
eter is assigned a single most reliable
value, unless it is a variable input pa-
rameter as described in paragraph
(2)(2)(ix)(C) of this section. The deter-
mination of the arm’s length payment
depends on the number of variable
input parameters.

(I) No wvariable input parameters. If
there are no variable input parameters,
the arm’s length PCT Payment is a sin-
gle value determined by using the sin-
gle most reliable value determined for
each input parameter.

(2) Ome wvariable input parameter. If
there is exactly one variable input pa-
rameter, then under the applicable
method, the arm’s length range of PCT
Payments is the interquartile range, as
described in §1.482-1(e)(2)(iii)(C), of the
set of PCT Payment values calculated
by selecting—

(i) Iteratively, the value of the vari-
able input parameter that is based on
each observation as described in para-
graph (g)(2)(ix)(C) of this section; and

(ii) The single most reliable values
for each other input parameter.

(3) More than one variable input pa-
rameter. If there are two or more vari-
able input parameters, then under the
applicable method, the arm’s length
range of PCT Payments is the inter-
quartile range, as described in §1.482—
1(e)(2)(ii)(C), of the set of PCT Pay-
ment values calculated iteratively
using every possible combination of
permitted choices of values for the
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input parameters. For input param-
eters other than a variable input pa-
rameter, the only such permitted
choice is the single most reliable value.
For variable input parameters, such
permitted choices include any value
that is—

(i) Based on one of the observations
described in paragraph (g)(2)(ix)(C) of
this section; and

(i1) Within the interquartile range (as
described in §1.482-1(e)(2)(iii)(C)) of the
set of all values so based.

(E) Adjustments. Section 1.482-1(e)(3),
applied as modified by this paragraph
(2)(2)(ix), determines when the Com-
missioner may make an adjustment to
a PCT Payment due to the taxpayer’s
results being outside the arm’s length
range. Adjustment will be to the me-
dian, as defined in §1.482-1(e)(3). Thus,
the Commissioner is not required to es-
tablish an arm’s length range prior to
making an allocation under section 482.

(x) Valuation undertaken on a pre-tax
basis. PCT Payments in general may
increase the PCT Payee’s tax liability
and decrease the PCT Payor’s tax li-
ability. The arm’s length amount of a
PCT Payment determined under the
methods in this paragraph (g) is the
value of the PCT Payment itself, with-
out regard to such tax effects. There-
fore, the methods under this section
must be applied, with suitable adjust-
ments if needed, to determine the PCT
Payments on a pre-tax basis. See para-
graphs (2)(2)(v)(B) and (4)(i)(G) of this
section.

(3) Comparable uncontrolled transaction
method. The comparable uncontrolled
transaction (CUT) method described in
§1.482-4(c), and the comparable uncon-
trolled services price (CUSP) method
described in §1.482-9(c), may be applied
to evaluate whether the amount
charged in a PCT is arm’s length by
reference to the amount charged in a
comparable uncontrolled transaction.
Although all of the factors entering
into a best method analysis described
in §1.482-1(c) and (d) must be consid-
ered, comparability and reliability
under this method are particularly de-
pendent on similarity of contractual
terms, degree to which allocation of
risks is proportional to reasonably an-
ticipated benefits from exploiting the
results of intangible development,
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similar period of commitment as to the
sharing of intangible development
risks, and similar scope, uncertainty,
and profit potential of the subject in-
tangible development, including a
similar allocation of the risks of any
existing resources, capabilities, or
rights, as well as of the risks of devel-
oping other resources, capabilities, or
rights that would be reasonably antici-
pated to contribute to exploitation
within the parties’ divisions, that is
consistent with the actual allocation of
risks between the controlled partici-
pants as provided in the CSA in accord-
ance with this section. When applied in
the manner described in §1.482-4(c) or
1.482-9(c), the CUT or CUSP method
will typically yield an arm’s length
total value for the platform contribu-
tion that is the subject of the PCT.
That value must then be multiplied by
each PCT Payor’s respective RAB
share in order to determine the arm’s
length PCT Payment due from each
PCT Payor. The reliability of a CUT or
CUSP that yields a value for the plat-
form contribution only in the PCT
Payor’s division will be reduced to the
extent that value is not consistent
with the total worldwide value of the
platform contribution multiplied by
the PCT Payor’s RAB share.

(4) Income method—(i) In general—(A)
Equating cost sharing and licensing alter-
natives. The income method evaluates
whether the amount charged in a PCT
is arm’s length by reference to a con-
trolled participant’s best realistic al-
ternative to entering into a CSA.
Under this method, the arm’s length
charge for a PCT Payment will be an
amount such that a controlled partici-
pant’s present value, as of the date of
the PCT, of its cost sharing alternative
of entering into a CSA equals the
present value of its best realistic alter-
native. In general, the best realistic al-
ternative of the PCT Payor to entering
into the CSA would be to license intan-
gibles to be developed by an uncon-
trolled licensor that undertakes the
commitment to bear the entire risk of
intangible development that would
otherwise have been shared under the
CSA. Similarly, the best realistic al-
ternative of the PCT Payee to entering
into the CSA would be to undertake
the commitment to bear the entire risk
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of intangible development that would
otherwise have been shared under the
CSA and license the resulting intangi-
bles to an uncontrolled licensee. Para-
graphs (g2)(4)(i)(B) through (vi) of this
section describe specific applications of
the income method, but do not exclude
other possible applications of this
method.

(B) Cost sharing alternative. The PCT
Payor’s cost sharing alternative cor-
responds to the actual CSA in accord-
ance with this section, with the PCT
Payor’s obligation to make the PCT
Payments to be determined and its
commitment for the duration of the
IDA to bear cost contributions.

(C) Licensing alternative. The licens-
ing alternative is derived on the basis
of a functional and risk analysis of the
cost sharing alternative, but with a
shift of the risk of cost contributions
to the licensor. Accordingly, the PCT
Payor’s licensing alternative consists
of entering into a license with an un-
controlled party, for a term extending
for what would be the duration of the
CSA Activity, to license the make-or-
sell rights in to-be-developed resources,
capabilities, or rights of the licensor.
Under such license, the licensor would
undertake the commitment to bear the
entire risk of intangible development
that would otherwise have been shared
under the CSA. Apart from any dif-
ference in the allocation of the risks of
the IDA, the Ilicensing alternative
should assume contractual provisions
with regard to non-overlapping divi-
sional intangible interests, and with
regard to allocations of other risks,
that are consistent with the actual
CSA in accordance with this section.
For example, the analysis under the li-
censing alternative should assume a
similar allocation of the risks of any
existing resources, capabilities, or
rights, as well as of the risks of devel-
oping other resources, capabilities, or
rights that would be reasonably antici-
pated to contribute to exploitation
within the parties’ divisions, that is
consistent with the actual allocation of
risks between the controlled partici-
pants as provided in the CSA in accord-
ance with this section. Accordingly,
the financial projections associated
with the licensing and cost sharing al-
ternatives are necessarily the same ex-
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cept for the licensing payments to be
made under the licensing alternative
and the cost contributions and PCT
Payments to be made under the CSA.

(D) Only ome controlled participant
with monroutine platform contributions.
This method involves only one of the
controlled participants providing non-
routine platform contributions as the
PCT Payee. For a method under which
more than one controlled participant
may be a PCT Payee, see the applica-
tion of the residual profit method pur-
suant to paragraph (g)(7) of this sec-
tion.

(E) Income method payment forms. The
income method may be applied to de-
termine PCT Payments in any form of
payment (for example, lump sum, roy-
alty on sales, or royalty on divisional
profit). For converting to another form
of payment, see generally paragraph
(h) (Form of payment rules) of this sec-
tion.

(F) Discount rates appropriate to cost
sharing and licensing alternatives. The
present value of the cost sharing and
licensing alternatives, respectively,
should be determined using the appro-
priate discount rates in accordance
with paragraphs (2)(2)(V) and
(2)(4)(vi)(F') of this section. See, for ex-
ample, §1.482-7(2)(2)(v)(B)(I) (Discount
rate variation between realistic alter-
natives). In circumstances where the
market-correlated risks as between the
cost sharing and licensing alternatives
are not materially different, a reliable
analysis may be possible by using the
same discount rate with respect to
both alternatives.

(G) The effect of taxation on deter-
mining the arm’s length amount. (1) In
principle, the present values of the cost
sharing and licensing alternatives
should be determined by applying post-
tax discount rates to post-tax income
(including the post-tax value to the
controlled participant of the PCT Pay-
ments). If such approach is adopted,
then the post-tax value of the PCT
Payments must be appropriately ad-
justed in order to determine the arm’s
length amount of the PCT Payments
on a pre-tax basis. See paragraph
(2)(2)(x) of this section.

(2) In certain circumstances, post-tax
income may be derived as the product
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of the result of applying a post-tax dis-
count rate to pre-tax income, and a
factor equal to one minus the tax rate
(as defined in (j)(1)(i)). See paragraph
(2)(2)(V)(B) of this section.

(3) To the extent that a controlled
participant’s tax rate is not materially
affected by whether it enters into the
cost sharing or licensing alternative
(or reliable adjustments may be made
for varying tax rates), the factor (that
is, one minus the tax rate) may be can-
celled from both sides of the equation
of the cost sharing and licensing alter-
native present values. Accordingly, in
such circumstance it is sufficient to
apply post-tax discount rates to projec-
tions of pre-tax income for the purpose
of equating the cost sharing and licens-
ing alternatives. The specific applica-
tions of the income method described
in paragraphs (g)(4)(ii) through (iv) of
this section and the examples set forth
in paragraph (g)(4)(viii) of this section
assume that a controlled participant’s
tax rate is not materially affected by
whether it enters into the cost sharing
or licensing alternative.

(ii) Ewaluation of PCT Payor’s cost
sharing alternative. The present value of
the PCT Payor’s cost sharing alter-
native is the present value of the
stream of the reasonably anticipated
residuals over the duration of the CSA
Activity of divisional profits or losses,
minus operating cost contributions,
minus cost contributions, minus PCT
Payments.

(iii) Evaluation of PCT Payor’s licens-
ing alternative—(A) Evaluation based on
CUT. The present value of the PCT
Payor’s licensing alternative may be
determined using the comparable un-
controlled transaction method, as de-
scribed in §1.482-4(c)(1) and (2). In this
case, the present value of the PCT
Payor’s licensing alternative is the
present value of the stream, over what
would be the duration of the CSA Ac-
tivity under the cost sharing alter-
native, of the reasonably anticipated
residuals of the divisional profits or
losses that would be achieved under the
cost sharing alternative, minus oper-
ating cost contributions that would be
made under the cost sharing alter-
native, minus the licensing payments
as determined under the comparable
uncontrolled transaction method.
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(B) Ewvaluation based on CPM. The
present value of the PCT Payor’s li-
censing alternative may be determined
using the comparable profits method,
as described in §1.482-5. In this case,
the present value of the licensing alter-
native is determined as in paragraph
(2)(4)(iii)(A) of this section, except that
the PCT Payor’s licensing payments,
as defined in paragraph (j)(1)(i) of this
section, are determined in each period
to equal the reasonably anticipated re-
siduals of the divisional profits or
losses that would be achieved under the
cost sharing alternative, minus oper-
ating cost contributions that would be
made under the cost sharing alter-
native, minus market returns for rou-
tine contributions, as defined in para-
graph (j)(1)(i) of this section. However,
treatment of net operating contribu-
tions as operating cost contributions
shall be coordinated with the treat-
ment of other routine contributions
pursuant to this paragraph so as to
avoid duplicative market returns to
such contributions.

(iv) Lump sum payment form. Where
the form of PCT Payment is a lump
sum as of the date of the PCT, then,
based on paragraphs (g)(4)(i) through
(iii) of this section, the PCT Payment
equals the difference between—

(A) The present value, using the dis-
count rate appropriate for the cost
sharing alternative, of the stream of
the reasonably anticipated residuals
over the duration of the CSA Activity
of divisional profits or losses, minus
cost contributions and operating cost
contributions; and

(B) The present value of the licensing
alternative.

(v) Application of income method using
differential income stream. In some
cases, the present value of an arm’s
length PCT Payment may be deter-
mined as the present value, discounted
at the appropriate rate, of the PCT
Payor’s reasonably anticipated stream
of additional positive or negative in-
come over the duration of the CSA Ac-
tivity that would result (before PCT
Payments) from undertaking the cost
sharing alternative rather than the li-
censing alternative (differential in-
come stream). See Example 9 of para-
graph (g)(4)(viii) of this section.
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(vi) Best method analysis consider-
ations. (A) Coordination with §1.482-1(c).
Whether results derived from this
method are the most reliable measure
of an arm’s length result is determined
using the factors described under the
best method rule in §1.482-1(c). Thus,
comparability and the quality of data,
the reliability of the assumptions, and
the sensitivity of the results to pos-
sible deficiencies in the data and as-
sumptions, must be considered in de-
termining whether this method pro-
vides the most reliable measure of an
arm’s length result.

(B) Assumptions Concerning Taxr Rates.
This method will be more reliable to
the extent that the controlled partici-
pants’ respective tax rates are not ma-
terially affected by whether they enter
into the cost sharing or licensing alter-
native. Even if this assumption of
invariant tax rates across alternatives
does not hold, this method may still be
reliable to the extent that reliable ad-
justments can be made to reflect the
variation in tax rates.

(C) Coordination with §1.482—4(c)(2). If
the licensing alternative is evaluated
using the comparable uncontrolled
transactions method, as described in
paragraph (g)(4)(iii)(A) of this section,
any additional comparability and reli-
ability considerations stated in §1.482-
4(c)(2) may apply.

(D) Coordination with §1.482-5(c). If
the licensing alternative is evaluated
using the comparable profits method,
as described in paragraph (g)(4)(iii)(B)
of this section, any additional com-
parability and reliability consider-
ations stated in §1.482-5(c) may apply.

(B) Certain Circumstances Concerning
PCT Payor. This method may be used
even if the PCT Payor furnishes signifi-
cant operating contributions, or com-
mits to assume the risk of significant
operating cost contributions, to the
PCT Payor’s division. However, in such
a case, any comparable uncontrolled
transactions described in paragraph
(2)(4)(ii)(A) of this section, and any
comparable transactions used under
§1.482-5(c) as described in paragraphs
(2)(4)(iii)(B) of this section, should be
consistent with such contributions (or
reliable adjustments must be made for
material differences).
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(F) Discount rates—(1) Reflection of
similar risk profiles of cost sharing alter-
native and licensing alternative. Because
the financial projections associated
with the licensing and cost sharing al-
ternatives are the same, except for the
licensing payments to be made under
the licensing alternative and the cost
contributions and PCT Payments to be
made under the cost sharing alter-
native, the analysis of the risk profile
and financial projections for a realistic
alternative to the cost sharing alter-
native must be closely associated with
the risk profile and financial projec-
tions associated with the cost sharing
alternative, differing only in the treat-
ment of licensing payments, cost con-
tributions, and PCT Payments. When
using discount rates in applying the in-
come method, this means that even if
different discount rates are warranted
for the two alternatives, the risk pro-
files for the two discount rates are
closely related to each other because
the discount rate for the licensing al-
ternative and the discount rate for the
cost sharing alternative are both de-
rived from the single probability-
weighted financial projections associ-
ated with the CSA Activity. The dif-
ference, if any, in market-correlated
risks between the licensing and cost
sharing alternatives is due solely to
the different effects on risks of the
PCT Payor making licensing payments
under the licensing alternative, on the
one hand, and the PCT Payor making
cost contributions and PCT Payments
under the cost sharing alternative, on
the other hand. That is, the difference
in the risk profile between the two sce-
narios solely reflects the incremental
risk, if any, associated with the cost
contributions taken on by the PCT
Payor in developing the cost shared in-
tangible under the cost sharing alter-
native, and the difference, if any, in
risk associated with the particular
payment forms of the licensing pay-
ments and the PCT Payments, in light
of the fact that the licensing payments
in the licensing alternative are par-
tially replaced by cost contributions
and partially replaced by PCT Pay-
ments in the cost sharing alternative,
each with its own payment form. An
analysis under the income method that
uses a different discount rate for the
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cost sharing alternative than for the li-
censing alternative will be more reli-
able the greater the extent to which
the difference, if any, between the two
discount rates reflects solely these dif-
ferences in the risk profiles of these
two alternatives. See, for example,
paragraph (g)(2)(iii), Example 2 of this
section.

(2) Use of differential income stream as
a consideration in assessing the best meth-
od. An analysis under the income
method that uses a different discount
rate for the cost sharing alternative
than for the licensing alternative will
be more reliable the greater the extent
to which the implied discount rate for
the projected present value of the dif-
ferential income stream is consistent
with reliable direct evidence of the ap-
propriate discount rate applicable for
activities reasonably anticipated to
generate an income stream with a
similar risk profile to the differential
income stream. Such differential in-
come stream is defined as the stream of
the reasonably anticipated residuals of
the PCT Payor’s licensing payments to
be made under the licensing alter-
native, minus the PCT Payor’s cost
contributions to be made under the
cost sharing alternative. See Example 8
of paragraph (g)(4)(viii) of this section.

(vii) Routine platform and operating
contributions. For purposes of this para-
graph (g)(4), any routine contributions
that are platform or operating con-
tributions, the valuation and PCT Pay-
ments for which are determined and
made independently of the income
method, are treated similarly to cost
contributions and operating cost con-
tributions, respectively. Accordingly,
wherever used in this paragraph (g)(4),
the term ‘‘routine contributions’ shall
not include routine platform or oper-
ating contributions, and wherever the
terms ‘‘cost contributions’ and ‘‘oper-
ating cost contributions’” appear in
this paragraph, they shall include net
routine platform contributions and net
routine operating contributions, re-
spectively. Net routine platform con-
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tributions are the value of a controlled
participant’s total reasonably antici-
pated routine platform contributions,
plus its reasonably anticipated PCT
Payments to other controlled partici-
pants in respect of their routine plat-
form contributions, minus the reason-
ably anticipated PCT Payments it is to
receive from other controlled partici-
pants in respect of its routine platform
contributions. Net routine operating
contributions are the value of a con-
trolled participant’s total reasonably
anticipated routine operating contribu-
tions, plus its reasonably anticipated
arm’s length compensation to other
controlled participants in respect of
their routine operating contributions,
minus the reasonably anticipated
arm’s length compensation it is to re-
ceive from other controlled partici-
pants in respect of its routine oper-
ating contributions.

(viii) Examples. The following exam-
ples illustrate the principles of this
paragraph (g)(4):

Example 1. (i) For simplicity of calculation
in this Example 1, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a software company, has devel-
oped version 1.0 of a new software applica-
tion that it is currently marketing. In Year
1 USP enters into a CSA with its wholly-
owned foreign subsidiary, FS, to develop fu-
ture versions of the software application.
Under the CSA, USP will have the rights to
exploit the future versions in the United
States, and FS will have the rights to exploit
them in the rest of the world. The future
rights in version 1.0, and USP’s development
team, are reasonably anticipated to con-
tribute to the development of future versions
and therefore the rights in version 1.0 and
the research and development team are plat-
form contributions for which compensation
is due from FS as part of a PCT. USP does
not transfer the current exploitation rights
in version 1.0 to FS. F'S will not perform any
research or development activities and does
not furnish any platform contributions nor
does it control any operating intangibles at
the inception of the CSA that would be rel-
evant to the exploitation of version 1.0 or fu-
ture versions of the software.

(ii) F'S undertakes financial projections in
its territory of the CSA:
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(6)

Operating

5 @ Operatin Cok under cos

Year Sales F::osts ¢ contributions sharing

alternative
(excluding PCT)
1 0 0 50 -50
2 0 0 50 -50
3 200 100 50 50
4 400 200 50 150
5 600 300 60 240
6 650 325 65 260
7 700 350 70 280
8 750 375 75 300
9 750 375 75 300
10 e 675 338 68 269
1. 608 304 61 243
12 . 547 273 55 219
13 . 410 205 41 164
14 . 308 154 31 123
15 . 231 115 23 93

F'S anticipates that activity on this applica-
tion will cease after Year 15. The application
was derived from software developed by
Company Q, an uncontrolled party. F'S has a
license under Company Q’s copyright, but
that license expires after Year 15 and will
not be renewed.

(iii) In evaluating the cost sharing alter-
native, F'S concludes that the cost sharing
alternative represents a riskier alternative
for FS than the licensing alternative be-
cause, in cost sharing, FS will take on the
additional risks associated with cost con-
tributions. Taking this difference into ac-
count, FS concludes that the appropriate
discount rate to apply in assessing the li-
censing alternative, based on discount rates

of comparable uncontrolled companies un-
dertaking comparable licensing trans-
actions, would be 13% per year, whereas the
appropriate discount rate to apply in assess-
ing the cost sharing alternative would be
15% per year. FS determines that the arm’s
length rate USP would have charged an un-
controlled licensee for a license of future
versions of the software (if USP had further
developed version 1.0 on its own) is 35% of
the sales price, as determined under the CUT
method in §1.482-4(c). FS also determines
that the tax rate applicable to it will be the
same in the licensing alternative as in the
CSA. Accordingly, the financial projections
associated with the licensing alternative are:

(11)

Operating income

(10). under cost

) @) o (8) - (9), ~ Operating sharing

Year Sales perating Licensing income under _alternative

costs payments licensing minus operating
alternative income under

licensing

alternative
1 0 0 0 0 —50
2 ... 0 0 0 0 -50
3 ... 200 100 70 30 20
4 ... 400 200 140 60 90
5 ... 600 300 210 90 150
6 ... 650 325 228 97 163
7 700 350 245 105 175
8 ... 750 375 263 112 188
9 ... 750 375 263 112 188
10 .. 675 338 236 101 168
11 . 608 304 213 91 152
12 . 547 273 191 83 136
13 .. 410 205 144 61 103
14 .. 308 154 108 46 77
15 .. 231 115 81 35 58
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(iv) Based on these projections and apply-
ing the appropriate discount rate, FS deter-
mines that under the cost sharing alter-

native, the present value of the
siduals of its anticipated divis

stream of re-
ional profits,

reduced by the anticipated operating cost

contributions and cost contributions,

not reduced by any PCT Paym
the stream of anticipated oper:
as shown in column 5) would be

but
ents (that is,
ating income
$889 million.

Under the licensing alternative, the present

value of the stream of residuals

of its antici-

pated divisional profits and losses minus the

operating cost contributions (that is,

stream of anticipated operatin:

the
g income be-

fore licensing payments, which is the present

value of column 7 reduced b
would be $1.419 billion, and the

y column 8)
present value

of the licensing payments would be $994 mil-

lion. Therefore, the total value

of the licens-

ing alternative would be $425 million. In
order for the present value of the cost shar-
ing alternative to equal the present value of
the licensing alternative, the present value
of the PCT Payments must equal $464 mil-
lion. Therefore, the taxpayer makes and re-
ports PCT Payments with a present value of

$464 million.

Example 2. Arm’s length range.
are the same as in Example 1.
sioner accepts the financial pr

(i) The facts
The Commis-
ojections un-

dertaken by FS. Further, the Commissioner
determines that the licensing discount rate

and the CUT licensing rate are

most reliably

determined by reference to comparable un-
controlled discount rates and license rates,

respectively. The observations

that are in
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the interquartile range of the respective
input parameters (see paragraph (g)(2)(ix) of
this section) are as follows:

Comparable
uncontrolled
discount rate

Observations that are within interquartile
range

1 RN

2 12
3 (Median) ... 13
4 15
5 s 17

Comparable
uncontrolled
licensing rate

Observations that are within interquartile
range

1
2

32
3 (Median) 35
4 37
5 40

(ii) Following the principles of paragraph
(2)(2)(ix) of this section, the Commissioner
undertakes 25 different applications of the
income method, using each combination of
the discount rate and licensing rate param-
eters. In undertaking this analysis, the Com-
missioner assumes that the ratio of the me-
dian discount rate for the cost sharing alter-
native to the median discount rate for the li-
censing alternative (that is, 16% to 13%) is
maintained. The results of the 25 applica-
tions of the income method, sorted in as-
cending order of calculated present value of
the PCT Payment, are as follows:

Comparable Comparable Comparable "
INCOME METHOD AP- uncontrolled uncontrolled uncontrolled %ar:fmsaltﬁj r;r:]tegqgfagl(lée_r
PLICATION NUMBER:: licensing CSA licensing PCT D ent S oAntS
discount rate discount rate rate pay payl
1. 17% 19.6% 30% 217
2 17 19.6 32 263
3 15 17.3 30 264
4 15 17.3 32 315
5 13 15 30 321
6 17 19.6 35 331
7 12 13.8 30 354 | LQ =354
8 17 19.6 37 376
9 13 15 32 378
10 .. 11 12.7 30 391
11 .. 15 17.3 35 391
12 .. 12 13.8 32 415
13 .. 15 17.3 37 442 | Median = 442
14 . 17 19.6 40 444
15 .. 11 12.7 32 455
16 .. 13 15 35 464
17 .. 12 13.8 35 505
18 .. 15 17.3 40 517
19 .. 13 15 37 520 | UQ = 520
20 .. 11 127 35 551
21 .. 12 13.8 37 566
22 . 13 15 40 605
23 .. 1 12.7 37 615
24 .. 12 13.8 40 655
25 1 127 40 710
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(iii) Accordingly, the Commissioner deter-
mines that a taxpayer will not be subject to
adjustment if its initial (ex ante) determina-
tion of the present value of PCT Payments is
between $354 million and $520 million (the
lower and upper quartile results as shown in
the last column). Because FS’s determina-
tion of the present value of the PCT Pay-
ments, $464 million, is within the interquar-
tile range, no adjustments are warranted.

Example 3. (i) For simplicity of calculation
in this Example 3, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a U.S. software company, has de-
veloped version 1.0 of a new software applica-
tion, employed to store and retrieve complex
data sets in certain types of storage media.
Version 1.0 is currently being marketed. In
Year 1, USP enters into a CSA with its whol-
ly-owned foreign subsidiary, FS, to develop
future versions of the software application.
Under the CSA, USP will have the exclusive
rights to exploit the future versions in the
U.S., and FS will have the exclusive rights to
exploit them in the rest of the world. USP’s
rights in version 1.0, and its development
team, are reasonably anticipated to con-
tribute to the development of future versions
of the software application and, therefore,
the rights in version 1.0 are platform con-
tributions for which compensation is due
from F'S as part of a PCT. USP also transfers
the current exploitation rights in version 1.0
to FS and the arm’s length amount of the
compensation for such transfer is determined
in the aggregate with the arm’s length PCT
Payments in this Example 3. FS does not fur-
nish any platform contributions to the CSA
nor does it control any operating intangibles
at the inception of the CSA that would be
relevant to the exploitation of version 1.0 or
future versions of the software. It is reason-
ably anticipated that FS will have gross
sales of $1000X in its territory for 5 years at-
tributable to its exploitation of version 1.0
and the cost shared intangibles, after which
time the software application will be ren-
dered obsolete and unmarketable by the ob-
solescence of the storage medium technology
to which it relates. FS’s costs reasonably at-
tributable to the CSA, other than cost con-
tributions and operating cost contributions,
are anticipated to be $250X per year. Certain
operating cost contributions that will be
borne by FS are reasonably anticipated to
equal $200X per annum for 5 years. In addi-
tion, FS is reasonably anticipated to pay
cost contributions of $200X per year as a con-
trolled participant in the CSA.

(ii) FS concludes that its realistic alter-
native would be to license software from an
uncontrolled licensor that would undertake
the commitment to bear the entire risk of
software development. Applying CPM using
the profit levels experienced by uncontrolled
licensees with contractual provisions and al-
locations of risk that are comparable to
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those of FS’s licensing alternative, F'S deter-
mines that it could, as a licensee, reasonably
expect a (pre-tax) routine return equal to
14% of gross sales or $140X per year for 5
years. The remaining net revenue would be
paid to the uncontrolled licensor as a license
fee of $410X per year. F'S determines that the
discount rate that would be applied to deter-
mine the present value of income and costs
attributable to its participation in the li-
censing alternative would be 12.5% as com-
pared to the 15% discount rate that would be
applicable in determining the present value
of the net income attributable to its partici-
pation in the CSA (reflecting the increased
risk borne by FS in bearing a share of the R
& D costs in the cost sharing alternative).
F'S also determines that the tax rate applica-
ble to it will be the same in the licensing al-
ternative as in the CSA.

(iii) On these facts, the present value to F'S
of entering into the cost sharing alternative
equals the present value of the annual divi-
sional profits ($1,000X minus $250X) minus
operating cost contributions ($200X) minus
cost contributions ($200X) minus PCT Pay-
ments, determined over 5 years by dis-
counting at a discount rate of 156%. Thus, the
present value of the residuals, prior to sub-
tracting the present value of the PCT Pay-
ments, is $1349X.

(iv) On these facts, the present value to FS
of entering into the licensing alternative
would be $561X determined by discounting,
over 5 years, annual divisional profits
($1,000X minus $250X) minus operating cost
contributions ($200X) and licensing payments
($410X) at a discount rate of 12.5% per
annum. The present value of the cost sharing
alternative must also equal $561X but equals
$1349X prior to subtracting the present value
of the PCT Payments. Consequently, the
PCT Payments must have a present value of
$788X.

Example 4. Pre-tax PCT Payment derived from
post-tax information. (i) For simplicity of cal-
culation in this Example 4, it is assumed that
all payments are made at the end of each
year. Domestic controlled participant USP
has developed a technology, Z, that it would
like to exploit for three years in a CSA. USP
enters into a CSA with its wholly-owned for-
eign subsidiary, FS, that provides for PCT
Payments from FS to USP with respect to
USP’s platform contribution to the CSA of Z
in the form of three annual installment pay-
ments due from FS to USP on the last day of
each of the first three years of the CSA. FS
makes no platform contributions to the CSA.
Prior to entering into the CSA, FS considers
that it has the realistic alternative available
to it of licensing Z from USP rather than en-
tering into a CSA with USP to further de-
velop Z for three years.

(ii) F'S undertakes financial projections for
both the licensing and cost sharing alter-
natives for exploitation of Z in its territory
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of the CSA. These projections are set forth in
the following tables. The example assumes
that there is a reasonably anticipated effec-
tive tax rate of 25% in each of years 1
through 3 under both the licensing and cost
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sharing alternatives. F'S determines that the
appropriate post-tax discount rate under the
licensing alternative is 12.5%, and that the
appropriate post-tax discount rate under the
cost sharing alternative is 15%.

Licensing alternative F’(qe;‘gﬂ/z VDa'I:\EJ)e Year 1 Year 2 Year 3
(1) Sales et | e $1000 $1100 $1210
(2) License Fee ..... . R, 400 440 484
(3) Operating CoStS ......cceiviiiriiiicicicciiiiiiies | e 500 550 605
(4) Operating Income $261 100 110 121
(5) Tax (25%) ... s | e 25 28 30
(6) POSt-tax iNCOME ....c.ceeueueererereeererieieenerereeieieeees $196 $75 $82 $91
Cost sharing alternative Pr(eissigtl\jlgl)ue Year 1 Year 2 Year 3
(7) Sales s | s $1000 $1100 $1210
(8) Cost Contributions . ] 200 220 242
(9) PCT Payments ........ccccoceiiiiiiiiiiiccieecce D A B C
(10) Operating costs .... RO IR 500 550 605
(11) Operating income excluding PCT . $749 300 330 363
(12) Operating income E F G
(13) Tax ... RSSO OO PRI OO
(14) Post-tax income excluding PCT . $562 $225 $248 $272
(15) Post-tax income L | J K

(iii) Under paragraph (g)(4) of this section,
the arm’s length charge for a PCT Payment
will be an amount such that a controlled
participant’s present value, as of the date of
the PCT of its cost sharing alternative of en-
tering into a CSA equals the present value of
its best realistic alternative. This requires
that L, the present value of the post-tax in-
come under the CSA, equals the present
value of the post-tax income under the li-
censing alternative, or $196.

(iv) F'S determines that PCT Payments for
7 should be $196 in Year 1 (A), $215 in Year 2
(B), and $236 in Year 3 (C). By using these
amounts for A, B, and C in the table above,
FS is able to derive the values of E, F, G, I,
J, and K in the table above. Based on these
PCT Payments for Z, the post-tax income
will be $78 in Year 1 (I), $86 in Year 2 (J), and
$95 in Year 3 (K). When this post-tax income
stream is discounted at the appropriate rate
for the cost sharing alternative (15%), the
net present value is $196 (Li). The present
value of the PCT Payments, when discounted
at the appropriate post-tax rate, is $488 (D).

(v) The Commissioner undertakes an audit
of the PCT Payments made by F'S to USP for
Z in Years 1 through 3. The Commissioner
concludes that the PCT Payments for Z are
arm’s length in accordance with this para-
graph (g)(4).

Example 5. Pre-tax PCT Payment derived from
post-taxr information. (i) The facts are the
same as in paragraphs (i) and (ii) of Example
4. In addition, under this paragraph (g)(4),
the arm’s length charge for a PCT Payment
will be an amount such that a controlled
participant’s present value, as of the date of
the PCT of its cost sharing alternative

equals the present value of its best realistic
alternative. This requires that L, the present
value of the post-tax income under the CSA,
equals the present value of the post-tax in-
come under the licensing alternative, or $196.

(ii) FS determines that the post-tax
present value of the cost sharing alternative
(excluding PCT Payments) is $562. The post-
tax present value of the licensing alternative
is $196. Accordingly, payments with a post-
tax present value of $366 are required.

(iii) The Commissioner undertakes an
audit of the PCT Payments made by FS to
USP for Z in Years 1 through 3. In cor-
respondence to the Commissioner, USP
maintains that the arm’s length PCT Pay-
ment for Z should have a present value of
$366 (D).

(iv) The Commissioner considers that if FS
makes PCT Payments for Z with a present
value of $366, then the post-tax present value
under the CSA (considering the deductibility
of the PCT Payments) will be $287, substan-
tially higher than the post-tax present value
of the licensing arrangement, $196. The Com-
missioner determines that, under the spe-
cific facts and assumptions of this example,
the present value of the post-tax payments
may be grossed up by a factor of (one minus
the tax rate), resulting in a present value of
pre-tax payments of $488. Accordingly, FS
must make yearly PCT Payments (A, B, and
C) such that the present value of the Pay-
ments is $488 (D). (When FS’s post-tax in-
come after these PCT Payments for Z is dis-
counted at the appropriate rate for the cost
sharing alternative (15%), the net present
value is $196 (L), which is equal to the
present value of post-tax income under the
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licensing alternative.) The Commissioner
concludes that the calculations that it has
made for the PCT Payments for Z are arm’s
length in accordance with this paragraph
(g)(4) and, accordingly, makes the appro-
priate adjustments to USP’s income tax re-
turn to account for the gross-up required by
paragraph (g)(2)(x) of this section.

Example 6. Pre-tax PCT Payment derived from
pre-tax information. (i) The facts are the same
as in paragraphs (i) and (ii) of Example 4. In
addition, under paragraph (g)(4) of this sec-
tion, the arm’s length charge for a PCT Pay-
ment will be an amount such that a con-
trolled participant’s present value, as of the
date of the PCT of its cost sharing alter-
native of entering into a CSA equals the
present value of its best realistic alter-
native. This requires that ‘“L,” the present
value of the post-tax income under the CSA,
equals the present value of the post-tax in-
come under the licensing alternative, or $196.

(ii) Under the specific facts and assump-
tions of this FExample 6 (see paragraph
(2)(4)()(G) of this section), and using the
same (post-tax) discount rates as in Example
4, the present value of pre-tax income under
the licensing alternative (that is, the oper-
ating income) is $261, and the present value
of pre-tax income under the cost sharing al-
ternative (excluding PCT Payments) is $749.
Accordingly, FS determines that its PCT
Payments for Z should have a present value
equal to the difference between the two, or
$488 (D). Such PCT Payments for Z result in
a present value of post-tax income under the
cost sharing alternative of $196 (L), which is
equal to the present value of post-tax income
under the licensing alternative.

(iii) The Commissioner undertakes an
audit of the PCT Payments for Z made by FS
to USP in Years 1 through 3. The Commis-
sioner concludes that the PCT Payments for
Z are arm’s length in accordance with this
paragraph (g)(4).

Example 7. Application of income method with
a terminal value calculation. (i) For simplicity
of calculation in this Example 7, all financial
flows are assumed to occur at the beginning
of each period. USP’s research and develop-
ment team, Q, has developed a technology, Z,
for which it has several applications on the
market now and several planned for release
at future dates. In Year 1, USP, enters into
a CSA with its wholly-owned subsidiary, FS,
to develop future applications of Z. Under
the CSA, USP will have the rights to further
develop and exploit the future applications
of Z in the United States, and FS will have
the rights to further develop and exploit the
future applications of Z in the rest of the
world. Both Q and the rights to further de-
velop and exploit future applications of Z are
reasonably anticipated to contribute to the
development of future applications of Z.
Therefore, both Q and the rights to further
develop and exploit the future applications
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of Z are platform contributions for which
compensation is due from FS to USP as part
of a PCT. USP does not transfer the current
exploitation rights for current applications
of Z to FS. FS will not perform any research
or development activities on Z and does not
furnish any platform contributions to the
CSA, nor does it control any operating in-
tangibles at the inception of the CSA that
would be relevant to the exploitation of ei-
ther current or future applications of Z.

(ii) At the outset of the CSA, FS under-
takes an analysis of the PCTs involving Q
and the rights with respect to Z in order to
determine the arm’s length PCT Payments
owing from FS to USP under the CSA. In
that evaluation, F'S concludes that the cost
sharing alternative represents a riskier al-
ternative for FS than the licensing alter-
native. F'S further concludes that the appro-
priate discount rate to apply in assessing the
licensing alternative, based on discount
rates of comparable uncontrolled companies
undertaking comparable licensing trans-
actions, would be 13% per annum, whereas
the appropriate discount rate to apply in as-
sessing the cost sharing alternative would be
14% per annum. F'S undertakes financial pro-
jections and anticipates making $100 million
in sales during the first two years of the CSA
in its territory with sales in Years 3 through
8 increasing to $200 million, $400 million, $600
million, $650 million, $700 million, and $750
million, respectively. After Year 8, FS ex-
pects its sales of all products based upon ex-
ploitation of Z in the rest of the world to
grow at 3% per annum for the future. FS and
USP do not anticipate cessation of the CSA
Activity with respect to Z at any deter-
minable date. F'S anticipates that its manu-
facturing and distribution costs for exploit-
ing Z (including its operating cost contribu-
tions), will equal 60% of gross sales of Z from
Year 1 onwards, and anticipates its cost con-
tributions will equal $25 million per annum
for Years 1 and 2, $560 million per annum for
Years 3 and 4, and 10% of gross sales per
annum thereafter.

(iii) Based on this analysis, F'S determines
that the arm’s length royalty rate that USP
would have charged an uncontrolled licensee
for a license of future applications of Z if
USP had further developed future applica-
tions of Z on its own is 30% of the sales price
of the Z-based product, as determined under
the comparable uncontrolled transaction
method in §1.482-4(c). In light of the expected
sales growth and anticipation that the CSA
Activity will not cease as of any deter-
minable date, F'S’s determination includes a
terminal value calculation. F'S further deter-
mines that under the cost sharing alter-
native, the present value of FS’s divisional
profits, reduced by the present values of the
anticipated operating cost contributions and
cost contributions, would be $1,361 million.
Under the licensing alternative, the present
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value of the operating divisional profits and
losses, reduced by the operating cost con-
tributions, would be $2,113 million, and the
present value of the licensing payments
would be $1,5685 million. Therefore, the total
value of the licensing alternative would be
$5628 million. In order for the present value of
the cost sharing alternative to equal the
present value of the licensing alternative,
the present value of the PCT Payments must
equal $833 million. Accordingly, FS pays

§1.482-7

USP a lump sum PCT Payment of $833 mil-
lion in Year 1 for USP’s platform contribu-
tions of Z and Q.

(iv) The Commissioner undertakes an audit
of the PCTs and concludes, based on his own
analysis, that this lump sum PCT Payment
is within the interquartile range of arm’s
length results for these platform contribu-
tions. The calculations made by FS in deter-
mining the PCT Payment in this Example 7
are set forth in the following tables:

COST SHARING ALTERNATIVE

Time Period (Y = Year, TV = Y1 Y2 Y3 Y4
Terminal Value).
Discount Period .........c.cccoeevieeaene 0 1 2 3

Iltems of Income/Expense at Be-
ginning of Year:

1 Sales ....coeeeveeeee 100 | 100 | 200 | 400
2 Routine Cost and 60 60
Operating Cost Con-
tributions  (60%  of
sales amount in row 1
of relevant year).
Cost  Contributions 25 25 50 50
(10% of sales amount
in row 1 for relevant

year after Year 5).

120 | 240

(]

4 Profit = amount in 15 15 30| 110
row 1 reduced by
amounts in rows 2
and 3.

5 PV (using 14% dis- 15| 13.2| 23.1 | 742

count rate).

Y5 Y6 Y7 Y8 | TV

4 5 6 717

600 | 650 | 700 | 750 | (3% annual growth in each year
from previous year).
360 | 390 | 420 | 450 | (60% of annual sales in row 1 for

each year).

60 65 70 75 | (10% of annual sales in row 1 for

each year).

180 195| 210 | 225 | (row 1 minus rows 2 and 3 for
each year).
107 | 101 | 95.7 | 89.9 | 842.

6 TOTAL PV of Cost Sharing Alternative = Sum of all PV amounts in Row 5 for all Time Periods = $1,361 million.

LICENSING ALTERNATIVE

Time Period (Y = Year, TV = Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 | TV
Terminal Value).
Discount Period ..........cccccoevununene 0 1 2 3 4 5 6 7|7
Iltems of Income/Expense at Be-
ginning of Year:
7 Sales ......coeeine 100| 100 | 200| 400 | 600| 650 | 700 | 750 | (3% annual growth in each year
from previous year).
8 Routine Cost and 60 60| 120| 240 | 360 | 390 | 420 | 450 | (60% of annual sales in row 7 for
Operating Cost Con- each year).
tributions  (60%  of
sales amount in row 7
of relevant year).
9 Operating Profit = 40 40 80| 160| 240 | 260| 280 | 300 | (Row 7 minus row 8 for each
amount in Row 7 re- year).
duced by amount in
Row 8.
10 PV of row 9 (using 40| 354 | 62.7 111 147 141 135 128 | 1313.
13% discount rate).
11 TOTAL PV FOR ALL AMOUNTS IN ROW 10 = $2,112.7 million
12 Licensing Pay- 30 30 60| 120| 180 | 195| 210 | 225 (30% of amount in row 7 for
ments (30% of sales each year).
amount in row 7).
13 PV of amount in 30| 26.5 47| 832 | 110| 106 | 101 | 95.6 | 985.
row 12 (using 13%
discount rate).

14 TOTAL PV FOR ALL AMOUNTS IN ROW 13 = $1,584.5 million.
15 TOTAL PV of Licensing Alternative = Row 11 minus Row 14 = $528 million.
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CALCULATION OF PCT PAYMENT

TOTAL PV OF COST SHARING ALTERNATIVE (FROM ROW 6 ABOVE) = ...
TOTAL PV OF LICENSING ALTERNATIVE (FROM ROW 15 ABOVE) =
LUMP SUM PCT PAYMENT = ROW 16 — ROW 17 =

$1,361 million.
$528 million.
$833 million.

Example 8. (i) The facts are the same as in
Example 1, except that the taxpayer deter-
mines that the appropriate discount rate for
the cost sharing alternative is 20%. In addi-
tion, the taxpayer determines that the ap-
propriate discount rate for the licensing al-
ternative is 10%. Accordingly, the taxpayer
determines that the appropriate present
value of the PCT Payment is $146 million.

(ii) Based on the best method analysis de-
scribed in Example 2, the Commissioner de-
termines that the taxpayer’s calculation of
the present value of the PCT Payments is
outside of the interquartile range (as shown
in the sixth column of Erample 2), and thus
warrants an adjustment. Furthermore, in
evaluating the taxpayer’s analysis, the Com-
missioner undertakes an analysis based on
the difference in the financial projections be-
tween the cost sharing and licensing alter-
natives (as shown in column 11 of Example 1).
This column shows the anticipated differen-
tial income stream of additional positive or
negative income for F'S over the duration of
the CSA Activity that would result from un-
dertaking the cost sharing alternative (be-
fore any PCT Payments) rather than the li-
censing alternative. This anticipated dif-
ferential income stream thus reflects the an-
ticipated incremental undiscounted profits
to F'S from the incremental activity of un-
dertaking the risk of developing the cost
shared intangibles and enjoying the value of
its divisional interests. Taxpayer’s analysis
logically implies that the present value of
this stream must be $146 million, since only
then would FS have the same anticipated
value in both the cost sharing and licensing
alternatives. A present value of $146 million
implies that the discount rate applicable to
this stream is 34.4%. Based on a reliable cal-
culation of discount rates applicable to the
anticipated income streams of uncontrolled
companies whose resources, capabilities, and
rights consist primarily of software applica-
tions intangibles and research and develop-
ment teams similar to USP’s platform con-
tributions to the CSA, and which income
streams, accordingly, may be reasonably an-
ticipated to reflect a similar risk profile to
the differential income stream, the Commis-
sioner concludes that an appropriate dis-
count rate for the anticipated income stream
associated with USP’s platform contribu-
tions (that is, the additional positive or neg-
ative income over the duration of the CSA
Activity that would result, before PCT Pay-
ments, from switching from the licensing al-
ternative to the cost sharing alternative) is

16%, which is significantly less than 34.4%.
This conclusion further suggests that Tax-
payer’s analysis is unreliable. See para-
graphs ()(2)(v)(B)(2) and ()(H(VINF)(I) and
(2) of this section.

(iii) The Commissioner makes an adjust-
ment of $296 million, so that the present
value of the PCT Payments is $442 million
(the median results as shown in column 6 of
Example 2).

Example 9. The facts are the same as in Ex-
ample 1, except that additional data on dis-
count rates are available that were not
available in Example 1. The Commissioner de-
termines the arm’s length charge for the
PCT Payment by discounting at an appro-
priate rate the differential income stream
associated with the rights contributed by
USP in the PCT (that is, the stream of in-
come in column (11) of Example 1). Based on
an analysis of a set of public companies
whose resources, capabilities, and rights con-
sist primarily of resources, capabilities, and
rights similar to those contributed by USP
in the PCT, the Commissioner determines
that 15% to 17% is an appropriate range of
discount rates to use to assess the value of
the differential income stream associated
with the rights contributed by USP in the
PCT. The Commissioner determines that ap-
plying a discount rate of 17% to the differen-
tial income stream associated with the
rights contributed by USP in the PCT yields
a present value of $446 million, while apply-
ing a discount rate of 15% to the differential
income stream associated with the rights
contributed by USP in the PCT yields a
present value of $510 million. Because the
taxpayer’s result, $464 million, is within the
interquartile range determined by the Com-
missioner, no adjustments are warranted.
See paragraphs (2)(2)(V)(B)(2), (g)(4)(v), and
(€)@ (vi)(F)(1) of this section.

(5) Acquisition price method—(@i) In gen-
eral. The acquisition price method ap-
plies the comparable uncontrolled
transaction method of §1.482-4(c), or
the comparable uncontrolled services
price method described in §1.482-9(c), to
evaluate whether the amount charged
in a PCT, or group of PCTs, is arm’s
length by reference to the amount
charged (the acquisition price) for the
stock or asset purchase of an entire or-
ganization or portion thereof (the tar-
get) in an uncontrolled transaction.

768



Internal Revenue Service, Treasury

The acquisition price method is ordi-
narily used where substantially all the
target’s nonroutine contributions, as
such term is defined in paragraph
(J)H)()(@E) of this section, made to the
PCT Payee’s business activities are
covered by a PCT or group of PCTs.

(ii) Determination of arm’s length
charge. Under this method, the arm’s
length charge for a PCT or group of
PCTs covering resources, capabilities,
and rights of the target is equal to the
adjusted acquisition price, as divided
among the controlled participants ac-
cording to their respective RAB shares.

(iii) Adjusted acquisition price. The ad-
justed acquisition price is the acquisi-
tion price of the target increased by
the value of the target’s liabilities on
the date of the acquisition, other than
liabilities not assumed in the case of
an asset purchase, and decreased by the
value of the target’s tangible property
on that date and by the value on that
date of any other resources, capabili-
ties, and rights not covered by a PCT
or group of PCTs.

(iv) Best method analysis consider-
ations. The comparability and reli-
ability considerations stated in §1.482—
4(c)(2) apply. Consistent with those
considerations, the reliability of apply-
ing the acquisition price method as a
measure of the arm’s length charge for
the PCT Payment normally is reduced
if—

(A) A substantial portion of the tar-
get’s nonroutine contributions to the
PCT Payee’s business activities is not
required to be covered by a PCT or
group of PCTs, and that portion of the
nonroutine contributions cannot reli-
ably be valued;

(B) A substantial portion of the tar-
get’s assets consists of tangible prop-
erty that cannot reliably be valued; or

(C) The date on which the target is
acquired and the date of the PCT are
not contemporaneous.

(v) Example. The following example
illustrates the principles of this para-
graph (g)(5):

Example. USP, a U.S. corporation, and its
newly incorporated, wholly-owned foreign
subsidiary (F'S) enter into a CSA at the start
of Year 1 to develop Group Z products. Under
the CSA, USP and FS will have the exclusive
rights to exploit the Group Z products in the
U.S. and the rest of the world, respectively.
At the start of Year 2, USP acquires Com-
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pany X for cash consideration worth $110
million. At this time USP’s RAB share is
60%, and FS’s RAB share is 40% and is not
reasonably anticipated to change as a result
of this acquisition. Company X joins in the
filing of a U.S. consolidated income tax re-
turn with USP. Under paragraph (j)(2)(i) of
this section, Company X and USP are treat-
ed as one taxpayer for purposes of this sec-
tion. Accordingly, the rights in any of Com-
pany X’s resources and capabilities that are
reasonably anticipated to contribute to the
development activities of the CSA will be
considered platform contributions furnished
by USP. Company X’s resources and capabili-
ties consist of its workforce, certain tech-
nology intangibles, $15 million of tangible
property and other assets and $5 million in
liabilities. The technology intangibles, as
well as Company X’s workforce, are reason-
ably anticipated to contribute to the devel-
opment of the Group Z products under the
CSA and, therefore, the rights in the tech-
nology intangibles and the workforce are
platform contributions for which FS must
make a PCT Payment to USP. None of Com-
pany X’s existing intangible assets or any of
its workforce are anticipated to contribute
to activities outside the CSA. For purposes
of this example, it is assumed that no addi-
tional adjustment on account of tax liabil-
ities is needed. Applying the acquisition
price method, the value of USP’s platform
contributions is the adjusted acquisition
price of $100 million ($110 million acquisition
price plus $5 million liabilities less $15 mil-
lion tangible property and other assets). FS
must make a PCT Payment to USP for these
platform contributions with a reasonably an-
ticipated present value of $40 million, which
is the product of $100 million (the value of
the platform contributions) and 40% (FS’s
RAB share).

(6) Market capitalization method—(@i) In
general. The market capitalization
method applies the comparable uncon-
trolled transaction method of §1.482—
4(c), or the comparable uncontrolled
services price method described in
§1.482-9(c), to evaluate whether the
amount charged in a PCT, or group of
PCTs, is arm’s length by reference to
the average market capitalization of a
controlled participant (PCT Payee)
whose stock is regularly traded on an
established securities market. The
market capitalization method is ordi-
narily used where substantially all of
the PCT Payee’s nonroutine contribu-
tions to the PCT Payee’s business are
covered by a PCT or group of PCTs.

(ii) Determination of arm’s length
charge. Under the market capitaliza-
tion method, the arm’s length charge
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for a PCT or group of PCTs covering re-
sources, capabilities, and rights of the
PCT Payee is equal to the adjusted av-
erage market capitalization, as divided
among the controlled participants ac-
cording to their respective RAB shares.

(iii) Average market capitalization. The
average market capitalization is the
average of the daily market capitaliza-
tions of the PCT Payee over a period of
time beginning 60 days before the date
of the PCT and ending on the date of
the PCT. The daily market capitaliza-
tion of the PCT Payee is calculated on
each day its stock is actively traded as
the total number of shares outstanding
multiplied by the adjusted closing
price of the stock on that day. The ad-
justed closing price is the daily closing
price of the stock, after adjustments
for stock-based transactions (dividends
and stock splits) and other pending
corporate (combination and spin-off)
restructuring transactions for which
reliable arm’s length adjustments can
be made.

(iv) Adjusted average market capitaliza-
tion. The adjusted average market cap-
italization is the average market cap-
italization of the PCT Payee increased
by the value of the PCT Payee’s liabil-
ities on the date of the PCT and de-
creased by the value on such date of
the PCT Payee’s tangible property and
of any other resources, capabilities, or
rights of the PCT Payee not covered by
a PCT or group of PCTs.

(v) Best method analysis considerations.
The comparability and reliability con-
siderations stated in §1.482-4(c)(2)
apply. Consistent with those consider-
ations, the reliability of applying the
comparable uncontrolled transaction
method using the adjusted market cap-
italization of a company as a measure
of the arm’s length charge for the PCT
Payment normally is reduced if—

(A) A substantial portion of the PCT
Payee’s nonroutine contributions to its
business activities is not required to be
covered by a PCT or group of PCTs,
and that portion of the nonroutine con-
tributions cannot reliably be valued;

(B) A substantial portion of the PCT
Payee’s assets consists of tangible
property that cannot reliably be val-
ued; or

(C) Facts and circumstances dem-
onstrate the likelihood of a material
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divergence between the average mar-
ket capitalization of the PCT Payee
and the value of its resources, capabili-
ties, and rights for which reliable ad-
justments cannot be made.

(vi) Examples. The following examples
illustrate the principles of this para-
graph (g)(6):

Example 1. (i) USP, a publicly traded U.S.
company, and its newly incorporated wholly-
owned foreign subsidiary (F'S) enter into a
CSA on Date 1 to develop software. At that
time USP has in-process software but has no
software ready for the market. Under the
CSA, USP and FS will have the exclusive
rights to exploit the software developed
under the CSA in the United States and the
rest of the world, respectively. On Date 1,
USP’s RAB share is 70% and FS’s RAB share
is 30%. USP’s assembled team of researchers
and its in-process software are reasonably
anticipated to contribute to the development
of the software under the CSA. Therefore,
the rights in the research team and in-proc-
ess software are platform contributions for
which compensation is due from FS. Fur-
ther, these rights are not reasonably antici-
pated to contribute to any business activity
other than the CSA Activity.

(ii) On Date 1, USP had an average market
capitalization of $205 million, tangible prop-
erty and other assets that can be reliably
valued worth $5 million, and no liabilities.
Aside from those assets, USP had no assets
other than its research team and in-process
software. Applying the market capitaliza-
tion method, the value of USP’s platform
contributions is $200 million ($205 million av-
erage market capitalization of USP less $5
million of tangible property and other as-
sets). The arm’s length value of the PCT
Payments FS must make to USP for the
platform contributions, before any adjust-
ment on account of tax liability as described
in paragraph (g)(2)(ii) of this section, is $60
million, which is the product of $200 million
(the value of the platform contributions) and
30% (F'S’s RAB share on Date 1).

Example 2. Aggregation with make-or-sell
rights. (i) The facts are the same as in Exam-
ple 1, except that on Date 1 USP also has ex-
isting software ready for the market. USP
separately enters into a license agreement
with F'S for make-or-sell rights for all exist-
ing software outside the United States. No
marketing has occurred, and USP has no
marketing intangibles. This license of cur-
rent make-or-sell rights is a transaction gov-
erned by §1.482-4. However, after analysis, it
is determined that the arm’s length PCT
Payments and the arm’s length payments for
the make-or-sell license may be most reli-
ably determined in the aggregate using the
market capitalization method, under prin-
ciples described in paragraph (g)(2)(iv) of this
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section, and it is further determined that
those principles are most reliably imple-
mented by computing the aggregate arm’s
length charge as the product of the aggre-
gate value of the existing and in-process
software and F'S’s RAB share on Date 1.

(ii) Applying the market capitalization
method, the aggregate value of USP’s plat-
form contributions and the make-or-sell
rights in its existing software is $250 million
(8255 million average market capitalization
of USP less $56 million of tangible property
and other assets). The total arm’s length
value of the PCT Payments and licensing
payments FS must make to USP for the
platform contributions and current make-or-
sell rights, before any adjustment on ac-
count of tax liability, if any, is $756 million,
which is the product of $250 million (the
value of the platform contributions and the
make-or-sell rights) and 30% (FS’s RAB
share on Date 1).

Example 3. Reduced reliability. The facts are
the same as in Example 1 except that USP
also has significant nonroutine assets that
will be used solely in a nascent business divi-
sion that is unrelated to the subject of the
CSA and that cannot themselves be reliably
valued. Those nonroutine contributions are
not platform contributions and accordingly
are not required to be covered by a PCT. The
reliability of using the market capitalization
method to determine the value of USP’s
platform contributions to the CSA is signifi-
cantly reduced in this case because that
method would require adjusting USP’s aver-
age market capitalization to account for the
significant nonroutine contributions that
are not required to be covered by a PCT.

() Residual profit split method—@1) In
general. The residual profit split meth-
od evaluates whether the allocation of
combined operating profit or loss at-
tributable to one or more platform con-
tributions subject to a PCT is arm’s
length by reference to the relative
value of each controlled participant’s
contribution to that combined oper-
ating profit or loss. The combined oper-
ating profit or loss must be derived
from the most narrowly identifiable
business activity (relevant business ac-
tivity) of the controlled participants
for which data are available that in-
clude the CSA Activity. The residual
profit split method may not be used
where only one controlled participant
makes significant nonroutine contribu-
tions (including platform or operating
contributions) to the CSA Activity.
The provisions of §1.482-6 shall apply to
CSAs only to the extent provided and
as modified in this paragraph (g)(7).

§1.482-7

Any other application to a CSA of a re-
sidual profit method not described in
paragraphs (g)(7)(ii) and (iii) of this
section will constitute an unspecified
method for purposes of sections 482 and
6662(e) and the regulations under those
sections.

(i1) Appropriate share of profits and
losses. The relative value of each con-
trolled participant’s contribution to
the success of the relevant business ac-
tivity must be determined in a manner
that reflects the functions performed,
risks assumed, and resources employed
by each participant in the relevant
business activity, consistent with the
best method analysis described in
§1.482-1(c) and (d). Such an allocation
is intended to correspond to the divi-
sion of profit or loss that would result
from an arrangement between uncon-
trolled taxpayers, each performing
functions similar to those of the var-
ious controlled participants engaged in
the relevant business activity. The
profit allocated to any particular con-
trolled participant is not necessarily
limited to the total operating profit of
the group from the relevant business
activity. For example, in a given year,
one controlled participant may earn a
profit while another controlled partici-
pant incurs a loss. In addition, it may
not be assumed that the combined op-
erating profit or loss from the relevant
business activity should be shared
equally, or in any other arbitrary pro-
portion.

(iii) Profit split—(A) In general. Under
the residual profit split method, the
present value of each controlled par-
ticipant’s residual divisional profit or
loss attributable to nonroutine con-
tributions (nonroutine residual divi-
sional profit or loss) is allocated be-
tween the controlled participants that
each furnish significant nonroutine
contributions (including platform or
operating contributions) to the rel-
evant business activity in that divi-
sion.

(B) Determine nonroutine residual divi-
sional profit or loss. The present value of
each controlled participant’s nonrou-
tine residual divisional profit or loss
must be determined to reflect the most
reliable measure of an arm’s length re-
sult. The present value of nonroutine
residual divisional profit or loss equals
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the present value of the stream of the
reasonably anticipated residuals over
the duration of the CSA Activity of di-
visional profit or loss, minus market
returns for vroutine contributions,
minus operating cost contributions,
minus cost contributions, using a dis-
count rate appropriate to such residu-
als in accordance with paragraph
(2)(2)(v) of this section. As used in this
paragraph (g)(7), the phrase ‘‘market
returns for routine contributions’ in-
cludes market returns for operating
cost contributions and excludes market
returns for cost contributions.

(C) Allocate nonroutine residual divi-
sional profit or loss—(1) In general. The
present value of nonroutine residual di-
visional profit or loss in each con-
trolled participant’s division must be
allocated among all of the controlled
participants based upon the relative
values, determined as of the date of the
PCTs, of the PCT Payor’s as compared
to the PCT Payee’s nonroutine con-
tributions to the PCT Payor’s division.
For this purpose, the PCT Payor’s non-
routine contribution consists of the
sum of the PCT Payor’s nonroutine op-
erating contributions and the PCT
Payor’s RAB share of the PCT Payor’s
nonroutine platform contributions. For
this purpose, the PCT Payee’s nonrou-
tine contribution consists of the PCT
Payor’s RAB share of the PCT Payee’s
nonroutine platform contributions.

(2) Relative value determination. The
relative values of the controlled par-
ticipants® mnonroutine contributions
must be determined so as to reflect the
most reliable measure of an arm’s
length result. Relative values may be
measured by external market bench-
marks that reflect the fair market
value of such nonroutine contributions.
Alternatively, the relative value of
nonroutine contributions may be esti-
mated by the capitalized cost of devel-
oping the nonroutine contributions and
updates, as appropriately grown or dis-
counted so that all contributions may
be valued on a comparable dollar basis
as of the same date. If the nonroutine
contributions by a controlled partici-
pant are also used in other business ac-
tivities (such as the exploitation of
make-or-sell rights described in para-
graph (c)(4) of this section), an alloca-
tion of the value of the nonroutine con-
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tributions must be made on a reason-
able basis among all the business ac-
tivities in which they are used in pro-
portion to the relative economic value
that the relevant business activity and
such other business activities are an-
ticipated to derive over time as the re-
sult of such nonroutine contributions.

(3) Determination of PCT Payments.
Any amount of the present value of a
controlled participant’s nonroutine re-
sidual divisional profit or loss that is
allocated to another controlled partici-
pant represents the present value of
the PCT Payments due to that other
controlled participant for its platform
contributions to the relevant business
activity in the relevant division. For
purposes of paragraph (j)(3)(ii) of this
section, the present value of a PCT
Payor’s PCT Payments under this
paragraph shall be deemed reduced to
the extent of the present value of any
PCT Payments owed to it from other
controlled participants under this
paragraph (g)(7). The resulting remain-
der may be converted to a fixed or con-
tingent form of payment in accordance
with paragraph (h) (Form of payment
rules) of this section.

(4) Routine platform and operating con-
tributions. For purposes of this para-
graph (g)(7), any routine platform or
operating contributions, the valuation
and PCT Payments for which are deter-
mined and made independently of the
residual profit split method, are treat-
ed similarly to cost contributions and
operating cost contributions, respec-
tively. Accordingly, wherever used in
this paragraph (g)(7), the term ‘‘routine
contributions’ shall not include rou-
tine platform or operating contribu-
tions, and wherever the terms ‘‘cost
contributions” and ‘‘operating cost
contributions’ appear in this para-
graph (g)(7), they shall include net rou-
tine platform contributions and net
routine operating contributions, re-
spectively, as defined in paragraph
(g)(4)(vii) of this section. However,
treatment of net operating contribu-
tions as operating cost contributions
shall be coordinated with the treat-
ment of other routine contributions
pursuant to paragraphs (g)(4)({ii)(B)
and (7)(iii)(B) of this section so as to
avoid duplicative market returns to
such contributions.
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(iv) Best method analysis consider-
ations—(A) In general. Whether results
derived from this method are the most
reliable measure of the arm’s length
result is determined using the factors
described under the best method rule in
§1.482-1(c). Thus, comparability and
quality of data, reliability of assump-
tions, and sensitivity of results to pos-
sible deficiencies in the data and as-
sumptions, must be considered in de-
termining whether this method pro-
vides the most reliable measure of an
arm’s length result. The application of
these factors to the residual profit split
in the context of the relevant business
activity of developing and exploiting
cost shared intangibles is discussed in
paragraphs (g)(7)(iv)(B) through (D) of
this section.

(B) Comparability. The derivation of
the present value of nonroutine resid-
ual divisional profit or loss includes a
carveout on account of market returns
for routine contributions. Thus, the
comparability considerations that are
relevant for that purpose include those
that are relevant for the methods that
are used to determine market returns
for the routine contributions.

(C) Data and assumptions. The reli-
ability of the results derived from the
residual profit split is affected by the
quality of the data and assumptions
used to apply this method. In par-
ticular, the following factors must be
considered:

(I) The reliability of the allocation of
costs, income, and assets between the
relevant business activity and the con-
trolled participants’ other activities
that will affect the reliability of the
determination of the divisional profit
or loss and its allocation among the
controlled participants. See §1.482-
6(c)(2)A1)(C)(D).

(2) The degree of consistency between
the controlled participants and uncon-
trolled taxpayers in accounting prac-
tices that materially affect the items
that determine the amount and alloca-
tion of operating profit or loss affects
the reliability of the result. See §1.482—
6(c)(2)({1)(C)(2).

(3) The reliability of the data used
and the assumptions made in esti-
mating the relative value of the non-
routine contributions by the controlled
participants. In particular, if capital-

§1.482-7

ized costs of development are used to
estimate the relative value of nonrou-
tine contributions, the reliability of
the results is reduced relative to the
reliability of other methods that do
not require such an estimate. This is
because, in any given case, the costs of
developing a nonroutine contribution
may not be related to its market value
and because the calculation of the cap-
italized costs of development may re-
quire the allocation of indirect costs
between the relevant business activity
and the controlled participant’s other
activities, which may affect the reli-
ability of the analysis.

(D) Other factors affecting reliability.
Like the methods described in §§1.482—
3 through 1.482-5 and §1.482-9(c), the
carveout on account of market returns
for routine contributions relies exclu-
sively on external market benchmarks.
As indicated in §1.482-1(c)(2)(i), as the
degree of comparability between the
controlled participants and uncon-
trolled transactions increases, the rel-
ative weight accorded the analysis
under this method will increase. In ad-
dition, to the extent the allocation of
nonroutine residual divisional profit or
loss is not based on external market
benchmarks, the reliability of the
analysis will be decreased in relation
to an analysis under a method that re-
lies on market benchmarks. Finally,
the reliability of the analysis under
this method may be enhanced by the
fact that all the controlled partici-
pants are evaluated under the residual
profit split. However, the reliability of
the results of an analysis based on in-
formation from all the controlled par-
ticipants is affected by the reliability
of the data and the assumptions per-
taining to each controlled participant.
Thus, if the data and assumptions are
significantly more reliable with re-
spect to one of the controlled partici-
pants than with respect to the others,
a different method, focusing solely on
the results of that party, may yield
more reliable results.

(v) Examples. The following examples
illustrate the principles of this para-
graph (g)(7):

Example 1. (i) For simplicity of calculation
in this Example 1, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP, a U.S. electronic data storage
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company, has partially developed technology
for a type of extremely small compact stor-
age devices (nanodisks) which are expected
to provide a significant increase in data stor-
age capacity in various types of portable de-
vices such as cell phones, MP3 players,
laptop computers and digital cameras. At
the same time, USP’s wholly-owned sub-
sidiary, F'S, has developed significant mar-
keting intangibles outside the United States
in the form of customer lists, ongoing rela-
tions with various OEMs, and trademarks
that are well recognized by consumers due to
a long history of marketing successful data
storage devices and other hardware used in
various types of consumer electronics. At
the beginning of Year 1, USP enters into a
CSA with FS to develop nanodisk tech-
nologies for eventual commercial exploi-
tation. Under the CSA, USP will have the
right to exploit nanodisks in the United
States, while FS will have the right to ex-
ploit nanodisks in the rest of the world. The
partially developed nanodisk technologies
owned by USP are reasonably anticipated to
contribute to the development of commer-
cially exploitable nanodisks and therefore
the rights in the nanodisk technologies con-
stitute platform contributions of USP for
which compensation is due under PCTs. FS
does not have any platform contributions for
the CSA. Due to the fact that nanodisk tech-
nologies have yet to be incorporated into
any commercially available product, neither
USP nor FS transfers rights to make or sell
current products in conjunction with the
CSA.

(ii) Because only in F'S’s territory do both
controlled participants make significant
nonroutine contributions, USP and F'S deter-
mine that they need to determine the rel-
ative value of their respective contributions
to residual divisional profit or loss attrib-
utable to the CSA Activity only in FS’s ter-
ritory. FS anticipates making no nanodisk
sales during the first year of the CSA in its
territory with revenues in Year 2 reaching
$200 million. Revenues through Year 5 are
reasonably anticipated to increase by 50%
per year. The annual growth rate for reve-
nues is then expected to decline to 30% per
annum in Years 6 and 7, 20% per annum in
Years 8 and 9 and 10% per annum in Year 10.
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Revenues are then expected to decline 10% in
Year 11 and 5% per annum, thereafter. The
routine costs (defined here as costs other
than cost contributions, routine platform
and operating contributions, and nonroutine
contributions) that are allocable to this rev-
enue in calculating FS’s divisional profit or
loss, are anticipated to equal $40 million for
the first year of the CSA and $130 for the sec-
ond year and $200 and $250 million in Years 3
and 4. Total operating expenses attributable
to product exploitation (including operating
cost contributions) equal 52% of sales per
year. F'S undertakes routine distribution ac-
tivities in its markets that constitute rou-
tine contributions to the relevant business
activity of exploiting nanodisk technologies.
USP and FS estimate that the total market
return on these routine contributions will
amount to 6% of the routine costs. FS ex-
pects its cost contributions to be $60 million
in Year 1, rise to $100 million in Years 2 and
3, and then decline again to $60 million in
Year 4. Thereafter, F'S’s cost contributions
are expected to equal 10% of revenues.

(iii) USP and FS determine the present
value of the stream of the reasonably antici-
pated residuals in FS’s territory over the du-
ration of the CSA Activity of the divisional
profit or loss (revenues minus routine costs),
minus the market returns for routine con-
tributions, the operating cost contributions,
and the cost contributions. USP and FS de-
termine, based on the considerations dis-
cussed in paragraph (g)(2)(v) of this section,
that the appropriate discount rate is 17.5%
per annum. Therefore, the present value of
the nonroutine residual divisional profit is
$1,395 million.

(iv) After analysis, USP and FS determine
that the relative value of the nanodisk tech-
nologies contributed by USP to CSA (giving
effect only to its value in FS’s territory) is
roughly 150% of the value of FS’s marketing
intangibles (which only have value in FS’s
territory). Consequently, 60% of the nonrou-
tine residual divisional profit is attributable
to USP’s platform contribution. Therefore,
FS’s PCT Payments should have an expected
present value equal to $837 million (.6 x $1,395
million).

(v) The calculations for this Example 1 are
displayed in the following table:
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Example 2. (i) For simplicity of calculation
in this Erxample 2, all financial flows are as-
sumed to occur at the beginning of each pe-
riod. USP is a U.S. automobile manufac-
turing company that has completed signifi-
cant research on the development of diesel-
electric hybrid engines that, if they could be
successfully manufactured, would result in
providing a significant increased fuel econ-
omy for a wide variety of motor vehicles.
Successful commercialization of the diesel-
electric hybrid engine will require the devel-
opment of a new class of advanced battery
that will be light, relatively cheap to manu-
facture and yet capable of holding a substan-
tial electric charge. FS, a foreign subsidiary
of USP, has completed significant research
on developing lithium-ion batteries that ap-
pear likely to have the requisite characteris-
tics. At the beginning of Year 1, USP enters
into a CSA with F'S to further develop diesel-
electric hybrid engines and lithium-ion bat-
tery technologies for eventual commercial
exploitation. Under the CSA, USP will have
the right to exploit the diesel-electric hybrid
engine and lithium-ion battery technologies
in the United States, while F'S will have the
right to exploit such technologies in the rest
of the world. The partially developed diesel-
electric hybrid engine and lithium-ion bat-
tery technologies owned by USP and FS, re-
spectively, are reasonably anticipated to
contribute to the development of commer-
cially exploitable automobile engines and
therefore the rights in both these tech-
nologies constitute platform contributions
of USP and of FS for which compensation is
due under PCTs. At the time of inception of
the CSA, USP owns operating intangibles in
the form of self-developed marketing intan-
gibles which have significant value in the
United States, but not in the rest of the
world, and that are relevant to exploiting
the cost shared intangibles. Similarly, FS
owns self-developed marketing intangibles
which have significant value in the rest of
the world, but not in the United States, and
that are relevant to exploiting the cost
shared intangibles. Although the new class
of diesel-electric hybrid engine using lith-
ium-ion batteries is not yet ready for com-
mercial exploitation, components based on
this technology are beginning to be incor-
porated in current-generation gasoline-elec-
tric hybrid engines and the rights to make
and sell such products are transferred from
USP to FS and vice-versa in conjunction
with the inception of the CSA, following the
same territorial division as in the CSA.

(ii) USP’s estimated RAB share is 66.7%.
During Year 1, it is anticipated that sales in
USP’s territory will be $1000X in Year 1.
Sales in FS’s territory are anticipated to be
$500X. Thereafter, as revenue from the use of
components in gasoline-electric hybrids is
supplemented by revenues from the produc-
tion of complete diesel-electric hybrid en-
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gines using lithium-ion battery technology,
anticipated sales in both territories will in-
crease rapidly at a rate of 50% per annum
through Year 4. Anticipated sales are then
anticipated to increase at a rate of 40% per
annum for another 4 years. Sales are then
anticipated to increase at a rate of 30% per
annum through Year 10. Thereafter, sales are
anticipated to decrease at a rate of 5% per
annum for the foreseeable future as new
automotive drivetrain technologies displace
diesel-electric hybrid engines and lithium-
ion batteries. Total operating expenses at-
tributable to product exploitation (including
operating cost contributions) equal 40% of
sales per year for both USP and FS. USP and
FS estimate that the total market return on
these routine contributions to the CSA will
amount to 6% of these operating expenses.
USP is expected to bear 25 of the total cost
contributions for the foreseeable future. Cost
contributions are expected to total $375X in
Year 1 (of which $250X are borne by USP) and
increase at a rate of 26% per annum through
Year 6. In Years 7 through 10, cost contribu-
tions are expected to increase 10% a year.
Thereafter, cost contributions are expected
to decrease by 5% a year for the foreseeable
future.

(iii) USP and FS determine the present
value of the stream of FS’s reasonably an-
ticipated residual divisional profit, which is
the stream of FS’s reasonably anticipated di-
visional profit or loss, minus the market re-
turns for routine contributions, minus oper-
ating cost contributions, minus cost con-
tributions. USP and FS determine, based on
the considerations discussed in paragraph
(2)(2)(v) of this section, that the appropriate
discount rate is 12% per year. Therefore, the
present value of the nonroutine residual divi-
sional profit in USP’s territory is $41,727X
and in CFC’s territory is $20,864X.

(iv) After analysis, USP and FS determine
that, in the United States the relative value
of the technologies contributed by USP and
FS to the CSA and of the operating intangi-
bles used by USP in the exploitation of the
cost shared intangibles (reported as equaling
100 in total), equals: USP’s platform con-
tribution (59.5); FS’s platform contribution
(25.5); and USP’s operating intangibles (15).
Consequently, the present value of the arm’s
length amount of the PCT Payments that
USP should pay to FS for FS’s platform con-
tribution is $10,640X (.255 x $41,727X). Simi-
larly, USP and FS determine that, in the
rest of the world, the relative value of the
technologies contributed by USP and FS to
the CSA and of the operating intangibles
used by FS in the exploitation of the cost
shared intangibles can be divided as follows:
USP’s platform contribution (63); FS’s plat-
form contribution (27); and FS’s operating
intangibles (10). Consequently, the present
value of the arm’s length amount of the PCT
Payments that FS should pay to USP for
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USP’s platform contribution is $13,144X (.63 x (v) The calculations for this Example 2 are
$20,864X). Therefore, FS is required to make displayed in the following tables:

a net payment to USP with a present value

of $2,504X ($13,144X — 10,640X).

CALCULATION OF USP’s PCT PAYMENT TO FS

Time Period (Y = Year)

(TV = Terminal

Value) .....cceveenneennne. Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 TV
Discount Period . 1 2 3 4 5 6 7 8 9 9
[1] Sales .....cccccvvrreunee. 1500 | 2250 | 3375 | 4725 | 6615 | 9261 | 12965 | 16855 | 21912
[2] Growth Rate .......... | ........ 50% | 50% | 50% | 40% | 40% | 40% | 40% | 30% | 30%
[3] Exploitation Costs

and Operating Cost

Contributions (40% of

Sales [1]) .oovvereennne 400 | 600 | 900 | 1350 | 1890 | 2646 | 3704 | 5186 | 6742 | 8765
[4] Return on [3] = 6%

Of [3] oo 24 36 54 81| 113 | 159 | 222 311 405 526

[5] Cost Contributions .. | 250 | 313 | 391 | 488 | 610 | 763 | 839 923 | 1015 | 1117
[6] Residual Profit = [1]
minus {[3] + [4] +

[ 5] 326 552 905 | 1456 | 2111 | 3047 | 4495 6545 8693 | 11504 | 64287
[7]1 Residual Profit [6]
Discounted at 12%
discount rate ............. 326 492 722 | 1036 | 1342 | 1729 | 2277 2961 3511 4148 | 23183

[8] Sum of all amounts in [7] for all time periods = $41,727X

Profit Split for Calculation of USP’s PCT Payment to FS: [Total of US contributions = 74.5%]
[9] USP’s Platform Contribution = 59.5%
[10] FS’s Platform Contribution = 25.5%
[11] USP’s Operating Intangibles = 15%

[12] USP’s PCT Payment to FS = [8] x [10] = $41,727X multiplied by 25.5% = $10,640X

CALCULATION OF FS’s NET PCT PAYMENT TO USF

Time Period (Y = Year)

(TV = Terminal Value) Y1 Y2 Y3 Y4 Y5 Y6 Y7 Y8 Y9 Y10 TV
Discount Period ............... 0 1 2 3 4 5 6 7 8 9 9
[13] Sales ....ccceeieereennen. 500 | 750 | 1125 | 1688 | 2363 | 3308 | 4631 | 6483 | 8428 | 10956
[14] Growth Rate .......c.c... | coeeee 50% | 50% | 50% | 40% | 40% | 40% | 40% | 30% 30%

[15] Exploitation Costs
and Operating Cost
Contributions (40% of

Sales [13]) ccoceveceeennne 200 | 300 | 450 | 675 | 945 | 1323 | 1852 | 2593 | 3371 | 4382
[16] Return on [15] = 6%

Of [15] v 12 18 27 41 57 79| 111 | 156 | 202 263
[17] Cost Contributions .... | 125 | 156 | 195| 244 | 305 | 381 | 420 | 462 | 508 559

[18] Residual Profit = [13]
minus {[15] + [16] +
171} e, 163 276 453 728 | 1056 | 1524 | 2248 | 3272 | 4347 5752 | 32144

[19] Residual Profit [18]
Discounted at 12% dis-
count rate .......cccceeeeennn. 163 246 361 518 671 865 | 1139 | 1480 | 1755 2074 | 11591

[20] Sum of all amounts in [19] for all time periods = $20,864X

Profit Split for Calculation of FS’s PCT Payment to USP: [Total of FS’s contributions = 37%]
[21] USP’s Platform Contribution = 63%

[22] FS’s Platform Contribution = 27%

[23] FS’s Operating Intangibles = 10%
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CALCULATION OF FS’s NET PCT PAYMENT TO USF—Continued

[24] FS's PCT Payment to USP = [20] x [21] = $20,864X multiplied by 63% = $13,144X

[25] FS’s Net PCT Payment to USP = [24] minus [12] = $13,144X minus $10,640X = $2,504X

(8) Unspecified methods. Methods not
specified in paragraphs (g)(3) through
(7) of this section may be used to evalu-
ate whether the amount charged for a
PCT is arm’s length. Any method used
under this paragraph (g)(8) must be ap-
plied in accordance with the provisions
of §1.482-1 and of paragraph (g)(2) of
this section. Consistent with the speci-
fied methods, an unspecified method
should take into account the general
principle that uncontrolled taxpayers
evaluate the terms of a transaction by
considering the realistic alternatives
to that transaction, and only enter
into a particular transaction if none of
the alternatives is preferable to it.
Therefore, in establishing whether a
PCT achieved an arm’s length result,
an unspecified method should provide
information on the prices or profits
that the controlled participant could
have realized by choosing a realistic al-
ternative to the CSA. See paragraph
(k)(2)(ii)(J) of this section. As with any
method, an unspecified method will not
be applied unless it provides the most
reliable measure of an arm’s length re-
sult under the principles of the best
method rule. See §1.482-1(c) (Best
method rule). In accordance with
§1.482-1(d) (Comparability), to the ex-
tent that an unspecified method relies
on internal data rather than uncon-
trolled comparables, its reliability will
be reduced. Similarly, the reliability of
a method will be affected by the reli-
ability of the data and assumptions
used to apply the method, including
any projections used.

(h) Form of payment rules—(1) CST
Payments. CST Payments may not be
paid in shares of stock in the payor (or
stock in any member of the controlled
group that includes the controlled par-
ticipants).

(2) PCT Payments—(i) In general. The
consideration under a PCT for a plat-
form contribution may take one or a
combination of both of the following
forms:

(A) Payments of a fixed amount
(fixed payments), either paid in a lump
sum payment or in installment pay-
ments spread over a specified period,
with interest calculated in accordance
with §1.482-2(a) (Lioans or advances).

(B) Payments contingent on the ex-
ploitation of cost shared intangibles by
the PCT Payor (contingent payments).
Accordingly, controlled participants
have flexibility to adopt a form and pe-
riod of payment, provided that such
form and period of payment are con-
sistent with an arm’s length charge as
of the date of the PCT. See also para-
graphs (h)(2)(iv) and (3) of this section.

(ii) No PCT Payor Stock. PCT Pay-
ments may not be paid in shares of
stock in the PCT Payor (or stock in
any member of the controlled group
that includes the controlled partici-
pants).

(iii) Specified form of payment—(A) In
general. The form of payment selected
(subject to the rules of this paragraph
(h)) for any PCT, including, in the case
of contingent payments, the contin-
gent base and structure of the pay-
ments as set forth in paragraph
(h)(2)({ii)(B) of this section, must be
specified no later than the due date of
the applicable tax return (including ex-
tensions) for the later of the taxable
year of the PCT Payor or PCT Payee
that includes the date of that PCT.

(B) Contingent payments. In accord-
ance with paragraph (K)(1)(iv)(A) of
this section, a provision of a written
contract described in paragraph (k)(1)
of this section, or of the additional doc-
umentation described in paragraph
(k)(2) of this section, that provides for
payments for a PCT (or group of PCTs)
to be contingent on the exploitation of
cost shared intangibles will be re-
spected as consistent with economic
substance only if the allocation be-
tween the controlled participants of
the risks attendant on such form of
payment is determinable before the
outcomes of such allocation that would
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have materially affected the PCT pric-
ing are known or reasonably knowable.
A contingent payment provision must
clearly and unambiguously specify the
basis on which the contingent payment
obligations are to be determined. In
particular, the contingent payment
provision must clearly and unambig-
uously specify the events that give rise
to an obligation to make PCT Pay-
ments, the royalty base (such as sales
or revenues), and the computation used
to determine the PCT Payments. The
royalty base specified must be one that
permits verification of its proper use
by reference to books and records
maintained by the controlled partici-
pants in the normal course of business
(for example, books and records main-
tained for financial accounting or busi-
ness management purposes).

(C) Examples. The following examples
illustrate the principles of this para-
graph (h)(2).

Example 1. A CSA provides that PCT Pay-
ments with respect to a particular platform
contribution shall be contingent payments
equal to 15% of the revenues from sales of
products that incorporate cost shared intan-
gibles. The terms further permit (but do not
require) the controlled participants to adjust
such contingent payments in accordance
with a formula set forth in the arrangement
so that the 15% rate is subject to adjustment
by the controlled participants at their dis-
cretion on an after-the-fact, uncompensated
basis. The Commissioner may impute pay-
ment terms that are consistent with eco-
nomic substance with respect to the plat-
form contribution because the contingent
payment provision does not specify the com-
putation used to determine the PCT Pay-
ments.

Example 2. Taxpayer, an automobile manu-
facturer, is a controlled participant in a CSA
that involves research and development to
perfect certain manufacturing techniques
necessary to the actual manufacture of a
state-of-the-art, hybrid fuel injection system
known as DRL337. The arrangement involves
the platform contribution of a design patent
covering DRL337. Pursuant to paragraph
(h)(2)(iii)(B) of this section, the CSA provides
for PCT Payments with respect to the plat-
form contribution of the patent in the form
of royalties contingent on sales of auto-
mobiles that contain the DRL337 system.
However, Taxpayer’s system of book- and
record-keeping does not enable Taxpayer to
track which automobile sales involve auto-
mobiles that contain the DRL337 system. Be-
cause Taxpayer has not complied with para-
graph (h)(2)(iii)(B) of this section, the Com-
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missioner may impute payment terms that
are consistent with economic substance and
susceptible to verification by the Commis-
sioner.

Example 3. (i) Controlled participants A and
B enter into a CSA that provides for PCT
Payments from A to B with respect to B’s
platform contribution, Z, in the form of
three annual installment payments due from
A to B on the last day of each of the first
three years of the CSA.

(ii) On audit, based on all the facts and cir-
cumstances, the Commissioner determines
that the installment PCT Payments are con-
sistent with an arm’s length charge as of the
date of the PCT. Accordingly, the Commis-
sioner does not make an adjustment with re-
spect to the PCT Payments in any year.

Example 4. (i) The facts are the same as in
Example 3 except that the CSA contains an
additional term with respect to the PCT
Payments. Under this provision, A and B fur-
ther agreed that, if the present value (as of
the CSA Start Date) of A’s actual divisional
operating profit or loss during the three-year
period is less than the present value (as of
the CSA Start Date) of the divisional oper-
ating profit or loss that the parties projected
for A upon formation of the CSA for that pe-
riod, then the third installment payment
shall be subject to a compensating adjust-
ment in the amount necessary to reduce the
present value (as of the CSA Start Date) of
the aggregate PCT Payments for those three
yvears to the amount that would have been
calculated if the actual results had been used
for the calculation instead of the projected
results.

(ii) This provision further specifies that A
will pay B an additional amount, $Q, in the
first year of the CSA to compensate B for
taking on additional downside risk through
the contingent payment term described in
paragraph (i) of this Example 4.

(iii) During the first two years, A pays B
installment payments as agreed, as well as
the additional amount, $Q. In the third year,
A and B determine that the present value (as
of the CSA Start Date) of A’s actual divi-
sional operating profit or loss during the
three-year period is less than the present
value (as of the CSA Start Date) of the divi-
sional operating profit or loss that the par-
ties projected for A upon formation of the
CSA for that period. A reduces the PCT Pay-
ment to B in the third year in the amount
necessary to reduce the present value (as of
the CSA Start Date) of the aggregate PCT
Payments for those three years to the
amount that would have been calculated if
the actual results had been used for the cal-
culation instead of the projected results.

(iv) On audit, based on all the facts and cir-
cumstances, the Commissioner determines
that the installment PCT Payments agreed
to be paid by A to B were consistent with an
arm’s length charge as of the date of the
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PCT. The Commissioner further determines
that the contingency was sufficiently speci-
fied such that its occurrence or nonoccur-
rence was unambiguous and determinable;
that the projections were reliable; and that
the contingency did, in fact, occur. Finally,
the Commissioner determines, based on all
the facts and circumstances, that $Q was
within the arm’s length range for the addi-
tional allocation of risk to B. Accordingly,
no adjustment is made with respect to the
installment PCT Payments, or the addi-
tional PCT Payment for the contingent pay-
ment term, in any year.

Example 5. (i) The facts are the same as in
Example 4 except that the CSA states the
amount that A will pay B for the contingent
payment term is $X, an amount that is less
than $Q, and A pays B $X in the first year of
the CSA.

(ii) On audit, based on all the facts and cir-
cumstances, the Commissioner determines
that the installment PCT Payments agreed
to be paid by A to B were consistent with an
arm’s length charge as of the date of the
PCT. The Commissioner further determines
that the contingency was sufficiently speci-
fied such that its occurrence or nonoccur-
rence was unambiguous and determinable;
that the projections were reliable; and that
the contingency did, in fact, occur. However,
the Commissioner also determines, based on
all the facts and circumstances, that the ad-
ditional PCT Payment of $X from A to B for
the contingent payment term was not an
arm’s length charge for the additional allo-
cation of risk as of the CSA Start Date in
connection with the contingent payment
term. Accordingly, the Commissioner makes
an adjustment to B’s results equal to the dif-
ference between $X and the median of the
arm’s length range of charges for the contin-
gent payment term.

Example 6. (i) The facts are the same as in
Example 3 except that A and B further agreed
that, if the present value (as of the CSA
Start Date) of A’s actual divisional oper-
ating profit or loss during the three-year pe-
riod is either less or greater than the present
value (as of the CSA Start Date) of the divi-
sional operating profit or loss that the par-
ties projected for A upon formation of the
CSA for that period, then A may make a
compensating adjustment to the third in-
stallment payment in the amount necessary
to reduce (if actual divisional operating prof-
it or loss is less than the projections) or in-
crease (if actual divisional operating profit
or loss exceeds the projections) the present
value (as of the CSA Start Date) of the ag-
gregate PCT Payments for those three years
to the amount that would have been cal-
culated if the actual results had been used
for the calculation instead of the projected
results.

(ii) On audit, the Commissioner determines
that the contingent payment term lacks eco-
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nomic substance under §§1.482-1(d)(3)(iii)(B)
and 1.482-7(h)(2)(iii)(B). It lacks economic
substance because the allocation of the risks
between A and B was indeterminate as of the
CSA Start Date due to the elective nature of
the potential compensating adjustments.
Specifically, the parties agreed upfront only
that A might make compensating adjust-
ments to the installment payments. By the
terms of the agreement, A could decide
whether to make such adjustments after the
outcome of the risks was known or reason-
ably knowable. Even though the contingency
and potential compensating adjustments
were clearly defined in the CSA, no compen-
sating adjustments were required by the CSA
regardless of the occurrence or nonoccur-
rence of the contingency. As a result, the
contingent payment terms did not clearly
and unambiguously specify the events that
give rise to an obligation to make PCT Pay-
ments, and, accordingly, the obligation to
make compensating adjustments pursuant to
the contingency was indeterminate. The con-
tingent payment term allows the taxpayer to
make adjustments that are favorable to its
overall tax position in those years where the
agreement allows it to make such adjust-
ments, but decline to exercise its right to
make any adjustment in those years in
which such an adjustment would be unfavor-
able to its overall tax position. Such terms
do not reflect a substantive upfront alloca-
tion of risk. In addition, the vagueness of the
agreement makes it impossible to determine
whether such contingent payment term war-
rants an additional arm’s length charge and,
if so, how much.

(iii) Accordingly, the Commissioner may
disregard the contingent payment term
under  §§1.482-1(d)(3)({i)(B)(I) and 1.482—
T(k)(1)(iv) and may impute other contractual
terms in its place consistent with the eco-
nomic substance of the CSA.

Example 7. (i) The facts are the same as in
Example 6 except that the contingent pay-
ment term provides that, if the present value
(as of the CSA Start Date) of A’s actual divi-
sional operating profit or loss during the
three-year period is either less or greater
than the present value (as of the CSA Start
Date) of the divisional operating profit or
loss that the parties projected for A upon
formation of the CSA for that period, then A
will make a compensating adjustment to the
third installment payment. The CSA does
not specify the amount of (or a formula for)
any such compensating adjustments.

(ii) On audit, the Commissioner determines
that the contingent payment term lacks eco-
nomic substance under §§1.482-1(d)(3)(iii)(B)
and 1.482-7(h)(2)@dii)(B). It lacks economic
substance because the allocation of the risks
between A and B was indeterminate as of the
CSA Start Date due to the failure to specify
the amount of (or a formula for) the compen-
sating adjustments that must be made if a
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contingency occurs. The basis on which the
compensating adjustments were to be deter-
mined was neither clear nor unambiguous.
Even though the contingency was clearly de-
fined in the CSA and the requirement of a
compensating adjustment in the event of a
contingency was clearly specified in the
CSA, the parties had no agreement regarding
the amount of such compensating adjust-
ments. As a result, the computation used to
determine the PCT Payments was indetermi-
nate. The parties could choose to make a
small positive compensating adjustment if
the actual results turned out to be much
greater than the projections, and could
choose to make a significant negative com-
pensating adjustment if the actual results
turned out to be less than the projections.
Such terms do not reflect a substantive up-
front allocation of risk. In addition, the
vagueness of the agreement makes it impos-
sible to determine whether such contingent
payment term warrants an additional arm’s
length charge and, if so, how much.

(iii) Accordingly, the Commissioner may
disregard the contingent price term under
§§1.482-1()(D)(AH(B)(I) and 1.482-7(k)(1)(iv)
and may impute other contractual terms in
its place consistent with economic substance
of the CSA.

(iv) Conversion from fixed to contingent
form of payment. With regard to a con-
version of a fixed present value to a
contingent form of payment, see para-
graphs (g)(2)(v) (Discount rate) and (vi)
(Financial projections) of this section.

(38) Coordination of best method rule
and form of payment. A method de-
scribed in paragraph (g)(1) of this sec-
tion evaluates the arm’s length
amount charged in a PCT in terms of a
form of payment (method payment
form). For example, the method pay-
ment form for the acquisition price
method described in paragraph (g)(5) of
this section, and for the market cap-
italization method described in para-
graph (g)(6) of this section, is fixed pay-
ment. Applications of the income
method provide different method pay-
ment forms. See paragraphs (2)(4)(1)(E)
and (iv) of this section. The method
payment form may not necessarily cor-
respond to the form of payment speci-
fied pursuant to paragraphs (h)(2)(iii)
and (k)(2)({i)(1) of this section (speci-
fied payment form). The determination
under §1.482-1(c) of the method that
provides the most reliable measure of
an arm’s length result is to be made
without regard to whether the respec-
tive method payment forms under the
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competing methods correspond to the
specified payment form. If the method
payment form of the method deter-
mined under §1.482-1(c) to provide the
most reliable measure of an arm’s
length result differs from the specified
payment form, then the conversion
from such method payment form to
such specified payment form will be
made to the satisfaction of the Com-
missioner.

(1) Allocations by the Commissioner in
connection with a CSA—1) In general.
The Commissioner may make alloca-
tions to adjust the results of a con-
trolled transaction in connection with
a CSA so that the results are con-
sistent with an arm’s length result, in
accordance with the provisions of this
paragraph (i).

(2) CST allocations—(i) In general. The
Commissioner may make allocations
to adjust the results of a CST so that
the results are consistent with an
arm’s length result, including any allo-
cations to make each controlled par-
ticipant’s IDC share, as determined
under paragraph (d)(4) of this section,
equal to that participant’s RAB share,
as determined under paragraph (e)(1) of
this section. Such allocations may re-
sult from, for purposes of CST deter-
minations, adjustments to—

(A) Redetermine IDCs by adding any
costs (or cost categories) that are di-
rectly identified with, or are reason-
ably allocable to, the IDA, or by re-
moving any costs (or cost categories)
that are not IDCs;

(B) Reallocate costs between the IDA
and other business activities;

(C) Improve the reliability of the se-
lection or application of the basis used
for measuring benefits for purposes of
estimating a controlled participant’s
RAB share;

(D) Improve the reliability of the
projections used to estimate RAB
shares, including adjustments de-
scribed in paragraph (i)(2)(ii) of this
section; and

(E) Allocate among the controlled
participants any unallocated interests
in cost shared intangibles.

(ii) Adjustments to improve the reli-
ability of projections used to estimate
RAB shares—(A) Unreliable projections.
A significant divergence between pro-
jected benefit shares and benefit shares
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adjusted to take into account any
available actual benefits to date (ad-
justed benefit shares) may indicate
that the projections were not reliable
for purposes of estimating RAB shares.
In such a case, the Commissioner may
use adjusted benefit shares as the most
reliable measure of RAB shares and ad-
just IDC shares accordingly. The pro-
jected benefit shares will not be consid-
ered unreliable, as applied in a given
taxable year, based on a divergence
from adjusted benefit shares for every
controlled participant that is less than
or equal to 20% of the participant’s
projected benefits share. Further, the
Commissioner will not make an alloca-
tion based on such divergence if the
difference is due to an extraordinary
event, beyond the control of the con-
trolled participants, which could not
reasonably have been anticipated at
the time that costs were shared. The
Commissioner generally may adjust
projections of benefits used to cal-
culate benefit shares in accordance
with the provisions of §1.482-1. In par-
ticular, if benefits are projected over a
period of years, and the projections for
initial years of the period prove to be
unreliable, this may indicate that the
projections for the remaining years of
the period are also unreliable and thus
should be adjusted. For purposes of this
paragraph (i)(2)(ii)(A), all controlled
participants that are not U.S. persons
are treated as a single controlled par-
ticipant. Therefore, an adjustment
based on an unreliable projection of
RAB shares will be made to the IDC
shares of foreign controlled partici-
pants only if there is a matching ad-
justment to the IDC shares of con-
trolled participants that are U.S. per-
sons. Nothing in this paragraph
(1)(2)({i)(A) prevents the Commissioner
from making an allocation if a tax-
payer did not use the most reliable
basis for measuring anticipated bene-
fits. For example, if the taxpayer
measures its anticipated benefits based
on units sold, and the Commissioner
determines that another basis is more
reliable for measuring anticipated ben-
efits, then the fact that actual units
sold were within 20% of the projected
unit sales will not preclude an alloca-
tion under this section.
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(B) Foreign-to-foreign adjustments. Ad-
justments to IDC shares based on an
unreliable projection also may be made
among foreign controlled participants
if the variation between actual and
projected benefits has the effect of sub-
stantially reducing U.S. tax.

(C) Correlative adjustments to PCTs.
Correlative adjustments will be made
to any PCT Payments of a fixed
amount that were determined based on
RAB shares that are subsequently ad-
justed on a finding that they were
based on unreliable projections. No cor-
relative adjustments will be made to
contingent PCT Payments regardless
of whether RAB shares were used as a
parameter in the valuation of those
payments.

(D) Examples. The following examples
illustrate the principles of this para-
graph (1)(2)(ii):

Example 1. U.S. Parent (USP) and Foreign
Subsidiary (F'S) enter into a CSA to develop
new food products, dividing costs on the
basis of projected sales two years in the fu-
ture. In Year 1, USP and FS project that
their sales in Year 3 will be equal, and they
divide costs accordingly. In Year 3, the Com-
missioner examines the controlled partici-
pants’ method for dividing costs. USP and
FS actually accounted for 42% and 58% of
total sales, respectively. The Commissioner
agrees that sales two years in the future pro-
vide a reliable basis for estimating benefit
shares. Because the differences between
USP’s and FS’s adjusted and projected ben-
efit shares are less than 20% of their pro-
jected benefit shares, the projection of fu-
ture benefits for Year 3 is reliable.

Example 2. The facts are the same as in Ex-
ample 1, except that in Year 3 USP and FS
actually accounted for 35% and 65% of total
sales, respectively. The divergence between
USP’s projected and adjusted benefit shares
is greater than 20% of USP’s projected ben-
efit share and is not due to an extraordinary
event beyond the control of the controlled
participants. The Commissioner concludes
that the projected benefit shares were unreli-
able, and uses adjusted benefit shares as the
basis for an adjustment to the cost shares
borne by USP and FS.

Example 3. U.S. Parent (USP), a U.S. cor-
poration, and its foreign subsidiary (FS)
enter into a CSA in Year 1. They project that
they will begin to receive benefits from cost
shared intangibles in Years 4 through 6, and
that USP will receive 60% of total benefits
and FS 40% of total benefits. In Years 4
through 6, USP and FS actually receive 50%
each of the total benefits. In evaluating the
reliability of the controlled participants’
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projections, the Commissioner compares the
adjusted benefit shares to the projected ben-
efit shares. Although USP’s adjusted benefit
share (560%) is within 20% of its projected
benefit share (60%), FS’s adjusted benefit
share (50%) is not within 20% of its projected
benefit share (40%). Based on this discrep-
ancy, the Commissioner may conclude that
the controlled participants’ projections were
unreliable and may use adjusted benefit
shares as the basis for an adjustment to the
cost shares borne by USP and FS.

Example 4. Three controlled taxpayers,
USP, FS1, and FS2 enter into a CSA. FS1 and
FS2 are foreign. USP is a domestic corpora-
tion that controls all the stock of FS1 and
FS2. The controlled participants project that
they will share the total benefits of the cost
shared intangibles in the following percent-
ages: USP 50%; FS1 30%; and FS2 20%. Ad-
justed benefit shares are as follows: USP
45%; FS1 25%; and FS2 30%. In evaluating
the reliability of the controlled participants’
projections, the Commissioner compares
these adjusted benefit shares to the pro-
jected benefit shares. For this purpose, FS1
and FS2 are treated as a single controlled
participant. The adjusted benefit share re-
ceived by USP (45%) is within 20% of its pro-
jected benefit share (50%). In addition, the
non-US controlled participant’s adjusted
benefit share (55%) is also within 20% of
their projected benefit share (50%). There-
fore, the Commissioner concludes that the
controlled participant’s projections of future
benefits were reliable, despite the fact that
FS2’s adjusted benefit share (30%) is not
within 20% of its projected benefit share
(20%).

Example 5. The facts are the same as in Ex-
ample 4. In addition, the Commissioner deter-
mines that FS2 has significant operating
losses and has no earnings and profits, and
that FS1 is profitable and has earnings and
profits. Based on all the evidence, the Com-
missioner concludes that the controlled par-
ticipants arranged that FS1 would bear a
larger cost share than appropriate in order
to reduce FS1’s earnings and profits and
thereby reduce inclusions USP otherwise
would be deemed to have on account of FS1
under subpart F. Pursuant to paragraph
(1)(2)(i1)(B) of this section, the Commissioner
may make an adjustment solely to the cost
shares borne by FS1 and FS2 because FS2’s
projection of future benefits was unreliable
and the variation between adjusted and pro-
jected benefits had the effect of substan-
tially reducing USP’s U.S. income tax liabil-
ity (on account of FS1 subpart F income).

Example 6. (i)(A) Foreign Parent (FP) and
U.S. Subsidiary (USS) enter into a CSA in
1996 to develop a new treatment for baldness.
USS’s interest in any treatment developed is
the right to produce and sell the treatment
in the U.S. market while FP retains rights
to produce and sell the treatment in the rest
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of the world. USS and FP measure their an-
ticipated benefits from the CSA based on
their respective projected future sales of the
baldness treatment. The following sales pro-
jections are used:

SALES
[In millions of dollars]
Year uss FP
1. 5 10
2 20 20
3 30 30
4 40 40
5 40 40
6 40 40
7 40 40
8 20 20
9 10 10
10 .. 5 5

(B) In Year 1, the first year of sales, USS
is projected to have lower sales than FP due
to lags in U.S. regulatory approval for the
baldness treatment. In each subsequent year,
USS and FP are projected to have equal
sales. Sales are projected to build over the
first three years of the period, level off for
several years, and then decline over the final
years of the period as new and improved
baldness treatments reach the market.

(ii) To account for USS’s lag in sales in the
Year 1, the present discounted value of sales
over the period is used as the basis for meas-
uring benefits. Based on the risk associated
with this venture, a discount rate of 10 per-
cent is selected. The present discounted
value of projected sales is determined to be
approximately $154.4 million for USS and
$158.9 million for FP. On this basis USS and
FP are projected to obtain approximately
49.3% and 50.7% of the benefit, respectively,
and the costs of developing the baldness
treatment are shared accordingly.

(iii)(A) In Year 6, the Commissioner exam-
ines the CSA. USS and FP have obtained the
following sales results through Year 5:

SALES
[In millions of dollars]
Year uss FP
1. 0 17
2 17 35
3 25 35
4 38 41
5. 39 41

(B) USS’s sales initially grew more slowly
than projected while FP’s sales grew more
quickly. In each of the first three years of
the period, the share of total sales of at least
one of the parties diverged by over 20% from
its projected share of sales. However, by
Year 5 both parties’ sales had leveled off at
approximately their projected values. Tak-
ing into account this leveling off of sales and
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all the facts and circumstances, the Commis-
sioner determines that it is appropriate to
use the original projections for the remain-
ing years of sales. Combining the actual re-
sults through Year 5 with the projections for
subsequent years, and using a discount rate
of 10%, the present discounted value of sales
is approximately $141.6 million for USS and
$187.3 million for FP. This result implies
that USS and FP obtain approximately 43.1%
and 56.9%, respectively, of the anticipated
benefits from the baldness treatment. Be-
cause these adjusted benefit shares are with-
in 20% of the benefit shares calculated based
on the original sales projections, the Com-
missioner determines that, based on the dif-
ference between adjusted and projected ben-
efit shares, the original projections were not
unreliable. No adjustment is made based on
the difference between adjusted and pro-
jected benefit shares.

Example 7. (i) The facts are the same as in
Example 6, except that the actual sales re-
sults through Year 5 are as follows:

SALES
[In millions of dollars]
Year uss FP
1. 0 17
2. 17 35
3 25 44
4 34 54
5.. 36 55

(ii) Based on the discrepancy between the
projections and the actual results and on
consideration of all the facts, the Commis-
sioner determines that for the remaining
years the following sales projections are
more reliable than the original projections:

SALES
[In millions of dollars]
Year uss FP

36 55
36 55
18 28

9 14
4.5 7

(iii) Combining the actual results through
Year 5 with the projections for subsequent
years, and using a discount rate of 10%, the
present discounted value of sales is approxi-
mately $131.2 million for USS and $229.4 mil-
lion for FP. This result implies that USS and
FP obtain approximately 35.4% and 63.6%, re-
spectively, of the anticipated benefits from
the baldness treatment. These adjusted ben-
efit shares diverge by greater than 20% from
the benefit shares calculated based on the
original sales projections, and the Commis-
sioner determines that, based on the dif-
ference between adjusted and projected ben-
efit shares, the original projections were un-
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reliable. The Commissioner adjusts cost
shares for each of the taxable years under ex-
amination to conform them to the recal-
culated shares of anticipated benefits.

(iii) Timing of CST allocations. If the
Commissioner makes an allocation to
adjust the results of a CST, the alloca-
tion must be reflected for tax purposes
in the year in which the IDCs were in-
curred. When a CST payment is owed
by one controlled participant to an-
other controlled participant, the Com-
missioner may make appropriate allo-
cations to reflect an arm’s length rate
of interest for the time value of money,
consistent with the provisions of
§1.482-2(a) (Loans or advances).

(3) PCT allocations. The Commis-
sioner may make allocations to adjust
the results of a PCT so that the results
are consistent with an arm’s length re-
sult in accordance with the provisions
of the applicable sections of the regula-
tions under section 482, as determined
pursuant to paragraph (a)(2) of this sec-
tion.

(4) Allocations regarding changes in
participation under a CSA. The Commis-
sioner may make allocations to adjust
the results of any controlled trans-
action described in paragraph (f) of this
section if the controlled participants
do not reflect arm’s length results in
relation to any such transaction.

(5) Allocations when CSTs are consist-
ently and materially disproportionate to
RAB shares. If a controlled participant
bears IDC shares that are consistently
and materially greater or lesser than
its RAB share, then the Commissioner
may conclude that the economic sub-
stance of the arrangement between the
controlled participants is inconsistent
with the terms of the CSA. In such a
case, the Commissioner may disregard
such terms and impute an agreement
that is consistent with the controlled
participants’ course of conduct, under
which a controlled participant that
bore a disproportionately greater IDC
share received additional interests in

the cost shared intangibles. See
§§1.482-1(d)(3)(i1)(B) (Identifying con-
tractual terms) and 1.482-4(f)(3)(ii)

(Identification of owner). Such addi-
tional interests will consist of partial
undivided interests in the other con-
trolled participant’s interest in the
cost shared intangible. Accordingly,
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that controlled participant must re-
ceive arm’s length consideration from
any controlled participant whose IDC
share is less than its RAB share over
time, under the provisions of §§1.482-1
and 1.482-4 through 1.482-6 to provide
compensation for the latter controlled
participants’ use of such partial undi-
vided interest.

(6) Periodic adjustments—(i) In general.
Subject to the exceptions in paragraph
(i)(6)(vi) of this section, the Commis-
sioner may make periodic adjustments
for an open taxable year (the Adjust-
ment Year) and for all subsequent tax-
able years for the duration of the CSA
Activity with respect to all PCT Pay-
ments, if the Commissioner determines
that, for a particular PCT (the Trigger
PCT), a particular controlled partici-
pant that owes or owed a PCT Payment
relating to that PCT (such controlled
participant being referred to as the
PCT Payor for purposes of this para-
graph (i)(6)) has realized an Actually
Experienced Return Ratio (AERR) that
is outside the Periodic Return Ratio
Range (PRRR). The satisfaction of the
condition stated in the preceding sen-
tence is referred to as a Periodic Trig-
ger. See paragraphs (i)(6)(ii) through
(vi) of this section regarding the
PRRR, the AERR, and periodic adjust-
ments. In determining whether to
make such adjustments, the Commis-
sioner may consider whether the out-
come as adjusted more reliably reflects
an arm’s length result under all the
relevant facts and circumstances, in-
cluding any information known as of
the Determination Date. The Deter-
mination Date is the date of the rel-
evant determination by the Commis-
sioner. The failure of the Commis-
sioner to determine for an earlier tax-
able year that a PCT Payment was not
arm’s length will not preclude the
Commissioner from making a periodic
adjustment for a subsequent year. A
periodic adjustment under this para-
graph (i)(6) may be made without re-
gard to whether the taxable year of the
Trigger PCT or any other PCT remains
open for statute of limitations pur-
poses or whether a periodic adjustment
has previously been made with respect
to any PCT Payment.

(ii) PRRR. Except as provided in the
next sentence, the PRRR will consist of
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return ratios that are not less than .667
nor more than 1.5. Alternatively, if the
controlled participants have not sub-
stantially complied with the docu-
mentation requirements referenced in
paragraph (k) of this section, as modi-
fied, if applicable, by paragraphs (m)(2)
and (3) of this section, the PRRR will
consist of return ratios that are not
less than .8 nor more than 1.25.

(iii) AERR—(A) In general. The AERR
is the present value of total profits
(PVTP) divided by the present value of
investment (PVI). In computing PVTP
and PVI, present values are computed
using the applicable discount rate
(ADR), and all information available as
of the Determination Date is taken
into account.

(B) PVTP. The PVTP is the present
value, as of the CSA Start Date, as de-
fined in section (j)(1)(i) of this section,
of the PCT Payor’s actually experi-
enced divisional profits or losses from
the CSA Start Date through the end of
the Adjustment Year.

(C) PVI. The PVI is the present value,
as of the CSA Start Date, of the PCT
Payor’s investment associated with the
CSA Activity, defined as the sum of its
cost contributions and its PCT Pay-
ments, from the CSA Start Date
through the end of the Adjustment
Year. For purposes of computing the
PVI, PCT Payments means all PCT
Payments due from a PCT Payor before
netting against PCT Payments due
from other controlled participants pur-
suant to paragraph (j)(3)(ii) of this sec-
tion.

(iv) ADR—(A) In general. Except as
provided in paragraph @()(6)Av)(B) of
this section, the ADR is the discount
rate pursuant to paragraph (g)(2)(v) of
this section, subject to such adjust-
ments as the Commissioner determines
appropriate.

(B) Publicly traded companies. If the
PCT Payor meets the conditions of
paragraph (i)(6)(iv)(C) of this section,
the ADR is the PCT Payor WACC as of
the date of the Trigger PCT. However,
if the Commissioner determines, or the
controlled participants establish to the
satisfaction of the Commissioner, that
a discount rate other than the PCT
Payor WACC better reflects the degree
of risk of the CSA Activity as of such
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date, the ADR is such other discount
rate.

(C) Publicly traded. A PCT Payor
meets the conditions of this paragraph
O (6)(Av)(C) if—

(I) Stock of the PCT Payor is pub-
licly traded; or

(2) Stock of the PCT Payor is not
publicly traded, provided the PCT
Payor is included in a group of compa-
nies for which consolidated financial
statements are prepared; and a publicly
traded company in such group owns, di-
rectly or indirectly, stock in PCT
Payor. Stock of a company is publicly
traded within the meaning of this para-
graph (i)(6)(iv)(C) if such stock is regu-
larly traded on an established United
States securities market and the com-
pany issues financial statements pre-
pared in accordance with United States
generally accepted accounting prin-
ciples for the taxable year.

(D) PCT Payor WACC. The PCT Payor
WACC is the WACC, as defined in para-
graph (j)(1)(i) of this section, of the
PCT Payor or the publicly traded com-
pany described in paragraph
{A)(6)[AV)(C)(2)(ii) of this section, as the
case may be.

(B) Generally accepted accounting prin-
ciples. For purposes of paragraph
(1)(6)(iv)(C) of this section, a financial
statement prepared in accordance with
a comprehensive body of generally ac-
cepted accounting principles other
than United States generally accepted
accounting principles is considered to
be prepared in accordance with United
States generally accepted accounting
principles provided that the amounts of
debt, equity, and interest expense are
reflected in any reconciliation between
such other accounting principles and
United States generally accepted ac-
counting principles required to be in-
corporated into the financial state-
ment by the securities laws governing
companies whose stock is regularly
traded on United States securities mar-
kets.

(v) Determination of periodic adjust-
ments. In the event of a Periodic Trig-
ger, subject to paragraph (i)(6)(vi) of
this section, the Commissioner may
make periodic adjustments with re-
spect to all PCT Payments between all
PCT Payors and PCT Payees for the
Adjustment Year and all subsequent
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years for the duration of the CSA Ac-
tivity pursuant to the residual profit
split method as provided in paragraph
(g)(7) of this section, subject to the fur-
ther modifications in this paragraph
(1)(6)(V). A periodic adjustment may be
made for a particular taxable year
without regard to whether the taxable
years of the Trigger PCT or other PCTs
remain open for statute of limitation
purposes.

(A) In general. Periodic adjustments
are determined by the following steps:

(I) First, determine the present
value, as of the date of the Trigger
PCT, of the PCT Payments under para-
graph (g)(7)({ii)(C)(3) of this section
pursuant to the Adjusted RPSM as de-
fined in paragraph (i)(6)(v)(B) of this
section (first step result).

(2) Second, convert the first step re-
sult into a stream of contingent pay-
ments on a base of reasonably antici-
pated divisional profits or losses over
the entire duration of the CSA Activ-
ity, using a level royalty rate (second
step rate). See paragraph (h)(2)(iv) of
this section (Conversion from fixed to
contingent form of payment). This con-
version is made based on all informa-
tion known as of the Determination
Date.

(3) Third, apply the second step rate
to the actual divisional profit or loss
for taxable years preceding and includ-
ing the Adjustment Year to yield a
stream of contingent payments for
such years, and convert such stream to
a present value as of the CSA Start
Date under the principles of paragraph
(2)(2)(v) of this section (third step re-
sult). For this purpose, the second step
rate applied to a loss for a particular
year will yield a negative contingent
payment for that year.

(4) Fourth, convert any actual PCT
Payments up through the Adjustment
Year to a present value as of the CSA
Start Date under the principles of
paragraph (g)(2)(v) of this section. Then
subtract such amount from the third
step result. Determine the nominal
amount in the Adjustment Year that
would have a present value as of the
CSA Start Date equal to the present
value determined in the previous sen-
tence to determine the periodic adjust-
ment in the Adjustment Year.
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(5) Fifth, apply the second step rate
to the actual divisional profit or loss
for each taxable year after the Adjust-
ment Year up to and including the tax-
able year that includes the Determina-
tion Date to yield a stream of contin-
gent payments for such years. For this
purpose, the second step rate applied to
a loss will yield a negative contingent
payment for that year. Then subtract
from each such payment any actual
PCT Payment made for the same year
to determine the periodic adjustment
for such taxable year.

(6) For each taxable year subsequent
to the year that includes the Deter-
mination Date, the periodic adjust-
ment for such taxable year (which is in
lieu of any PCT Payment that would
otherwise be payable for that year
under the taxpayer’s position) equals
the second step rate applied to the ac-
tual divisional profit or loss for that
year. For this purpose, the second step
rate applied to a loss for a particular
year will yield a negative contingent
payment for that year.

(7) If the periodic adjustment for any
taxable year is a positive amount, then
it is an additional PCT Payment owed
from the PCT Payor to the PCT Payee
for such year. If the periodic adjust-
ment for any taxable year is a negative
amount, then it is an additional PCT
Payment owed by the PCT Payee to
the PCT Payor for such year.

(B) Adjusted RPSM as of Determination
Date. The Adjusted RPSM is the resid-
ual profit split method pursuant to
paragraph (g)(7) of this section applied
to determine the present value, as of
the date of the Trigger PCT, of the
PCT Payments under paragraph
(2)(M(iii)(C)(3) of this section, with the
following modifications.

(I) Actual results up through the De-
termination Date shall be substituted
for what otherwise were the projected
results over such period, as reasonably
anticipated as of the date of the Trig-
ger PCT.

(2) Projected results for the balance
of the CSA Activity after the Deter-
mination Date, as reasonably antici-
pated as of the Determination Date,
shall be substituted for what otherwise
were the projected results over such pe-
riod, as reasonably anticipated as of
the date of the Trigger PCT.
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(3) The requirement in paragraph
(@)(M({d) of this section, that at least
two controlled participants make sig-
nificant nonroutine contributions, does
not apply.

(vi) Ezxceptions to periodic adjust-
ments—(A) Controlled participants estab-
lish periodic adjustment not warranted.
No periodic adjustment will be made
under paragraphs (i)(6)(i) and (v) of this
section if the controlled participants
establish to the satisfaction of the
Commissioner that all the conditions
described in one of paragraphs
(1)(6)(Vvi)(A)(I) through (4) of this sec-
tion apply with respect to the Trigger
PCT.

(I) Transactions involving the same
platform contribution as in the Trigger
PCT.

(i) The same platform contribution is
furnished to an uncontrolled taxpayer
under substantially the same cir-
cumstances as those of the relevant
Trigger PCT and with a similar form of
payment as the Trigger PCT;

(i1) This transaction serves as the
basis for the application of the com-
parable uncontrolled transaction meth-
od described in paragraph (g)(3) of this
section, in the first year and all subse-
quent years in which substantial PCT
Payments relating to the Trigger PCT
were required to be paid; and

(71i) The amount of those PCT Pay-
ments in that first year was arm’s
length.

(2) Results not reasonably anticipated.
The differential between the AERR and
the nearest bound of the PRRR is due
to extraordinary events beyond the
control of the controlled participants
that could not reasonably have been
anticipated as of the date of the Trig-
ger PCT.

(3) Reduced AERR does not cause Peri-
odic Trigger. The Periodic Trigger
would not have occurred had the PCT
Payor’s divisional profits or losses used
to calculate its PVTP both taken into
account expenses on account of oper-
ating cost contributions and routine
platform contributions, and excluded
those profits or losses attributable to
the PCT Payor’s routine contributions
to its exploitation of cost shared intan-
gibles, nonroutine contributions to the

787



§1.482-7

CSA Activity, operating cost contribu-
tions, and routine platform contribu-
tions.

(4) Increased AERR does not cause Peri-
odic Trigger—(i) The Periodic Trigger
would not have occurred had the divi-
sional profits or losses of the PCT
Payor used to calculate its PVTP in-
cluded its reasonably anticipated divi-
sional profits or losses after the Ad-
justment Year from the CSA Activity,
including from its routine contribu-
tions, its operating cost contributions,
and its nonroutine contributions to
that activity, and had the cost con-
tributions and PCT Payments of the
PCT Payor used to calculate its PVI
included its reasonably anticipated
cost contributions and PCT Payments
after the Adjustment Year. The reason-
ably anticipated amounts in the pre-
vious sentence are determined based on
all information available as of the De-
termination Date.

(i) For purposes of this paragraph
(1)(6)(Vi)(A)(4), the controlled partici-
pants may, if they wish, assume that
the average yearly divisional profits or
losses for all taxable years prior to and
including the Adjustment Year, in
which there has been substantial ex-
ploitation of cost shared intangibles re-
sulting from the CSA (exploitation
years), will continue to be earned in
each year over a period of years equal
to 15 minus the number of exploitation
years prior to and including the Deter-
mination Date.

(B) Circumstances in which Periodic
Trigger deemed not to occur. No Periodic
Trigger will be deemed to have oc-
curred at the times and in the cir-
cumstances described in paragraph
(1)(6)(vi)(B)(1) or (2) of this section.

(1) 10-year period. In any year subse-
quent to the 10-year period beginning
with the first taxable year in which
there is substantial exploitation of cost
shared intangibles resulting from the
CSA, if the AERR determined is within
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the PRRR for each year of such 10-year
period.

(2) 5-year period. In any year of the 5-
yvear period beginning with the first
taxable year in which there is substan-
tial exploitation of cost shared intangi-
bles resulting from the CSA, if the
AERR falls below the lower bound of
the PRRR.

(vii) Examples. The following exam-
ples illustrate the rules of this para-
graph (i)(6):

Example 1. (i) For simplicity of calculation
in this Example 1, all financial flows are as-
sumed to occur at the beginning of the year.
At the beginning of Year 1, USP, a publicly
traded U.S. company, and FS, its wholly-
owned foreign subsidiary, enter into a CSA
to develop new technology for cell phones.
USP has a platform contribution, the rights
for an in-process technology that when de-
veloped will improve the clarity of calls, for
which compensation is due from FS. FS has
no platform contributions to the CSA, no op-
erating contributions, and no operating cost
contributions. USP and FS agree to fixed
PCT payments of $40 million in Year 1 and
$10 million per year for Years 2 through 10.
At the beginning of Year 1, the weighted av-
erage cost of capital of the controlled group
that includes USP and FS is 15%. In Year 9,
the Commissioner audits Years 5 through 7
of the CSA and considers whether any peri-
odic adjustments should be made. USP and
FS have substantially complied with the
documentation requirements of paragraph
(k) of this section.

(ii) F'S experiences the results reported in
the following table from its participation in
the CSA through Year 7. In the table, all
present values (PV) are reported as of the
CSA Start Date, which is the same as the
date of the PCT (and reflect a 15% discount
rate as discussed in paragraph (iii) of this Ex-
ample 1). Thus, in any year the present value
of the cumulative investment is PVI and of
the cumulative divisional profit or loss is
PVTP. All amounts in this table and the ta-
bles that follow are reported in millions of
dollars and cost contributions are referred to
as ‘“‘CCs” (for simplicity of calculation in
this Example 1, all financial flows are as-
sumed to occur at the beginning of the year).

a b c d e f g h
Divisional AERR
Non CC PCT pay- | Investment profit or (PVTP/
Year Sales costs CCs ments (d+e) loss PVI)
(b-c) (/)
0 0 15 40 55 0
0 0 17 10 27 0
0 0 18 10 28 0
705 662 20 10 30 46
886 718 22 10 32 168
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a b c d e f g h
Divisional AERR
Non CC PCT pay- | Investment profit or (PVTP/
Year Sales costs CCs ments (d+e) loss PVI)
(b-c) (%}
6 .. 1,113 680 24 10 34 433
7 .. 1,179 747 27 10 37 432
PV through Year 5 . 970 846 69 69 138 124 0.90
PV through Year 6 . 1,523 1,184 81 74 155 340 2.20
PV through Year 7 . 2,033 1,507 93 78 171 526 3.09

(iii) Because USP is publicly traded in the
United States and is a member of the con-
trolled group to which FS (the PCT Payor)
belongs, for purposes of calculating the
AERR for F'S, the present values of its PVTP
and PVI are determined using an ADR of
15%, the weighted average cost of capital of
the controlled group. (It is assumed that no
other rate was determined or established,
under paragraph (i)(6)(iv)(B) of this section,
to better reflect the relevant degree of risk.)
At a 156% discount rate, the PVTP, cal-
culated as of Year 1, and based on actual
profits realized by FS through Year 7 from
exploiting the new cell phone technology de-
veloped by the CSA, is $526 million. The PVI,
based on FS’s cost contributions and its PCT
Payments, is $171 million. The AERR for FS
is equal to its PVTP divided by its PVI, $526
million/$171 million, or 3.09. There is a Peri-
odic Trigger because FS’s AERR of 3.09 falls
outside the PRRR of .67 to 1.5, the applicable
PRRR for controlled participants complying
with the documentation requirements of this
section.

(iv) At the time of the Determination
Date, it is determined that the first Adjust-
ment Year in which a Periodic Trigger oc-

curred was Year 6, when the AERR of FS was
determined to be 2.20. It is also determined
that for Year 6 none of the exceptions to
periodic adjustments described in paragraph
(i)(6)(vi) of this section applies. The Commis-
sioner exercises its discretion under para-
graph (i)(6)(i) of this section to make peri-
odic adjustments using Year 6 as the Adjust-
ment Year. Therefore, the arm’s length PCT
Payments from FS to USP shall be deter-
mined for each taxable year using the ad-
justed residual profit split method described
in paragraphs (g)(7) and (i)(6)(v)(B) of this
section. Periodic adjustments will be made
for each year to the extent the PCT Pay-
ments actually made by FS differ from the
PCT Payment calculation under the adjusted
residual profit split method.

(v) It is determined, as of the Determina-
tion Date, that the cost shared intangibles
will be exploited through Year 10. FS’s re-
turn for routine contributions (determined
by the Commissioner, based on the return for
comparable functions undertaken by com-
parable uncontrolled companies, to be 8% of
non-CC costs), and its actual and projected
results, are described in the following table.

a b c d e f g
Divisional ; Residual proift
Year Sales Non-CC costs profit or loss CCs Routing return dee-f
(b-c) (d-ef)
1. 0 0 0 15 0 -15
2 0 0 0 17 0 —-17
3 0 0 0 18 0 -18
4 705 662 43 20 53 -30
5 886 718 168 22 57 89
6 1,113 680 433 24 54 355
7 1,179 747 432 27 60 345
8 1,238 822 416 29 66 321
9 1,300 894 406 32 72 302
10 . 1,365 974 391 35 78 278
Cumulative PV through
Year 10 as of CSA
Start Date ........cccc..... 3,312 2,385 927 124 191 612

(vi) The periodic adjustments are -cal-
culated in a series of steps set out in para-
graph (i)(6)(v)(A) of this section. First, a
lump sum for the PCT Payment is deter-
mined using the adjusted residual profit split
method. Under the method, based on the con-

siderations discussed in paragraph (g)(2)(v) of
this section, the appropriate discount rate is
15% per year. The nonroutine residual divi-
sional profit or loss described in paragraph
(2)(7)(iii)(B) of this section is $612 million.
Further, under paragraph (g)(7)(iii)(C) of this
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section, the entire nonroutine residual divi-
sional profit constitutes the PCT Payment
because only USP has nonroutine contribu-
tions.

(vii) In step two, the first step result ($612
million) is converted into a level royalty
rate based on the reasonably anticipated di-
visional profit or losses of the CSA Activity,
the PV of which is reported in the table
above (net PV of divisional profit or loss for
Years 1 through 10 is $927 million). Con-
sequently, the step two result is a level roy-
alty rate of 66.0% ($612/$927) of the divisional
profit in Years 1 through 10.

(viii) In step three, the Commissioner cal-
culates the PCT Payments due through Year
6 by applying the step two royalty rate to
the actual divisional profits for each year
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and then determines the aggregate PV of
these PCT Payments as of the CSA Start
Date ($224 million as reported in the fol-
lowing table). In step four, the PCT Pay-
ments actually made through Year 6 are
similarly converted to PV as of the CSA
Start Date ($74 million) and subtracted from
the amount determined in step three ($224
million—$§74 million = $150 million). That dif-
ference of $150 million, representing a net PV
as of the CSA Start Date, is then converted
to a nominal amount, as of the Adjustment
Year, of equivalent present value (again
using a discount rate of 156%). That nominal
amount is $302 million (not shown in the
table), and is the periodic adjustment in
Year 6.

a b c d e
Nominal royalty due
o N der adjusted Nominal 1t
Year Divisional profit Royalty rate un eF';FE,’IS],\lAJS & omlnranapdag/men S
(b*c)
0 66.0 $0 $40
0 66.0 0 10
0 66.0 0 10
43 66.0 28 10
168 66.0 111 10
433 66.0 286 10
Cumulative PV as of Year 1 ......cccccccees | o 224 74

(ix) Under step five, the royalties due from
FS to USP for Year 7 (the year after the Ad-
justment Year) through Year 9 (the year in-
cluding the Determination Date) are deter-
mined. (These determinations are made for
Years 8 and 9 after the divisional profit for
those years becomes available.) For each
year, the periodic adjustment is a PCT Pay-
ment due in addition to the $10 million PCT

Payment that must otherwise be paid under
the CSA as described in paragraph (i) of this
Example 1. That periodic adjustment is cal-
culated as the product of the step two roy-
alty rate and the divisional profit, minus the
$10 million that was otherwise paid for that
year. The calculations are shown in the fol-
lowing table:

a b c d e f
Year Divisional profit Royalty rate Royalty due PCT Payments ag}ﬁrsitorgiecnt
(b*c) otherwise paid d-e)
432 66.0% $285 $10 $275
416 66.0 275 10 265
406 66.0 268 10 258

(x) Under step six, the periodic adjustment
for Year 10 (the only exploitation year after
the year containing the Determination Date)
will be determined by applying the step two
royalty rate to the divisional profit. This
periodic adjustment is a PCT Payment pay-

able from F'S to USP, and is in lieu of the $10
payment otherwise due. The calculations are
shown in the following table, based on a divi-
sional profit of $391 million. USP and FS ex-
perienced the following results in Year 10.

PCT payment
o ) called for under Periodic
Year Divisional profit Royalty rate Royalty due orrrg:ﬂﬁ?:]%? adjustment
made
10 391 66.0% $258 $10 (not paid) $258
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Example 2. The facts are the same as in
paragraphs (i) through (iii) of Example 1. At
the time of the Determination Date, it is de-
termined that the first Adjustment Year in
which a Periodic Trigger occurred was Year
6, when the AERR of FS was determined to
be 2.73. Upon further investigation as to
what may have caused the high return in
FS’s market, the Commissioner learns that,
in Years 4 through 6, USP’s leading competi-
tors experienced severe, unforeseen disrup-
tions in their supply chains resulting in a
significant increase in USP’s and FS’s mar-
ket share for cell phones. Further analysis
determines that without this unforeseen oc-
currence the Periodic Trigger would not
have occurred. Based on paragraph
(1)(6)(vi)(A)(2) of this section, the Commis-
sioner determines to his satisfaction that no
adjustments are warranted.

Example 3. (i) USP, a U.S. corporation, and
its wholly-owned foreign subsidiaries FS1,
FS2, and FS3 enter into a CSA at the start
of Year 1 to develop version 2.0 of a computer
program. USP makes a platform contribu-
tion, version 1.0 of the program (upon which
version 2.0 will be based), for which com-
pensation is due from FS1, FS2, and FS3.
None of the foreign subsidiaries makes any
platform contributions.

(ii) In Year 6, the Commissioner audits
Years 3 through 5 of the CSA and considers
whether any periodic adjustments should be
made. At the time of the Determination
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Date, the Commissioner determines that the
first Adjustment Year in which a Periodic
Trigger occurred was Year 3, and further de-
termines that none of the exceptions to peri-
odic adjustments described in paragraph
(1)(6)(vi) of this section applies. The Commis-
sioner exercises his discretion under para-
graph (i)(6)(i) of this section to make peri-
odic adjustments using Year 3 as the Adjust-
ment Year. Therefore, the arm’s length PCT
Payments from FS1, FS2, and FS3 to USP
shall be determined using the adjusted resid-
ual profit split method described in para-
graphs (2)(7)(v)(B) and (i)(6)(v)(B) of this sec-
tion. Periodic adjustments will be made for
each year to the extent the PCT Payments
actually made by FS1, FS2, and FS3 differ
from the PCT Payment calculation under
the adjusted residual profit split method.

(iii) The periodic adjustments are cal-
culated in a series of steps set out in para-
graph (i)(6)(v)(A) of this section. First, a
lump sum for the PCT Payments is deter-
mined using the adjusted residual profit split
method. The following results are calculated
(based on actual results for years for which
actual results are available and projected re-
sults for all years thereafter) in order to
apply the adjusted residual profit split meth-
od (it is determined that the cost shared in-
tangibles will be exploited through Year 7, so
the results reported in the following table
are cumulative values through Year 7):

Divisional profits
(cumulative PV through

Residual profits
(cumulative PV through

Participant year 7 as of the CSA year 7 as of the CSA
start date) start date)
$667 $314
e 271 159
....... 592 295

Because only USP had nonroutine contribu-

tions, under paragraph (g)(7)(iii)(C) of this

section, the entire nonroutine residual divi-

sional profit constitutes the PCT Payment

owed to USP. Therefore, the present values

(as of the CSA Start Date) of the PCT Pay-

ments owed are as follows:

PCT Payment owed from FS1 to USP: $314
million

PCT Payment owed from FS2 to USP: $159
million

PCT Payment owed from FS3 to USP: $295
million

Pursuant to paragraph (i)(6)(v)(A) of this sec-

tion, the steps in paragraphs (i)(6)(V)(A)(2)

through (7) of this section are performed sep-

arately for the PCT Payments that are owed

to USP by each of FS1, FS2, and FS3.

(iv) First, the steps are performed with re-
spect to FS1. In step two, the first step re-
sult ($314 million) is converted into a level
royalty rate based on FS1’s reasonably an-
ticipated divisional profits or losses through

Year 7 (the PV of which is $667 million). Con-
sequently, the step two result is a level roy-
alty rate of 47.1% ($314/$667) of the divisional
profits in Years 1 through 7. In step three,
the Commissioner calculates the PCT Pay-
ments due through Year 3 (the Adjustment
Year) by applying the step two royalty rate
(47.1%) to FS1’s actual divisional profits for
each year up to and including Year 3 and
then determining the aggregate PV of these
PCT Payments as of Year 3. In step four, the
PCT Payments actually made by FS1 to USP
through Year 3 are similarly converted to a
PV as of Year 3 and subtracted from the
amount determined in step three. That dif-
ference is the periodic adjustment in Year 3
with respect to the PCT Payments made for
Years 1 through 3 from FS1 to USP. Under
step five, the royalties due from FS1 to USP
for Year 4 (the year after the Adjustment
Year) through Year 6 (the year including the
Determination Date) are determined. The
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periodic adjustment for each of these years
is calculated as the product of the step two
royalty rate and the divisional profit for
that year, minus any actual PCT Payment
made by FS1 to USP in that year. The peri-
odic adjustment for each such year is a PCT
Payment due in addition to the PCT Pay-
ment from FS1 to USP that was already
made under the CSA. Under step six, the
periodic adjustment for Year 7 (the only ex-
ploitation year after the year containing the
Determination Date) will be determined by
applying the step two royalty rate to FSl's
divisional profit for that year. This periodic
adjustment for Year 7 is a PCT Payment
payable from FS1 to USP and is in lieu of
any PCT Payment from FS1 to USP other-
wise due.

(v) Next, the steps in paragraphs
A)(6)(V)(A)(2) through (7) of this section are
performed with respect to FS2. In step two,
the first step result ($159 million) is con-
verted into a level royalty rate based on
FS2’s reasonably anticipated divisional prof-
its or losses through Year 7 (the PV of which
is $271 million). Consequently, the step two
result is a level royalty rate of 58.7% ($159/
$271) of the divisional profits in Years 1
through 7. In step three, the Commaissioner
calculates the PCT Payments due through
Year 3 (the Adjustment Year) by applying
the step two royalty rate (68.7%) to FS2’s ac-
tual divisional profits for each year up to
and including Year 3 and then determining
the aggregate PV of these PCT Payments as
of Year 3. In step four, the PCT Payments ac-
tually made by FS2 to USP through Year 3
are similarly converted to a PV as of Year 3
and subtracted from the amount determined
in step three. That difference is the periodic
adjustment in Year 3 with respect to the
PCT Payments made for Years 1 through 3
from FS2 to USP. Under step five, the royal-
ties due from FS2 to USP for Year 4 (the
year after the Adjustment Year) through
Year 6 (the year including the Determination
Date) are determined. The periodic adjust-
ment for each of these years is calculated as
the product of the step two royalty rate and
the divisional profit for that year, minus any
actual PCT Payment made by FS2 to USP in
that year. The periodic adjustment for each
such year is a PCT Payment due in addition
to the PCT Payment from FS2 to USP that
was already made under the CSA. Under step
six, the periodic adjustment for Year 7 (the
only exploitation year after the year con-
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taining the Determination Date) will be de-
termined by applying the step two royalty
rate to FS2’s divisional profit for that year.
This periodic adjustment for Year 7 is a PCT
Payment payable from FS2 to USP and is in
lieu of any PCT Payment from FS2 to USP
otherwise due.

(vi) Finally, the steps in paragraphs
(A)(6)(V)(A)(2) through (7) of this section are
performed with respect to FS3. In step two,
the first step result ($295 million) is con-
verted into a level royalty rate based on
FS3’s reasonably anticipated divisional prof-
its or losses through Year 7 (the PV of which
is $592 million). Consequently, the step two
result is a level royalty rate of 49.8% ($295/
$592) of the divisional profits in Years 1
through 7. In step three, the Commaissioner
calculates the PCT Payments due through
Year 3 (the Adjustment Year) by applying
the step two royalty rate (49.8%) to FS3’s ac-
tual divisional profits for each year up to
and including Year 3 and then determining
the aggregate PV of these PCT Payments as
of Year 3. In step four, the PCT Payments ac-
tually made by FS3 to USP through Year 3
are similarly converted to a PV as of Year 3
and subtracted from the amount determined
in step three. That difference is the periodic
adjustment in Year 3 with respect to the
PCT Payments made for Years 1 through 3
from FS3 to USP. Under step five, the royal-
ties due from FS3 to USP for Year 4 (the
year after the Adjustment Year) through
Year 6 (the year including the Determination
Date) are determined. The periodic adjust-
ment for each of these years is calculated as
the product of the step two royalty rate and
the divisional profit for that year, minus any
actual PCT Payment made by FS3 to USP in
that year. The periodic adjustment for each
such year is a PCT Payment due in addition
to the PCT Payment from FS3 to USP that
was already made under the CSA. Under step
six, the periodic adjustment for Year 7 (the
only exploitation year after the year con-
taining the Determination Date) will be de-
termined by applying the step two royalty
rate to FS3’s divisional profit for that year.
This periodic adjustment for Year 7 is a PCT
Payment payable from FS3 to USP and is in
lieu of any PCT Payment from FS3 to USP
otherwise due.

(j) Definitions and special rules—(1)
Definitions—(i) In general. For purposes
of this section—

Term

Definition

Main cross references

Acquisition price ...

Adjusted acquisition price

...... §1.482-7(9)(5)(1).
...... §1.482-7(g)(5)(iii).

Adjusted average market capitalization ...

...... §1.482-7(g)(6)(iv).

Adjusted benefit shares .............

...... §1.482-7(i)(2)(ii)(A).

Adjusted RPSM ......

...... §1.482-7()(6)(v)(B).

Adjustment Year ......
ADR ...

...... §1.482-7()(6)(i).

AERR .

)(
)(
...... §1.482-7(i)(6)(iv).
...... § 1.482-7(i)(6)(iii).
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Term

Definition

Main cross references

Applicable Method ...

Average market capitalization
Benefits .

enue generated, plus cost savings,
minus any cost increases from exploit-
ing cost shared intangibles.

Capability variation
Change in participation under a CSA
Consolidated group .

Contingent payments

Controlled participant

Controlled transfer of interests ..

taxpayer, as defined under §1.482—
1(i)(5), that is a party to the contrac-
tual agreement that underlies the
CSA, and that reasonably anticipates
that it will derive benefits, as defined
in paragraph (e)(1)(i) of this section,
from exploiting one or more cost
shared intangibles.

Cost contribution

Cost shared intangible

Cost sharing alternative

gible, within the meaning of §1.482—
4(b), that is developed by the IDA, in-
cluding any portion of such intangible
that reflects a platform contribution.
Therefore, an intangible developed by
the IDA is a cost shared intangible
even though the intangible was not al-
ways or was never a reasonably an-
ticipated cost shared intangible.

Cost sharing arrangement or CSA

Cost sharing transactions or CSTs
Cross operating contributions .

CSA Activity

CSA Start Date

CST Payments

source or capability or right, other than
a platform contribution, that a con-
trolled participant has developed,
maintained, or acquired prior to the
CSA Start Date, or subsequent to the
CSA start date by means other than
operating cost contributions or cost
contributions, that is reasonably antici-
pated to contribute to the CSA Activity
within another controlled participant’s
division.

CSA Activity is the activity of developing
and exploiting cost shared intangibles.

The CSA Start Date is the earlier of the
date of the CSA contract or the first
occurrence of any IDC to which the
CSA applies, in accordance with
§ 1.482-7(k)(1)(iii).

Date of PCT ...

Determination Date

Differential income stream

Division

Divisional interest ..

sion that serves as the basis of the di-
vision of interests under the CSA in
the cost shared intangibles pursuant
to §1.482-7(b)(4).

Divisional profit or loss

ating profit or loss as separately
earned by each controlled participant
in its division from the CSA Activity,
determined before any expense (in-
cluding amortization) on account of
cost contributions, operating cost con-
tributions, routine platform and oper-
ating contributions, nonroutine con-
tributions (including platform and oper-
ating contributions), and tax.
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§1.482-7(g)(2)(ix)(A).
§ 1.482-7(g)(6) ).
§1.482-7(e)(1)(i).

§1.482-7()(3).
§1.482-7(f).
§1.482-7())(2)(i).
§1.482-7(h)(2)(i)(B).
§1.482-7(a)(1).

§1.482-7(1)(2).
§1.482-7(d)(4).
§1.482-7(b).

§1.482-7
§1.482-7
§1.482-7
§1.482-7

9)(4)()(B).

a), (b).

a)(1), (b)(1)(i)-
a)(3)(iii), (9)(2)(iv)-

§1.482-7(c)(2)(i).

§1.482-7(i)(6)(ii)(B) and (k)(1)(ii) and
(ii).

§1.482-7(b)(1).

§1.482-7(b)(3).

§1.482-7(i)(6)(i).

§1.482-7(g)(4)(vi)(F)(2).

See definitions of divisional profit or loss,
operating contribution, and operating
cost contribution.

§ 1.482-7(b)(1) i), (b)(4).
§ 1.482-7(g)(4) ).
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Definition

Main cross references

Fixed payments

Implied discount rate

IDC share

Input parameters ...

Intangible development activity or IDA
Intangible development costs or IDCs

Licensing alternative
Licensing payments ...

pursuant to the licensing obligations
under the licensing alternative.

Make-or-sell rights ...

Market-based input parameter ..

Market returns for routine contributions

Method payment form

Market returns for routine contributions
means returns determined by ref-
erence to the returns achieved by un-
controlled taxpayers engaged in activi-
ties similar to the relevant business
activity in the controlled participant’s
division, consistent with the methods
described in §§1.482-3, 1.482-4,
1.482-5, or §1.482-9(c).

Nonroutine contributions

Nonroutine
loss.
Operating contributions

Operating cost contributions

PCT Payee

residual divisional

profit or

trolled participant’s contributions to the
relevant business activities that are
not routine contributions. Nonroutine
contributions ordinarily include both
nonroutine platform contributions and
nonroutine  operating  contributions
used by controlled participants in the
commercial exploitation of their inter-
ests in the cost shared intangibles (for
example, marketing intangibles used
by a controlled participant in its divi-
sion to sell products that are based on
the cost shared intangible).

An operating contribution is any re-
source or capability or right, other than
a platform contribution, that a con-
trolled participant has developed,
maintained, or acquired prior to the
CSA Start Date, or subsequent to the
CSA Start Date by means other than
operating cost contributions or cost
contributions, that is reasonably antici-
pated to contribute to the CSA Activity
within the controlled participant’'s divi-
sion.

Operating cost contributions means all
costs in the ordinary course of busi-
ness on or after the CSA Start Date
that, based on analysis of the facts
and circumstances, are directly identi-
fied with, or are reasonably allocable
to, developing resources, capabilities,
or rights (other than reasonably antici-
pated cost shared intangibles) that are
reasonably anticipated to contribute to
the CSA Activity within the controlled
participant’s division.

PCT Payment ..
PCT Payor

PCT Payor WACC .

Periodic adjustments

Periodic Trigger

Platform contribution transaction or PCT ..

Platform contributions

Post-tax income

Pre-tax income

Projected benefit shares
PRRR .
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§1.482-7(h)(2)(i)(A).
§1.482-7(g)(2)(v)(B)(2).
§1.482-7(d)(4).
§1.482-7(g)(2)(ix)(B)-
§1.482-7(d)(1)
§1.482-7(a)(1), (d)(1).
§1.482-7(9)(4)()(C)-
§ 1.482-7(g)(4)((iii).

§1.482-7(c)(4), (9)(2)(iv).
§1.482-7(g)(2)(ix)(B).
§1.482-7(g)(4), (9)(7).

§1.482-7(h)(3).
§1.482-7(g).

§ 1.482-7(g)(7) ).

§1.482-7(g)(2) (i),
(9)(7)(iii)(A) and (C).

(@A MVI(E),

§1.482-7(g)(2)(ii), (9)(4)(iii), (9)(7)(iii)(B).

§1.482-7(b)(1)(ii).
§1.482-7(b)(1)(ii).
§1.482-7(b)(1)(ii), (1)(6)(i)-
§1.482-7(i)(6)(iv)(D).
§1.482-7()(6)(i).

§1.482-7()(6)(i).

§1.482-7(a)(2), (b)(1)(ii).
§1.482-7(c)(1).
§1.482-7(9)(2)(v)(B)(4, (9)(4)()(G)-
§1.482-7(g)(2)(v)(B)(4), (9)(4)(i)(G).
§1.482-7()(2)(ii)(A).

§ 1.482-7(i)(6)(ii).
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Term

Definition

Main cross references

...... §1.482-7(i)(6) (iil)(C).

PVTP ...
Reasonably anticipated benefits ...............

bles.
Reasonably anticipated benefits or RAB

A controlled participant's reasonably an-
ticipated benefits mean the benefits
that reasonably may be anticipated to
be derived from exploiting cost shared
intangibles. For purposes of this defi-
nition, benefits mean the sum of addi-
tional revenue generated, plus cost
savings, minus any cost increases
from exploiting cost shared intangi-

§ 1.482-7(i)(6)iii)(B).
§1.482-7(e)(1).

...... §1.482-7(a)(1), (e)(1).

shares.

...... §1.482-7(d)(1)(ii).

Reasonably anticipated cost shared intan-
gible.
Relevant business activity ..

...... §1.482-7(g)(7)(i)-

Routine contributions

returns.

Routine platform and operating contribu-

participant’s contributions to the rel-
evant business activities that are of
the same or similar kind to those
made by uncontrolled taxpayers in-
volved in similar business activities for
which it is possible to identify market
Routine contributions  ordi-
narily include contributions of tangible
property, services and intangibles that
are generally owned by uncontrolled
taxpayers engaged in similar activities.
A functional analysis is required to
identify these contributions according
to the functions performed, risks as-
sumed, and resources employed by
each of the controlled participants.

§1.482-7(g)(4), (9)(7).

...... §1.482-7(g)(4)(vii), 1.482—

tions, and net routine platform and op-
erating contributions.
Specified payment form

7(Q)(7)(ii)(C)(4).
...... §1.482-7(h)(3

Stock-based compensation
Stock options ...........

...... §1.482-7(d)(3

...... §1.482-7(d)(3)(i).

...... §1.482-7(g)(2) vl

Subsequent PCT ...

...... §1.482-7(g)(5

).

(
|
§1.482-7(g)Q)(V)(B)4)(), (9)(#)()(G)-

...... §1.482-7()(6)(i).

Target

Tax rate Reasonably anticipated effective tax rate
with respect to the pre-tax income to
which the tax rate is being applied.
For example, under the income meth-
od, this rate would be the reasonably
anticipated effective tax rate of the
PCT Payor or PCT Payee under the
cost sharing alternative or the licens-
ing alternative, as appropriate.

Trigger PCT ............

Variable input parameter .............

WACC . . WACC means weighted average cost of

capital.

...... §1.482-7(g)(2)(ix)(C).
§1.482-7()(6)(iv)(D).

(ii) Examples. The following examples
illustrate certain definitions in para-
graph (j)(1)(1) of this section:

Example 1. Controlled participant. Foreign
Parent (FP) is a foreign corporation engaged
in the extraction of a natural resource. FP
has a U.S. subsidiary (USS) to which FP sells
supplies of this resource for sale in the
United States. FP enters into a CSA with
USS to develop a new machine to extract the
natural resource. The machine uses a new
extraction process that will be patented in

the United States and in other countries.
The CSA provides that USS will receive the
rights to exploit the machine in the extrac-
tion of the natural resource in the United
States, and FP will receive the rights in the
rest of the world. This resource does not,
however, exist in the United States. Despite
the fact that USS has received the right to
exploit this process in the United States,
USS is not a controlled participant because
it will not derive a benefit from exploiting
the intangible developed under the CSA.
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Example 2. Controlled participants. (i) U.S.
Parent (USP), one foreign subsidiary (FS),
and a second foreign subsidiary constituting
the group’s research arm (R + D) enter into
a CSA to develop manufacturing intangibles
for a new product line A. USP and F'S are as-
signed the exclusive rights to exploit the in-
tangibles respectively in the United States
and the rest of the world, where each pres-
ently manufactures and sells various exist-
ing product lines. R + D is not assigned any
rights to exploit the intangibles. R + D’s ac-
tivity consists solely in carrying out re-
search for the group. It is reliably projected
that the RAB shares of USP and FS will be
6623% and 33%4%, respectively, and the par-
ties’ agreement provides that USP and FS
will reimburse 662:% and 33Y3%, respectively,
of the IDCs incurred by R + D with respect to
the new intangible.

(ii) R + D does not qualify as a controlled
participant within the meaning of paragraph
())(1)(@A) of this section, because it will not de-
rive any benefits from exploiting cost shared
intangibles. Therefore, R + D is treated as a
service provider for purposes of this section
and must receive arm’s length consideration
for the assistance it is deemed to provide to
USP and FS, under the rules of paragraph
(a)(3) of this section and §§1.482—4(f)(3)(iii)
and (4), and 1.482-9, as appropriate. Such con-
sideration must be treated as IDCs incurred
by USP and FS in proportion to their RAB
shares (that is, 6625% and 33%%, respec-
tively). R + D will not be considered to bear
any share of the IDCs under the arrange-
ment.

Example 3. Cost shared intangible, reasonably
anticipated cost shared intangible. U.S. Parent
(USP) has developed and currently exploits
an antihistamine, XY, which is manufac-
tured in tablet form. USP enters into a CSA
with its wholly-owned foreign subsidiary
(F'S) to develop XYZ, a new improved version
of XY that will be manufactured as a nasal
spray. Work under the CSA is fully devoted
to developing XYZ, and XYZ is developed.
During the development period, XYZ is a
reasonably anticipated cost shared intan-
gible under the CSA. Once developed, XYZ is
a cost shared intangible under the CSA.

Example 4. Cost shared intangible. The facts
are the same as in Example 3, except that in
the course of developing XYZ, the controlled
participants by accident discover ABC, a
cure for disease D. ABC is a cost shared in-
tangible under the CSA.

Example 5. Reasonably anticipated benefits.
Controlled parties A and B enter into a cost
sharing arrangement to develop product and
process intangibles for an already existing
Product P. Without such intangibles, A and
B would each reasonably anticipate revenue,
in present value terms, of $100M from sales of
Product P until it became obsolete. With the
intangibles, A and B each reasonably antici-
pate selling the same number of units each

26 CFR Ch. | (4-1-22 Edition)

year, but reasonably anticipate that the
price will be higher. Because the particular
product intangible is more highly regarded
in A’s market, A reasonably anticipates an
increase of $20M in present value revenue
from the product intangible, while B reason-
ably anticipates only an increase of $10M.
Further, A and B each reasonably anticipate
spending an extra $6M present value in pro-
duction costs to include the feature embody-
ing the product intangible. Finally, A and B
each reasonably anticipate saving $2M
present value in production costs by using
the process intangible. A and B reasonably
anticipate no other economic effects from
exploiting the cost shared intangibles. A’s
reasonably anticipated benefits from exploit-
ing the cost shared intangibles equal its rea-
sonably anticipated increase in revenue
($20M) plus its reasonably anticipated cost
savings ($2M) minus its reasonably antici-
pated increased costs ($6M), which equals
$17M. Similarly, B’s reasonably anticipated
benefits from exploiting the cost shared in-
tangibles equal its reasonably anticipated
increase in revenue ($10M) plus its reason-
ably anticipated cost savings ($2M) minus its
reasonably anticipated increased costs ($5M),
which equals $7TM. Thus A’s reasonably an-
ticipated benefits are $17M and B’s reason-
ably anticipated benefits are $7TM.

(2) Special rules—(i) Consolidated
group. For purposes of this section, all
members of the same consolidated
group shall be treated as one taxpayer.
For these purposes, the term consoli-
dated group means all members of a
group of controlled entities created or
organized within a single country and
subjected to an income tax by such
country on the basis of their combined
income.

(ii) Trade or business. A participant
that is a foreign corporation or non-
resident alien individual will not be
treated as engaged in a trade or busi-
ness within the United States solely by
reason of its participation in a CSA.
See generally §1.864-2(a).

(iii) Partnership. A CSA, or an ar-
rangement to which the Commissioner
applies the rules of this section, will
not be treated as a partnership to
which the rules of subchapter K of the
Internal Revenue Code apply. See
§301.7701-1(c) of this chapter.

(38) Character—(i) CST Payments. CST
Payments generally will be considered
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the payor’s costs of developing intangi-
bles at the location where such devel-
opment is conducted. For these pur-
poses, IDCs borne directly by a con-
trolled participant that are deductible
are deemed to be reduced to the extent
of any CST Payments owed to it by
other controlled participants pursuant
to the CSA. Each cost sharing payment
received by a payee will be treated as
coming pro rata from payments made
by all payors and will be applied pro
rata against the deductions for the tax-
able year that the payee is allowed in
connection with the IDCs. Payments
received in excess of such deductions
will be treated as in consideration for
use of the land and tangible property
furnished for purposes of the CSA by
the payee. For purposes of the research
credit determined under section 41,
CST Payments among controlled par-
ticipants will be treated as provided for
intra-group transactions in §1.41-6(i).
Any payment made or received by a
taxpayer pursuant to an arrangement
that the Commissioner determines not
to be a CSA will be subject to the pro-
visions of §§1.482-1 through 1.482-6 and
1.482-9. Any payment that in substance
constitutes a cost sharing payment
will be treated as such for purposes of
this section, regardless of its charac-
terization under foreign law.

(ii) PCT Payments. A PCT Payor’s
payment required under paragraph
(b)(1)(ii) of this section is deemed to be
reduced to the extent of any payments
owed to it under such paragraph from
other controlled participants. Each
PCT Payment received by a PCT Payee
will be treated as coming pro rata out
of payments made by all PCT Payors.
PCT Payments will be characterized
consistently with the designation of
the type of transaction pursuant to
paragraphs (c)(3) and (kK)(2)(i)(H) of
this section. Depending on such des-
ignation, such payments will be treat-
ed as either consideration for a trans-
fer of an interest in intangible property
or for services.

(iii) Examples. The following exam-
ples illustrate this paragraph (j)(3):

Example 1. U.S. Parent (USP) and its whol-
ly owned Foreign Subsidiary (FS) form a
CSA to develop a miniature widget, the
Small R. Based on RAB shares, USP agrees
to bear 40% and F'S to bear 60% of the costs

§1.482-7

incurred during the term of the agreement.
The principal IDCs are operating costs in-
curred by FS in Country Z of 100X annually,
and costs incurred by USP in the United
States also of 100X annually. Of the total
costs of 200X, USP’s share is 80X and FS’s
share is 120X so that FS must make a pay-
ment to USP of 20X. The payment will be
treated as a reimbursement of 20X of USP’s
costs in the United States. Accordingly,
USP’s Form 1120 will reflect an 80X deduc-
tion on account of activities performed in
the United States for purposes of allocation
and apportionment of the deduction to
source. The Form 5471 ‘“‘Information Return
of U.S. Persons With Respect to Certain For-
eign Corporations’” for FS will reflect a 100X
deduction on account of activities performed
in Country Z and a 20X deduction on account
of activities performed in the United States.

Example 2. The facts are the same as in Ex-
ample 1, except that the 100X of costs borne
by USP consist of 5X of costs incurred by
USP in the United States and 95X of arm’s
length rental charge, as described in para-
graph (d)(1)(iii) of this section, for the use of
a facility in the United States. The deprecia-
tion deduction attributable to the U.S. facil-
ity is 7X. The 20X net payment by FS to USP
will first be applied in reduction pro rata of
the 5X deduction for costs and the 7X depre-
ciation deduction attributable to the U.S. fa-
cility. The 8X remainder will be treated as
rent for the U.S. facility.

Example 3. (i) Four members (A, B, C, and
D) of a controlled group form a CSA to de-
velop the next generation technology for
their business. Based on RAB shares, the par-
ticipants agree to bear shares of the costs in-
curred during the term of the agreement in
the following percentages: A 40%; B 15%; C
25%; and D 20%. The arm’s length values of
the platform contributions they respectively
own are in the following amounts for the
taxable year: A 80X; B 40X; C 30X; and D 30X.
The provisional (before offsets) and final
PCT Payments among A, B, C, and D are
shown in the table as follows:

(All amounts stated in X’s)

A B Cc D
Payments <40> <21> | <37.5> <30>
Receipts 48 34 225 24
Final 8 13 <15> <6>

(ii) The first row/first column shows A’s
provisional PCT Payment equal to the prod-
uct of 100X (sum of 40X, 30X, and 30X) and A’s
RAB share of 40%. The second row/first col-
umn shows A’s provisional PCT receipts
equal to the sum of the products of 80X and
B’s, C’s, and D’s RAB shares (15%, 25%, and
20%, respectively). The other entries in the
first two rows of the table are similarly com-
puted. The last row shows the final PCT re-
ceipts/payments after offsets. Thus, for the
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taxable year, A and B are treated as receiv-
ing the 8X and 13X, respectively, pro rata out
of payments by C and D of 156X and 6X, re-
spectively.

(k) CSA administrative requirements. A
controlled participant meets the re-
quirements of this paragraph if it sub-
stantially complies, respectively, with
the CSA contractual, documentation,
accounting, and vreporting require-
ments of paragraphs (k)(1) through (4)
of this section.

(1) CSA contractual requirements—(i)
In general. A CSA must be recorded in
writing in a contract that is contem-
poraneous with the formation (and any
revision) of the CSA and that includes
the contractual provisions described in
this paragraph (k)(1).

(ii) Contractual provisions. The writ-
ten contract described in this para-
graph (k)(1) must include provisions
that—

(A) List the controlled participants
and any other members of the con-
trolled group that are reasonably an-
ticipated to benefit from the use of the
cost shared intangibles, including the
address of each domestic entity and the
country of organization of each foreign
entity;

(B) Describe the scope of the IDA to
be undertaken and each reasonably an-
ticipated cost shared intangible or
class of reasonably anticipated cost
shared intangibles;

(C) Specify the functions and risks
that each controlled participant will
undertake in connection with the CSA;

(D) Divide among the controlled par-
ticipants all divisional interests in cost
shared intangibles and specify each
controlled participant’s divisional in-
terest in the cost shared intangibles, as
described in paragraphs (b)(1)(iii) and
(4) of this section, that it will own and
exploit without any further obligation
to compensate any other controlled
participant for such interest;

(E) Provide a method to calculate the
controlled participants’ RAB shares,
based on factors that can reasonably be
expected to reflect the participants’
shares of anticipated benefits, and re-
quire that such RAB shares must be
updated, as described in paragraph
(e)(1) of this section (see also paragraph
(k)(2)(ii)(F) of this section);
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(F) Enumerate all categories of IDCs
to be shared under the CSA;

(G) Specify that the controlled par-
ticipant must use a consistent method
of accounting to determine IDCs and
RAB shares, as described in paragraphs
(d) and (e) of this section, respectively,
and must translate foreign currencies
on a consistent basis;

(H) Require the controlled partici-
pant to enter into CSTs covering all
IDCs, as described in paragraph (b)(1)(i)
of this section, in connection with the
CSA;

(I) Require the controlled partici-
pants to enter into PCTs covering all
platform contributions, as described in
paragraph (b)(1)(ii) of this section, in
connection with the CSA;

(J) Specify the form of payment due
under each PCT (or group of PCTs) in
existence at the formation (and any re-
vision) of the CSA, including informa-
tion and explanation that reasonably
supports an analysis of applicable pro-
visions of paragraph (h) of this section;
and

(K) Specify the date on which the
CSA is entered into (CSA Start Date)
and the duration of the CSA, the condi-
tions under which the CSA may be
modified or terminated, and the con-
sequences of a modification or termi-
nation (including consequences de-
scribed under the rules of paragraph (f)
of this section).

(iii) Meaning of contemporaneous—i(A)
In general. For purposes of this para-
graph (k)(1), a written contractual
agreement is contemporaneous with
the formation (or revision) of a CSA if,
and only if, the controlled participants
record the CSA, in its entirety, in a
document that they sign and date no
later than 60 days after the first occur-
rence of any IDC described in para-
graph (d) of this section to which such
agreement (or revision) is to apply.

(B) Example. The following example
illustrates the principles of this para-
graph (k)(1)(ii):

Example. Companies A and B, both of which
are members of the same controlled group,
commence an IDA on March 1, Year 1. Com-
pany A pays the first IDCs in relation to the
IDA, as cash salaries to A’s research staff,
for the staff’s work during the first week of
March, Year 1. A and B, however, do not sign
and date any written contractual agreement
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until August 1, Year 1, whereupon they exe-
cute a ‘“‘Cost Sharing Agreement’’ that pur-
ports to be ‘“‘effective as of”” March 1 of Year
1. The arrangement fails the requirement
that the participants record their arrange-
ment in a written contractual agreement
that is contemporaneous with the formation
of a CSA. The arrangement has failed to
meet the requirements set forth in para-
graph (b)(2) of this section and, pursuant to
paragraph (b) of this section, cannot be a
CSA.

(iv) Interpretation of contractual provi-
sions—(A) In general. The provisions of
a written contract described in this
paragraph (k)(1) and of the additional
documentation described in paragraph
(k)(2) of this section must be clear and
unambiguous. The provisions will be
interpreted by reference to the eco-
nomic substance of the transaction and
the actual conduct of the controlled
participants. See §1.482-1(d)(3)(ii)(B)
(Identifying contractual terms). Ac-
cordingly, the Commissioner may im-
pute contractual terms in a CSA con-
sistent with the economic substance of
the CSA and may disregard contractual
terms that lack economic substance.
An allocation of risk between con-
trolled participants after the outcome
of such risk is known or reasonably
knowable lacks economic substance.
See §1.482-1(d)(3)(iii)(B) (Identification
of taxpayer that bears risk). A contrac-
tual term that is disregarded due to a
lack of economic substance does not
satisfy a contractual requirement set
forth in this paragraph (k)(1) or docu-
mentation requirement set forth in
paragraph (k)(2) of this section. See
paragraph (b)(5) of this section for the
treatment of an arrangement among
controlled taxpayers that fails to com-
ply with the requirements of this sec-
tion.

(B) Examples. The following examples
illustrate the principles of this para-
graph (k)(1)(iv). In each example, it is
assumed that the Commissioner will
exercise the discretion granted pursu-
ant to paragraph (b)(5)(ii) of this sec-
tion to apply the provisions of this sec-
tion to the arrangement that purports
to be a CSA.

Example 1. The contractual provisions re-
corded upon formation of an arrangement
that purports to be a CSA provide that PCT
Payments with respect to a particular plat-
form contribution will consist of payments
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contingent on sales. Contrary to the contrac-
tual provisions, the PCT Payments actually
made are contingent on profits. Because the
controlled participants’ actual conduct is
different from the contractual terms, the
Commissioner may determine, based on the
facts and circumstances, that—

(i) The actual payments have economic
substance and, therefore, impute payment
terms in the CSA consistent with the actual
payments; or

(ii) The contract terms reflect the eco-
nomic substance of the arrangement and,
therefore, the actual payments must be ad-
justed to conform to the terms.

Example 2. An arrangement that purports
to be a CSA provides that PCT Payments
with respect to a particular platform con-
tribution shall be contingent payments equal
to 10% of sales of products that incorporate
cost shared intangibles. The contract terms
further provide that the controlled partici-
pants must adjust such contingent payments
in accordance with a formula set forth in the
terms. During the first three years of the ar-
rangement, the controlled participants fail
to make the adjustments required by the
terms with respect to the PCT Payments.
The Commissioner may determine, based on
the facts and circumstances, that—

(i) The contingent payment terms with re-
spect to the platform contribution do not
have economic substance because the con-
trolled participants did not act in accord-
ance with their upfront risk allocation; or

(ii) The contract terms reflect the eco-
nomic substance of the arrangement and,
therefore, the actual payments must be ad-
justed to conform to the terms.

(2) CSA documentation requirements—
(i) In general. The controlled partici-
pants must timely update and main-
tain sufficient documentation to estab-
lish that the participants have met the
CSA contractual requirements of para-
graph (k)(1) of this section and the ad-
ditional CSA documentation require-
ments of this paragraph (k)(2).

(ii) Additional CSA documentation re-
quirements. The controlled participants
to a CSA must timely update and
maintain documentation sufficient
to—

(A) Describe the current scope of the
IDA and identify—

(I) Any additions or subtractions
from the list of reasonably anticipated
cost shared intangibles reported pursu-
ant to paragraph (k)(1)(ii)(B) of this
section;

(2) Any cost shared intangible, to-
gether with each controlled partici-
pant’s interest therein; and
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(3) Any further development of intan-
gibles already developed under the CSA
or of specified applications of such in-
tangible which has been removed from
the IDA (see paragraphs (d)(1)(ii) and
(JH)()(E) of this section for the defini-
tions of reasonably anticipated cost
shared intangible and cost shared in-
tangible) and the steps (including any
accounting classifications and alloca-
tions) taken to implement such re-
moval;

(B) Establish that each controlled
participant reasonably anticipates that
it will derive benefits from exploiting
cost shared intangibles;

(C) Describe the functions and risks
that each controlled participant has
undertaken during the term of the
CSA;

(D) Provide an overview of each con-
trolled participant’s business seg-
ments, including an analysis of the
economic and legal factors that affect
CST and PCT pricing;

(E) Establish the amount of each con-
trolled participant’s IDCs for each tax-
able year under the CSA, including all
IDCs attributable to stock-based com-
pensation, as described in paragraph
(d)(3) of this section (including the
method of measurement and timing
used in determining such IDCs, and the
data, as of the date of grant, used to
identify stock-based compensation
with the IDA);

(F) Describe the method used to esti-
mate each controlled participant’s
RAB share for each year during the
course of the CSA, including—

(I) All projections used to estimate
benefits;

(2) All updates of the RAB shares in
accordance with paragraph (e)(1) of this
section; and

(3) An explanation of why that meth-
od was selected and why the method
provides the most reliable measure for
estimating RAB shares;

(G) Describe all platform contribu-
tions;

(H) Designate the type of transaction
involved for each PCT or group of
PCTs;

(I) Specify, within the time period
provided in paragraph (h)(2)(iii) of this
section, the form of payment due under
each PCT or group of PCTSs, including
information and explanation that rea-
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sonably supports an analysis of appli-
cable provisions of paragraph (h) of
this section;

(J) Describe and explain the method
selected to determine the arm’s length
payment due under each PCT, includ-
ing—

(I) An explanation of why the method
selected constitutes the best method,
as described in §1.482-1(c)(2), for meas-
uring an arm’s length result;

(2) The economic analyses, data, and
projections relied upon in developing
and selecting the best method, includ-
ing the source of the data and projec-
tions used;

(3) Bach alternative method that was
considered, and the reason or reasons
that the alternative method was not
selected;

(4) Any data that the controlled par-
ticipant obtains, after the CSA takes
effect, that would help determine if the
controlled participant’s method se-
lected has been applied in a reasonable
manner;

(5) The discount rate or rates, where
applicable, used for purposes of evalu-
ating PCT Payments, including infor-
mation and explanation that reason-
ably supports an analysis of applicable
provisions of paragraph (g)(2)(v) of this
section;

(6) The estimated arm’s length values
of any platform contributions as of the
dates of the relevant PCTs, in accord-
ance with paragraph (g)(2)(ii) of this
section;

(7) A discussion, where applicable, of
why transactions were or were not ag-
gregated under the principles of para-
graph (g)(2)(iv) of this section;

(8) The method payment form and
any conversion made from the method
payment form to the specified payment
form, as described in paragraph (h)(3)
of this section; and

(9) If applicable under paragraph
(i)(6)(iv) of this section, the WACC of
the parent of the controlled group that
includes the controlled participants.

(iii) Coordination rules and production
of documents—(A) Coordination with pen-
alty regulations. See §1.6662—
6(d)(2)(iii)(D) regarding coordination of
the rules of this paragraph (k) with the
documentation requirements for pur-
poses of the accuracy-related penalty
under section 6662(e) and (h).
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(B) Production of documentation. Each
controlled participant must provide to
the Commissioner, within 30 days of a
request, the items described in this
paragraph (kK)(2) and paragraph (k)(3) of
this section. The time for compliance
described in this paragraph
(k)(2)(iii)(B) may be extended at the
discretion of the Commissioner.

(8) CSA accounting requirements—(i) In
general. The controlled participants
must maintain books and records (and
related or underlying data and infor-
mation) that are sufficient to—

(A) Establish that the controlled par-
ticipants have used (and are using) a
consistent method of accounting to
measure costs and benefits;

(B) Permit verification that the
amount of any contingent PCT Pay-
ments due have been (and are being)
properly determined;

(C) Translate foreign currencies on a
consistent basis; and

(D) To the extent that the method of
accounting used materially differs
from U.S. generally accepted account-
ing principles, explain any such mate-
rial differences.

(ii) Reliance on financial accounting.
For purposes of this section, the con-
trolled participants may not rely sole-
ly upon financial accounting to estab-
lish satisfaction of the accounting re-
quirements of this paragraph (K)(3).
Rather, the method of accounting must
clearly reflect income. Thor Power
Tools Co. v. Commissioner, 439 U.S. 522
(1979).

(4) CSA reporting requirements—(i) CSA
Statement. Each controlled participant
must file with the Internal Revenue
Service, in the manner described in
this paragraph (k)(4), a ‘‘Statement of
Controlled Participant to §1.482-7 Cost
Sharing Arrangement” (CSA State-
ment) that complies with the require-
ments of this paragraph (k)(4).

(i) Content of CSA Statement. The
CSA Statement of each controlled par-
ticipant must—

(A) State that the participant is a
controlled participant in a CSA;

(B) Provide the controlled partici-
pant’s taxpayer identification number;

(C) List the other controlled partici-
pants in the CSA, the country of orga-
nization of each such participant, and
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the taxpayer identification number of
each such participant;

(D) Specify the earliest date that any
IDC described in paragraph (d)(1) of
this section occurred; and

(E) Indicate the date on which the
controlled participants formed (or re-
vised) the CSA and, if different from
such date, the date on which the con-
trolled participants recorded the CSA
(or any revision) contemporaneously in
accordance with paragraphs (k)(1)(i)
and (iii) of this section.

(iii) Time for filing CSA Statement—(A)
90-day rule. Each controlled participant
must file its original CSA Statement
with the Internal Revenue Service
Ogden Campus (addressed as follows:
“Attn: CSA Statements, Mail Stop
4912, Internal Revenue Service, 1973
North Rulon White Blvd., Ogden, Utah
84404-0040"’), no later than 90 days after
the first occurrence of an IDC to which
the newly-formed CSA applies, as de-
scribed in paragraph (k)(1)({ii)(A) of
this section, or, in the case of a tax-
payer that became a controlled partici-
pant after the formation of the CSA, no
later than 90 days after such taxpayer
became a controlled participant. A
CSA Statement filed in accordance
with this paragraph (k)(4)(iii)(A) must
be dated and signed, under penalties of
perjury, by an officer of the controlled
participant who is duly authorized
(under local law) to sign the statement
on behalf of the controlled participant.

(B) Annual return requirement—(1) In
general. Each controlled participant
must attach to its U.S. income tax re-
turn, for each taxable year for the du-
ration of the CSA, a copy of the origi-
nal CSA Statement that the controlled
participant filed in accordance with
the 90-day rule of paragraph
(k)(4)(iii)(A) of this section. In addi-
tion, the controlled participant must
update the information reflected on the
original CSA Statement annually by
attaching a schedule that documents
changes in such information over time.

(2) Special filing rule for annual return
requirement. If a controlled participant
is not required to file a U.S. income tax
return, the participant must ensure
that the copy or copies of the CSA
Statement and any updates are at-
tached to Schedule M of any Form 5471,
any Form 5472 ‘“‘Information Return of
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a Foreign Owned Corporation,” or any
Form 8865 ‘‘Return of U.S. Persons
With Respect to Certain Foreign Part-
nerships,” filed with respect to that
participant.

(iv) Examples. The following examples
illustrate this paragraph (k)(4). In each
example, Companies A and B are mem-
bers of the same controlled group.

Example 1. A and B, both of which file U.S.
tax returns, agree to share the costs of devel-
oping a new chemical formula in accordance
with the provisions of this section. On March
30, Year 1, A and B record their agreement in
a written contract styled, ‘‘Cost Sharing
Agreement.”” The contract applies by its
terms to IDCs occurring after March 1, Year
1. The first IDCs to which the CSA applies
occurred on March 15, Year 1. To comply
with paragraph (k)(4)(iii)(A) of this section,
A and B individually must file separate CSA
Statements no later than 90 days after
March 15, Year 1 (June 13, Year 1). Further,
to comply with paragraph (k)4)({ii)(B) of
this section, A and B must attach copies of
their respective CSA Statements to their re-
spective Year 1 U.S. income tax returns.

Example 2. The facts are the same as in Ex-
ample 1, except that a year has passed and C,
which files a U.S. tax return, joined the CSA
on May 9, Year 2. To comply with the annual
filing requirement described in paragraph
(k)(4)({ii)(B) of this section, A and B must
each attach copies of their respective CSA
Statements (as filed for Year 1) to their re-
spective Year 2 income tax returns, along
with a schedule updated appropriately to re-
flect the changes in information described in
paragraph (k)(4)(ii) of this section resulting
from the addition of C to the CSA. To com-
ply with both the 90-day rule described in
paragraph (k)(4)(iii)(A) of this section and
the annual filing requirement described in
paragraph (k)(4)(iii)(B) of this section, C
must file a CSA Statement no later than 90
days after May 9, Year 2 (August 7, Year 2),
and must attach a copy of such CSA State-
ment to its Year 2 income tax return.

(1) Effective/applicability dates. Except
as otherwise provided in this paragraph
(1), this section applies on December 16,
2011. Paragraphs (2)2)(V)(B)(2),
@@OWiNF)(Q2), and (g)(4)(viii), Example
8 of this section apply to taxable years
beginning on or after December 19,
2011. Paragraphs (2)@)(V) and
(g)(4)(viii), Example 9 apply to taxable
years beginning on or after August 27,
2013.

(m) Transition rule—(1) In general. An
arrangement in existence on January 5,
2009, will be considered a CSA, as de-
scribed under paragraph (b) of this sec-
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tion, if, prior to such date, it was a
qualified cost sharing arrangement
under the provisions of §1.482-7 (as con-
tained in the 26 CFR part 1 edition re-
vised as of January 1, 1996, hereafter
referred to as ‘‘former §1.482-7’), but
only if the written contract, as de-
scribed in paragraph (k)(1) of this sec-
tion, is amended, if necessary, to con-
form with, and only if the activities of
the controlled participants substan-
tially comply with, the provisions of
this section, as modified by paragraphs
(m)(2) and (m)(3) of this section, by
July 6, 2009.

(2) Transitional modification of applica-
ble provisions. For purposes of this para-
graph (m), conformity and substantial
compliance with the provisions of this
section shall be determined with the
following modifications:

(i) CSTs and PCTs occurring prior to
January 5, 2009, shall be subject to the
provisions of former §1.482-7 rather
than this section.

(ii) Except to the extent provided in
paragraph (m)(3) of this section, PCTs
that occur under a CSA that was a
qualified cost sharing arrangement
under the provisions of former §1.482-7
and remained in effect on January 5,
2009, shall be subject to the periodic ad-
justment rules of §1.482-4(f)(2) rather
than the rules of paragraph (i)(6) of
this section.

(iii) Paragraphs (b)(1)(iii) and (b)(4) of
this section shall not apply.

(iv) Paragraph (k)(1)({i)(D) of this
section shall not apply.

(v) Paragraphs (kK)(1)({i)(H) and (I) of
this section shall be construed as ap-
plying only to transactions entered
into on or after January 5, 2009.

(vi) The deadline for recordation of
the revised written contractual agree-
ment pursuant to paragraph (kK)(1)(iii)
of this section shall be no later than
July 6, 2009.

(vii) Paragraphs (k)(2)(ii)(G) through
(J) of this section shall be construed as
applying only with reference to PCTs
entered into on or after January 5, 2009.

(viii) Paragraph (k)(4)(iii)(A) of this
section shall be construed as requiring
a CSA Statement with respect to the
revised written contractual agreement
described in paragraph (m)(2)(vi) of this
section no later than September 2, 2009.
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(ix) Paragraph (k)(4)(iii)(B) of this
section shall be construed as only ap-
plying for taxable years ending after
the filing of the CSA Statement de-
scribed in paragraph (m)(2)(viii) of this
section.

(3) Special rule for certain periodic ad-
justments. The periodic adjustment
rules in paragraph (i)(6) of this section
(rather than the rules of §1.482-4(f)(2))
shall apply to PCTs that occur on or
after the date of a material change in
the scope of the CSA from its scope as
of January 5, 2009. A material change
in scope would include a material ex-
pansion of the activities undertaken
beyond the scope of the intangible de-
velopment area, as described in former
§1.482-7(b)(4)(iv). For this purpose, a
contraction of the scope of a CSA, ab-
sent a material expansion into one or
more lines of research and development
beyond the scope of the intangible de-
velopment area, does not constitute a
material change in scope of the CSA.
Whether a material change in scope
has occurred is determined on a cumu-
lative basis. Therefore, a series of ex-
pansions, any one of which is not a ma-
terial expansion by itself, may collec-
tively constitute a material expansion.

[T.D. 9568, 76 FR 80090, Dec. 22, 2011, as
amended by T.D. 9569, 76 FR 80250, Dec. 23,
2011; 77 FR 3606, Jan. 25, 2012, 77 FR 8814, Feb.
14, 2012; T.D. 9630, 78 FR 52855, Aug. 27, 2013;
78 FR 62426, Oct. 22, 2013]

§1.482-8 Examples of the best method
rule.

(a) Introduction. In accordance with
the best method rule of §1.482-1(c), a
method may be applied in a particular
case only if the comparability, quality
of data, and reliability of assumptions
under that method make it more reli-
able than any other available measure
of the arm’s length result. The fol-
lowing examples illustrate the com-
parative analysis required to apply this
rule. As with all of the examples in
these regulations, these examples are
based on simplified facts, are provided
solely for purposes of illustrating the
type of analysis required under the rel-
evant rule, and do not provide rules of
general application. Thus, conclusions
reached in these examples as to the rel-
ative reliability of methods are based
on the assumed facts of the examples,
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and are not general conclusions con-
cerning the relative reliability of any
method.

(b) Examples.

Example 1. Preference for comparable uncon-
trolled price method. Company A is the U.S.
distribution subsidiary of Company B, a for-
eign manufacturer of consumer electrical ap-
pliances. Company A purchases toaster ovens
from Company B for resale in the U.S. mar-
ket. To exploit other outlets for its toaster
ovens, Company B also sells its toaster ovens
to Company C, an unrelated U.S. distributor
of toaster ovens. The products sold to Com-
pany A and Company C are identical in every
respect and there are no material differences
between the transactions. In this case appli-
cation of the CUP method, using the sales of
toaster ovens to Company C, generally will
provide a more reliable measure of an arm’s
length result for the controlled sale of toast-
er ovens to Company A than the application
of any other method. See §§1.482-1(c)(2)(1)
and -3(b)(2)(11)(A).

Example 2. Resale price method preferred to
comparable wuncontrolled price method. The
facts are the same as in Example 1, except
that the toaster ovens sold to Company A
are of substantially higher quality than
those sold to Company C and the effect on
price of such quality differences cannot be
accurately determined. In addition, in order
to round out its line of consumer appliances
Company A purchases blenders from unre-
lated parties for resale in the United States.
The blenders are resold to substantially the
same customers as the toaster ovens, have a
similar resale value to the toaster ovens, and
are purchased under similar terms and in
similar volumes. The distribution functions
performed by Company A appear to be simi-
lar for toaster ovens and blenders. Given the
product differences between the toaster
ovens, application of the resale price method
using the purchases and resales of blenders
as the uncontrolled comparables is likely to
provide a more reliable measure of an arm’s
length result than application of the com-
parable uncontrolled price method using
Company B’s sales of toaster ovens to Com-
pany C.

Example 3. Resale price method preferred to
comparable profits method. (i) The facts are
the same as in Erxample 2 except that Com-
pany A purchases all its products from Com-
pany B and Company B makes no uncon-
trolled sales into the United States. How-
ever, six uncontrolled U.S. distributors are
identified that purchase a similar line of
products from unrelated parties. The uncon-
trolled distributors purchase toaster ovens
from unrelated parties, but there are signifi-
cant differences in the characteristics of the
toaster ovens, including the brandnames
under which they are sold.
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(ii) Under the facts of this case, reliable ad-
justments for the effect of the different
brandnames cannot be made. Except for
some differences in payment terms and in-
ventory levels, the purchases and resales of
toaster ovens by the three uncontrolled dis-
tributors are closely similar to the con-
trolled purchases in terms of the markets in
which they occur, the volume of the trans-
actions, the marketing activities undertaken
by the distributor, inventory levels, warran-
ties, allocation of currency risk, and other
relevant functions and risks. Reliable adjust-
ments can be made for the differences in pay-
ment terms and inventory levels. In addi-
tion, sufficiently detailed accounting infor-
mation is available to permit adjustments to
be made for differences in accounting meth-
ods or in reporting of costs between cost of
goods sold and operating expenses. There are
no other material differences between the
controlled and uncontrolled transactions.

(iii) Because reliable adjustments for the
differences between the toaster ovens, in-
cluding the trademarks under which they are
sold, cannot be made, these uncontrolled
transactions will not serve as reliable meas-
ures of an arm’s length result under the com-
parable uncontrolled price method. There is,
however, close functional similarity between
the controlled and uncontrolled transactions
and reliable adjustments have been made for
material differences that would be likely to
affect gross profit. Under these cir-
cumstances, the gross profit margins derived
under the resale price method are less likely
to be susceptible to any unidentified dif-
ferences than the operating profit measures
used under the comparable profits method.
Therefore, given the close functional com-
parability between the controlled and uncon-
trolled transactions, and the high quality of
the data, the resale price method achieves a
higher degree of comparability and will pro-
vide a more reliable measure of an arm’s
length result. See §1.482-1(c) (Best method
rule).

Example 4. Comparable profits method pre-
ferred to resale price method. The facts are the
same as in Example 3, except that the ac-
counting information available for the un-
controlled comparables is not sufficiently
detailed to ensure consistent reporting be-
tween cost of goods sold and operating ex-
penses of material items such as discounts,
insurance, warranty costs, and supervisory,
general and administrative expenses. These
expenses are significant in amount. There-
fore, whether these expenses are treated as
costs of goods sold or operating expenses
would have a significant effect on gross mar-
gins. Because in this case reliable adjust-
ments can not be made for such accounting
differences, the reliability of the resale price
method is significantly reduced. There is,
however, close functional similarity between
the controlled and uncontrolled transactions
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and reliable adjustments have been made for
all material differences other than the po-
tential accounting differences. Because the
comparable profits method is not adversely
affected by the potential accounting dif-
ferences, under these circumstances the
comparable profits method is likely to
produce a more reliable measure of an arm’s
length result than the resale price method.
See §1.482-1(c) (Best method rule).

Example 5. Cost plus method preferred to com-
parable profits method. (i) USS is a U.S. com-
pany that manufactures machine tool parts
and sells them to its foreign parent corpora-
tion, FP. Four U.S. companies are identified
that also manufacture various types of ma-
chine tool parts but sell them to uncon-
trolled purchasers.

(ii) Except for some differences in payment
terms, the manufacture and sales of machine
tool parts by the four uncontrolled compa-
nies are closely similar to the controlled
transactions in terms of the functions per-
formed and risks assumed. Reliable adjust-
ments can be made for the differences in pay-
ment terms. In addition, sufficiently de-
tailed accounting information is available to
permit adjustments to be made for dif-
ferences between the controlled transaction
and the uncontrolled comparables in ac-
counting methods and in the reporting of
costs between cost of goods sold and oper-
ating expenses.

(iii) There is close functional similarity be-
tween the controlled and uncontrolled trans-
actions and reliable adjustments can be
made for material differences that would be
likely to affect gross profit. Under these cir-
cumstances, the gross profit markups de-
rived under the cost plus method are less
likely to be susceptible to any unidentified
differences than the operating profit meas-
ures used under the comparable profits
method. Therefore, given the close func-
tional comparability between the controlled
and uncontrolled transactions, and the high
quality of the data, the cost plus method
achieves a higher degree of comparability
and will provide a more reliable measure of
an arm’s length result. See §1.482-1(c) (Best
method rule).

Example 6. Comparable profits method pre-
ferred to cost plus method. The facts are the
same as in Example 5, except that there are
significant differences between the con-
trolled and uncontrolled transactions in
terms of the types of parts and components
manufactured and the complexity of the
manufacturing process. The resulting func-
tional differences are likely to materially af-
fect gross profit margins, but it is not pos-
sible to identify the specific differences and
reliably adjust for their effect on gross prof-
it. Because these functional differences
would be reflected in differences in operating
expenses, the operating profit measures used
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under the comparable profits method implic-
itly reflect to some extent these functional
differences. Therefore, because in this case
the comparable profits method is less sen-
sitive than the cost plus method to the po-
tentially significant functional differences
between the controlled and uncontrolled
transactions, the comparable profits method
is likely to produce a more reliable measure
of an arm’s length result than the cost plus
method. See §1.482-1(c) (Best method rule).

Example 7. Preference for comparable uncon-
trolled transaction method. (i) USpharm, a
U.S. pharmaceutical company, develops a
new drug Z that is a safe and effective treat-
ment for the disease zeezee. USpharm has ob-
tained patents covering drug Z in the United
States and in various foreign countries.
USpharm has also obtained the regulatory
authorizations necessary to market drug Z
in the United States and in foreign coun-
tries.

(ii) USpharm licenses its subsidiary in
country X, Xpharm, to produce and sell drug
Z in country X. At the same time, it licenses
an unrelated company, Ydrug, to produce
and sell drug Z in country Y, a neighboring
country. Prior to licensing the drug,
USpharm had obtained patent protection and
regulatory approvals in both countries and
both countries provide similar protection for
intellectual property rights. Country X and
country Y are similar countries in terms of
population, per capita income and the inci-
dence of disease zeezee. Consequently, drug Z
is expected to sell in similar quantities and
at similar prices in both countries. In addi-
tion, costs of producing drug Z in each coun-
try are expected to be approximately the
same.

(iii) USpharm and Xpharm establish terms
for the license of drug Z that are identical in
every material respect, including royalty
rate, to the terms established between
USpharm and Ydrug. In this case the district
director determines that the royalty rate es-
tablished in the Ydrug license agreement is a
reliable measure of the arm’s length royalty
rate for the Xpharm license agreement.
Given that the same property is transferred
in the controlled and uncontrolled trans-
actions, and that the circumstances under
which the transactions occurred are substan-
tially the same, in this case the comparable
uncontrolled transaction method is likely to
provide a more reliable measure of an arm’s
length result than any other method. See
§1.482-4(c)(2)(ii).

Example 8. Residual profit split method pre-
ferred to other methods. (i) USC is a U.S. com-
pany that develops, manufactures and sells
communications equipment. EC is the Euro-
pean subsidiary of USC. EC is an established
company that carries out extensive research
and development activities and develops,
manufactures and sells communications
equipment in Europe. There are extensive
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transactions between USC and EC. USC li-
censes valuable technology it has developed
to EC for use in the European market but EC
also licenses valuable technology it has de-
veloped to USC. Each company uses compo-
nents manufactured by the other in some of
its products and purchases products from the
other for resale in its own market.

(ii) Detailed accounting information is
available for both USC and EC and adjust-
ments can be made to achieve a high degree
of consistency in accounting practices be-
tween them. Relatively reliable allocations
of costs, income and assets can be made be-
tween the business activities that are related
to the controlled transactions and those that
are not. Relevant marketing and research
and development expenditures can be identi-
fied and reasonable estimates of the useful
life of the related intangibles are available
so that the capitalized value of the intan-
gible development expenses of USC and EC
can be calculated. In this case there is no
reason to believe that the relative value of
these capitalized expenses is substantially
different from the relative value of the in-
tangible property of USC and EC. Further-
more, comparables are identified that could
be used to estimate a market return for the
routine contributions of USC and EC. Based
on these facts, the residual profit split could
provide a reliable measure of an arm’s length
result.

(iii) There are no uncontrolled trans-
actions involving property that is suffi-
ciently comparable to much of the tangible
and intangible property transferred between
USC and EC to permit use of the comparable
uncontrolled price method or the comparable
uncontrolled transaction method. Uncon-
trolled companies are identified in Europe
and the United States that perform some-
what similar activities to USC and EC; how-
ever, the activities of none of these compa-
nies are as complex as those of USC and EC
and they do not use similar levels of highly
valuable intangible property that they have
developed themselves. Under these cir-
cumstances, the uncontrolled companies
may be useful in determining a market re-
turn for the routine contributions of USC
and EC, but that return would not reflect the
value of the intangible property employed by
USC and EC. Thus, none of the uncontrolled
companies is sufficiently similar so that reli-
able results would be obtained using the re-
sale price, cost plus, or comparable profits
methods. Moreover, no uncontrolled compa-
nies can be identified that engaged in suffi-
ciently similar activities and transactions
with each other to employ the comparable
profit split method.

(iv) Given the difficulties in applying the
other methods, the reliability of the internal
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data on USC and EC, and the fact that ac-
ceptable comparables are available for deriv-
ing a market return for the routine contribu-
tions of USC and EC, the residual profit split
method is likely to provide the most reliable
measure of an arm’s length result in this
case.

Example 9. Comparable profits method pre-
ferred to profit split. (i) Company X is a large,
complex U.S. company that carries out ex-
tensive research and development activities
and manufactures and markets a variety of
products. Company X has developed a new
process by which compact disks can be fab-
ricated at a fraction of the cost previously
required. The process is expected to prove
highly profitable, since there is a large mar-
ket for compact disks. Company X estab-
lishes a new foreign subsidiary, Company Y,
and licenses it the rights to use the process
to fabricate compact disks for the foreign
market as well as continuing technical sup-
port and improvements to the process. Com-
pany Y uses the process to fabricate compact
disks which it supplies to related and unre-
lated parties.

(ii) The process licensed to Company Y is
unique and highly valuable and no uncon-
trolled transfers of intangible property can
be found that are sufficiently comparable to
permit reliable application of the com-
parable uncontrolled transaction method.
Company X is a large, complex company en-
gaged in a variety of activities that owns
unique and highly valuable intangible prop-
erty. Consequently, no uncontrolled compa-
nies can be found that are similar to Com-
pany X. Furthermore, application of the
profit split method in this case would in-
volve the difficult and problematic tasks of
allocating Company X’s costs and assets be-
tween the relevant business activity and
other activities and assigning a value to
Company X’s intangible contributions. On
the other hand, Company Y performs rel-
atively routine manufacturing and mar-
keting activities and there are a number of
similar uncontrolled companies. Thus, appli-
cation of the comparable profits method
using Company Y as the tested party is like-
ly to produce a more reliable measure of an
arm’s length result than a profit split in this
case.

Example 10. Cost of services plus method pre-
ferred to other methods. (i) FP designs and
manufactures consumer electronic devices
that incorporate advanced technology. In
year 1, FP introduces Product X, an enter-
tainment device targeted primarily at the
youth market. FP’s wholly-owned, exclusive
U.S. distributor, USSub, sells Product X in
the U.S. market. USSub hires an inde-
pendent marketing firm, Agency A, to pro-
mote Product X in the U.S. market. Agency
A has successfully promoted other electronic
products on behalf of other uncontrolled par-
ties. USSub executes a one-year, renewable
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contract with Agency A that requires it to
develop the market for Product X, within an
annual budget set by USSub. In years 1
through 3, Agency A develops advertising,
buys media, and sponsors events featuring
Product X. Agency A receives a markup of
25% on all expenses of promoting Product X,
with the exception of media buys, which are
reimbursed at cost. During year 3, sales of
Product X decrease sharply, as Product X is
displaced by competitors’ products. At the
end of year 3, sales of Product X are discon-
tinued.

(ii) Prior to the start of year 4, FP devel-
ops a new entertainment device, Product Y.
Like Product X, Product Y is intended for
sale to the youth market, but it is marketed
under a new trademark distinct from that
used for Product X. USSub decides to per-
form all U.S. market promotion for Product
Y. USSub hires key Agency A staff members
who handled the successful Product X cam-
paign. To promote Product Y, USSub intends
to use methods similar to those used success-
fully by Agency A to promote Product X
(print advertising, media, event sponsorship,
etc.). FP and USSub enter into a one-year,
renewable agreement concerning promotion
of Product Y in the U.S. market. Under the
agreement, FP compensates USSub for pro-
moting Product Y, based on a cost of serv-
ices plus markup of A%. Third-party media
buys by USSub in connection with Product Y
are reimbursed at cost.

(iii) Assume that under the contractual ar-
rangements between FP and USSub, the
arm’s length consideration for Product Y
and the trademark or other intangible prop-
erty may be determined reliably under one
or more transfer pricing methods. At issue in
this example is the separate evaluation of
the arm’s length compensation for the year 4
promotional activities performed by USSub
pursuant to its contract with FP.

(iv) USSub’s accounting records contain
reliable data that separately state the costs
incurred to promote Product Y. A functional
analysis indicates that USSub’s activities to
promote Product Y in year 4 are similar to
activities performed by Agency A during
years 1 through 3 under the contract with
USSub. In other respects, no material dif-
ferences exist in the market conditions or
the promotional activities performed in year
4, as compared to those in years 1 through 3.

(v) It is possible to identify uncontrolled
distributors or licensees of electronic prod-
ucts that perform, as one component of their
business activities, promotional activities
similar to those performed by USSub. How-
ever, it is unlikely that publicly available
accounting data from these companies would
allow computation of the comparable trans-
actional costs or total services costs associ-
ated with the marketing or promotional ac-
tivities that these entities perform, as one
component of business activities. If that
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were possible, the comparable profits method
for services might provide a reliable measure
of an arm’s length result. The functional
analysis of the marketing activities per-
formed by USSub in year 4 indicates that
they are similar to the activities performed
by Agency A in years 1 through 3 for Product
X. Because reliable information is available
concerning the markup on costs charged in a
comparable uncontrolled transaction, the
most reliable measure of an arm’s length
price is the cost of services plus method in
§1.482-9(e).

Example 11. CPM for services preferred to
other methods. (i) FP manufactures furniture
and accessories for residential use. FP sells
its products to retailers in Europe under the
trademark, ‘“Moda.” FP holds all worldwide
rights to the trademark, including in the
United States. USSub is FP’s wholly-owned
subsidiary in the U.S. market and the exclu-
sive U.S. distributor of FP’s merchandise.
Historically, USSub dealt only with special-
ized designers in the U.S. market and adver-
tised in trade publications targeted to this
market. Although items sold in the U.S. and
Europe are physically identical, USSub’s
U.S. customers generally resell the merchan-
dise as non-branded merchandise.

(ii) FP retains an independent firm to
evaluate the feasibility of selling FP’s
trademarked merchandise in the general
wholesale and retail market in the United
States. The study concludes that this seg-
ment of the U.S. market, which is not ex-
ploited by USSub, may generate substantial
profits. Based on this study, FP enters into
a separate agreement with USSub, which
provides that USSub will develop this mar-
ket in the United States for the benefit of
FP. USSub separately accounts for personnel
expenses, overhead, and out-of-pocket costs
attributable to the initial stage of the mar-
keting campaign (Phase I). USSub receives
as compensation its costs, plus a markup of
X%, for activities in Phase I. At the end of
Phase I, FP will evaluate the program. If
success appears likely, USSub will begin
full-scale distribution of trademarked mer-
chandise in the new market segment, pursu-
ant to agreements negotiated with FP at
that time.

(iii) Assume that under the contractual ar-
rangements in effect between FP and USSub,
the arm’s length consideration for the mer-
chandise and the trademark or other intan-
gible property may be determined reliably
under one or more transfer pricing methods.
At issue in this example is the separate eval-
uation of the arm’s length compensation for
the marketing activities conducted by
USSub in years 1 and following.

(iv) A functional analysis reveals that
USSub’s activities consist primarily of modi-
fying the promotional materials created by
FP, negotiating media buys, and arranging
promotional events. FP separately com-
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pensates USSub for all Phase I activities,
and detailed accounting information is avail-
able regarding the costs of these activities.
The Phase I activities of USSub are similar
to those of uncontrolled companies that per-
form, as their primary business activity, a
range of advertising and media relations ac-
tivities on a contract basis for uncontrolled
parties.

(v) No information is available concerning
the comparable uncontrolled prices for serv-
ices in transactions similar to those engaged
in by FP and USSub. Nor is any information
available concerning uncontrolled trans-
actions that would allow application of the
cost of services plus method. It is possible to
identify uncontrolled distributors or licens-
ees of home furnishings that perform, as one
component of their business activities, pro-
motional activities similar to those per-
formed by USSub. However, it is unlikely
that publicly available accounting data from
these companies would allow computation of
the comparable transactional costs or total
services costs associated with the marketing
or promotional activities that these entities
performed, as one component of their busi-
ness activities. On the other hand, it is pos-
sible to identify uncontrolled advertising
and media relations companies, the principal
business activities of which are similar to
the Phase I activities of USSub. Under these
circumstances, the most reliable measure of
an arm’s length price is the comparable prof-
its method of §1.482-9(f). The uncontrolled
advertising comparables’ treatment of mate-
rial items, such as classification of items as
cost of goods sold or selling, general, and ad-
ministrative expenses, may differ from that
of USSub. Such inconsistencies in account-
ing treatment between the uncontrolled
comparables and the tested party, or among
the comparables, are less important when
using the ratio of operating profit to total
services costs under the comparable profits
method for services in §1.482-9(f). Under this
method, the operating profit of USSub from
the Phase I activities is compared to the op-
erating profit of uncontrolled parties that
perform general advertising and media rela-
tions as their primary business activity.

Example 12. Residual profit split preferred to
other methods. (i) USP is a manufacturer of
athletic apparel sold under the AA trade-
mark, to which FP owns the worldwide
rights. USP sells AA trademark apparel in
countries throughout the world, but prior to
year 1, USP did not sell its merchandise in
Country X. In year 1, USP acquires an un-
controlled Country X company which be-
comes its wholly-owned subsidiary, XSub.
USP enters into an exclusive distribution ar-
rangement with XSub in Country X. Before
being acquired by USP in year 1, XSub dis-
tributed athletic apparel purchased from un-
controlled suppliers and resold that mer-
chandise to retailers. After being acquired by
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USP in year 1, XSub continues to distribute
merchandise from uncontrolled suppliers and
also begins to distribute AA trademark ap-
parel. Under a separate agreement with USP,
XSub uses its best efforts to promote the AA
trademark in Country X, with the goal of
maximizing sales volume and revenues from
AA merchandise.

(ii) Prior to year 1, USP executed long-
term endorsement contracts with several
prominent professional athletes. These con-
tracts give USP the right to use the names
and likenesses of the athletes in any country
in which AA merchandise is sold during the
term of the contract. These contracts remain
in effect for five years, starting in year 1. Be-
fore being acquired by USP, XSub renewed a
long-term agreement with SportMart, an un-
controlled company that owns a nationwide
chain of sporting goods retailers in Country
X. XSub has been SportMart’s primary sup-
plier from the time that SportMart began
operations. Under the agreement, SportMart
will provide AA merchandise preferred shelf-
space and will feature AA merchandise at no
charge in its print ads and seasonal pro-
motions. In consideration for these commit-
ments, USP and XSub grant SportMart ad-
vance access to new products and the right
to use the professional athletes under con-
tract with USP in SportMart advertisements
featuring AA merchandise (subject to ap-
proval of content by USP).

(iii) Assume that it is possible to segregate
all transactions by XSub that involve dis-
tribution of merchandise acquired from un-
controlled distributors (non-controlled
transactions). In addition, assume that,
apart from the activities undertaken by USP
and XSub to promote AA apparel in Country
X, the arm’s length compensation for other
functions performed by USP and XSub in the
Country X market in years 1 and following
can be reliably determined. At issue in this
Example 12 is the application of the residual
profit split analysis to determine the appro-
priate division between USP and XSub of the
balance of the operating profits from the
Country X market, that is the portion at-
tributable to nonroutine contributions to
the marketing and promotional activities.

(iv) A functional analysis of the marketing
and promotional activities conducted in the
Country X market, as described in this ex-
ample, indicates that both USP and XSub
made nonroutine contributions to the busi-
ness activity. USP contributed the long-term
endorsement contracts with professional
athletes. XSub contributed its long-term
contractual rights with SportMart, which
were made more valuable by its successful,
long-term relationship with SportMart.

(v) Based on the facts and circumstances,
including the fact that both USP and XSub
made valuable nonroutine contributions to
the marketing and promotional activities
and an analysis of the availability (or lack

26 CFR Ch. | (4-1-22 Edition)

thereof) of comparable and reliable market
benchmarks, the Commissioner determines
that the most reliable measure of an arm’s
length result is the residual profit split
method in §1.482-9(g). The residual profit
split analysis would take into account both
routine and nonroutine contributions by
USP and XSub, in order to determine an ap-
propriate allocation of the combined oper-
ating profits in the Country X market from
the sale of AA merchandise and from related
promotional and marketing activities.

Example 13. Preference for acquisition price
method. (i) USP develops, manufacturers, and
distributes pharmaceutical products. USP
and FS, USP’s wholly-owned subsidiary,
enter into a CSA to develop a new
oncological drug, Oncol. Immediately prior
to entering into the CSA, USP acquires Com-
pany X, an unrelated U.S. pharmaceutical
company. Company X is solely engaged in
oncological pharmaceutical research, and its
only significant resources and capabilities
are its workforce and its sole patent, which
is associated with Compound X, a promising
molecular compound derived from a rare
plant, which USP reasonably anticipates will
contribute to developing Oncol. All of Com-
pany X researchers will be engaged solely in
research that is reasonably anticipated to
contribute to developing Oncol as well. The
rights in the Compound X and the commit-
ment of Company X’s researchers to the de-
velopment of Oncol are platform contribu-
tions for which compensation is due from FS
as part of a PCT.

(ii) In this case, the acquisition price
method, based on the lump sum price paid by
USP for Company X, is likely to provide a
more reliable measure of an arm’s length
PCT Payment due to USP than the applica-
tion of any other method. See §§1.482-4(c)(2)
and 1.482-7(g)(5)(iv)(A).

Example 14. Preference for market capitaliza-
tion method. (i) Company X is a publicly trad-
ed U.S. company solely engaged in
oncological pharmaceutical research and its
only significant resources and capabilities
are its workforce and its sole patent, which
is associated with Compound Y, a promising
molecular compound derived from a rare
plant. Company X has no marketable prod-
ucts. Company X enters into a CSA with FS,
a newly-formed foreign subsidiary, to de-
velop a new oncological drug, Oncol, derived
from Compound Y. Compound Y is reason-
ably anticipated to contribute to developing
Oncol. All of Company X researchers will be
engaged solely in research that is reasonably
anticipated to contribute to developing
Oncol under the CSA. The rights in Com-
pound Y and the commitment of Company
X’s researchers are platform contributions
for which compensation is due from FS as
part of a PCT.
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(ii) In this case, given that Company X’s
platform contributions covered by PCTs re-
late to its entire economic value, the appli-
cation of the market capitalization method,
based on the market capitalization of Com-
pany X, provides a reliable measure of an
arm’s length result for Company X’s PCTs to
the CSA. See §§1.482-4(c)(2) and 1.482-
7(g)(6)(V)(A).

Example 15. Preference for market capitaliza-
tion method. (i) MicroDent, Inc. (MDI) is a
publicly traded company that developed a
new dental surgical microscope ScopeX-1,
which drastically shortens many surgical
procedures. On January 1 of Year 1, MDI en-
tered into a CSA with a wholly-owned for-
eign subsidiary (FS) to develop ScopeX-2,
the next generation of ScopeX-1. In the CSA,
divisional interests are divided on a terri-
torial basis. The rights associated with
ScopeX-1, as well as MDI’s research capabili-
ties are reasonably anticipated to contribute
to the development of ScopeX-2 and are
therefore platform contributions for which
compensation is due from FS as part of a
PCT. At the time of the PCT, MDI’s only
product was the ScopeX-I microscope, al-
though MDI was in the process of developing
ScopeX-2. Concurrent with the CSA, MDI
separately transfers exclusive and perpetual
exploitation rights associated with ScopeX-1
to F'S in the same territory as assigned to
FS in the CSA.

(ii) Although the transactions between
MDI and F'S under the CSA are distinct from
the transactions between MDI and FS relat-
ing to the exploitation rights for ScopeX-1,
it is likely to be more reliable to evaluate
the combined effect of the transactions than
to evaluate them in isolation. This is be-
cause the combined transactions between
MDI and FS relate to all of the economic
value of MDI (that is, the exploitation rights
and research rights associated with ScopeX-
1, as well as the research capabilities of
MDI). In this case, application of the market
capitalization method, based on the enter-
prise value of MDI on January 1 of Year 1, is
likely to provide a reliable measure of an
arm’s length payment for the aggregated
transactions. See §§1.482-4(c)(2) and 1.482-
T(€)(6)(V)(A).

(iii) Notwithstanding that the market cap-
italization method provides the most reli-
able measure of the aggregated transactions
between MDI and F'S, see §1.482-7(g)(2)(iv) for
further considerations of when further anal-
ysis may be required to distinguish between
the remuneration to MDI associated with
PCTs under the CSA (for research rights and
capabilities associated with ScopeX-1) and
the remuneration to MDI for the exploi-
tation rights associated with ScopeX-1.

Example 16. Income method (applied using
CPM) preferred to acquisition price method. The
facts are the same as in Example 13, except
that the acquisition occurred significantly in
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advance of formation of the CSA, and reli-
able adjustments cannot be made for this
time difference. In addition, Company X has
other valuable molecular patents and associ-
ated research capabilities, apart from Com-
pound X, that are not reasonably anticipated
to contribute to the development of Oncol
and that cannot be reliably valued. The CSA
divides divisional interests on a territorial
basis. Under the terms of the CSA, USP will
undertake all R&D (consisting of laboratory
research and clinical testing) and manufac-
turing associated with Oncol, as well as the
distribution activities for its territory (the
United States). FS will distribute Oncol in
its territory (the rest of the world). FS’s dis-
tribution activities are routine in nature,
and the profitability from its activities may
be reliably determined from third-party
comparables. FS does not furnish any plat-
form contributions. At the time of the PCT,
reliable (ex ante) financial projections asso-
ciated with the development of Oncol and its
separate exploitation in each of USP’s and
FSub’s assigned geographical territories are
undertaken. In this case, application of the
income method using CPM is likely to pro-
vide a more reliable measure of an arm’s
length result than application of the acquisi-
tion price method based on the price paid by
USP for Company X. See §1.482-7(g)(4)(vi)
and (5)(Av)(C).

Example 17. Evaluation of alternative meth-
ods. (i) The facts are the same as in Example
13, except that the acquisition occurred
sometime prior to the CSA, and Company X
has some areas of promising research that
are not reasonably anticipated to contribute
to developing Oncol. For purposes of this ex-
ample, the CSA is assumed to divide divi-
sional interests on a territorial basis. In gen-
eral, the Commissioner determines that the
acquisition price data is useful in informing
the arm’s length price, but not necessarily
determinative. Under the terms of the CSA,
USP will undertake all R&D (consisting of
laboratory research and clinical testing) and
manufacturing associated with Oncol, as
well as the distribution activities for its ter-
ritory (the United States). F'S will distribute
Oncol in its territory (the rest of the world).
FS’s distribution activities are routine in
nature, and the profitability from its activi-
ties may be reliably determined from third-
party comparables. At the time of the PCT,
financial projections associated with the de-
velopment of Oncol and its separate exploi-
tation in each of USP’s and FSub’s assigned
geographical territories are undertaken.

(ii) Under the facts, it is possible that the
acquisition price method or the income
method using CPM might reasonably be ap-
plied. Whether the acquisition price method
or the income method provides the most reli-
able evidence of the arm’s length price of
USP’s contributions depends on a number of
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factors, including the reliability of the fi-
nancial projections, the reliability of the dis-
count rate chosen, and the extent to which
the acquisition price of Company X can be
reliably adjusted to account for changes in
value over the time period between the ac-
quisition and the formation of the CSA and
to account for the value of the in-process re-
search done by Company X that does not
constitute platform contributions to the
CSA. See §1.482-7(g)(4)(vi) and (5)(iv)(A) and
©).

Example 18. Evaluation of alternative meth-
ods. (i) The facts are the same as in Example
17, except that F'S has a patent on Compound
Y, which the parties reasonably anticipate
will be useful in mitigating potential side ef-
fects associated with Compound X and there-
by contribute to the development of Oncol.
The rights in Compound Y constitute a plat-
form contribution for which compensation is
due from USP as part of a PCT. The value of
FS’s platform contribution cannot be reli-
ably measured by market benchmarks.

(ii) Under the facts, it is possible that ei-
ther the acquisition price method and the in-
come method together or the residual profit
split method might reasonably be applied to
determine the arm’s length PCT Payments
due between USP and FS. Under the first op-
tion the PCT Payment for the platform con-
tributions related to Company X’s workforce
and Compound X would be determined using
the acquisition price method referring to the
lump sum price paid by USP for Company X.
Because the value of these platform con-
tributions can be determined by reference to
a market benchmark, they are considered
routine platform contributions. Accordingly,
under this option, the platform contribution
related to Compound Y would be the only
nonroutine platform contribution and the
relevant PCT Payment is determined using
the income method. Under the second option,
rather than looking to the acquisition price
for Company X, all the platform contribu-
tions are considered nonroutine and the
RPSM is applied to determine the PCT Pay-
ments for each platform contribution. Under
either option, the PCT Payments will be net-
ted against each other.

(iii) Whether the acquisition price method
together with the income method or the re-
sidual profit split method provides the most
reliable evidence of the arm’s length price of
the platform contributions of USP and FS
depends on a number of factors, including
the reliability of the determination of the
relative values of the platform contributions
for purposes of the RPSM, and the extent to
which the acquisition price of Company X
can be reliably adjusted to account for
changes in value over the time period be-
tween the acquisition and the formation of
the CSA and to account for the value of the
rights in the in-process research done by
Company X that does not constitute plat-
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form contributions to the CSA. In these cir-
cumstances, it is also relevant to consider
whether the results of each method are con-
sistent with each other, or whether one or
both methods are consistent with other po-
tential methods that could be applied. See
§1.482-7(g2)(4)(vi), (5)(iv), and (7)(iv).

(c) Effective/applicability date—(1) In
general. Paragraphs (a) and (b) Examples
10 through 12 of this section are gen-
erally applicable for taxable years be-
ginning after December 31, 2006. Para-
graph (b) Examples 13 through 18 of this
section are generally applicable on
January 5, 2009.

(2) Election to apply regulation to ear-

lier taxable years. A person may elect to
apply the provisions of paragraph (b)
Examples 10,11, and 12 of this section to
earlier taxable years in accordance
with the rules set forth in §1.482-
9I(n)(2).
[T.D. 8552, 59 FR 35028, July 8, 1994, as amend-
ed by T.D. 9278, 71 FR 44487, Aug. 4, 2006; T.D.
9441, 74 FR 388, Jan. 5, 2009; T.D. 9456, 74 FR
38845, Aug. 4, 2009; 74 FR 46346, Sept. 9, 2009;
T.D. 9568, 76 FR 80134, Dec. 22, 2011]

§1.482-9 Methods to determine taxable
income in connection with a con-
trolled services transaction.

(a) In general. The arm’s length
amount charged in a controlled serv-
ices transaction must be determined
under one of the methods provided for
in this section. Each method must be
applied in accordance with the provi-
sions of §1.482-1, including the best
method rule of §1.482-1(c), the com-
parability analysis of §1.482-1(d), and
the arm’s length range of §1.482-1(e),
except as those provisions are modified
in this section. The methods are—

(1) The services cost method, de-
scribed in paragraph (b) of this section;

(2) The comparable uncontrolled
services price method, described in
paragraph (c) of this section;

(3) The gross services margin method,
described in paragraph (d) of this sec-
tion;

(4) The cost of services plus method,
described in paragraph (e) of this sec-
tion;

(6) The comparable profits method,
described in §1.482-5 and in paragraph
(f) of this section;

(6) The profit split method, described
in §1.482-6 and in paragraph (g) of this
section; and
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(7) Unspecified methods, described in
paragraph (h) of this section.

(b) Services cost method—(1) In general.
The services cost method evaluates
whether the amount charged for cer-
tain services is arm’s length by ref-
erence to the total services costs (as
defined in paragraph (j) of this section)
with no markup. If a taxpayer applies
the services cost method in accordance
with the rules of this paragraph (b),
then it will be considered the best
method for purposes of §1.482-1(c), and
the Commissioner’s allocations will be
limited to adjusting the amount
charged for such services to the prop-
erly determined amount of such total
services costs.

(2) Eligibility for the services cost meth-
od. To apply the services cost method
to a service in accordance with the
rules of this paragraph (b), all of the
following requirements must be satis-
fied with respect to the service—

(i) The service is a covered service as
defined in paragraph (b)(3) of this sec-
tion;

(ii) The service is not an excluded ac-
tivity as defined in paragraph (b)(4) of
this section;

(iii) The service is not precluded from
constituting a covered service by the
business judgment rule described in
paragraph (b)(5) of this section; and

(iv) Adequate books and records are
maintained as described in paragraph
(b)(6) of this section.

(38) Covered services. For purposes of
this paragraph (b), covered services
consist of a controlled service trans-
action or a group of controlled service
transactions (see §1.482-1(f)(2)(i) (aggre-
gation of transactions)) that meet the
definition of specified covered services
or low margin covered services.

(1) Specified covered services. Specified
covered services are controlled services
transactions that the Commissioner
specifies by revenue procedure. Serv-
ices will be included in such revenue
procedure based upon the Commis-
sioner’s determination that the speci-
fied covered services are support serv-
ices common among taxpayers across
industry sectors and generally do not
involve a significant median com-
parable markup on total services costs.
For the definition of the median com-
parable markup on total services costs,
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see paragraph (b)(3)(ii) of this section.
The Commissioner may add to, sub-
tract from, or otherwise revise the
specified covered services described in
the revenue procedure by subsequent
revenue procedure, which amendments
will ordinarily be prospective only in
effect.

(ii) Low margin covered services. Low
margin covered services are controlled
services transactions for which the me-
dian comparable markup on total serv-
ices costs is less than or equal to seven
percent. For purposes of this paragraph
(b), the median comparable markup on
total services costs means the excess of
the arm’s length price of the controlled
services transaction determined under
the general section 482 regulations
without regard to this paragraph (b),
using the interquartile range described
in §1.482-1(e)(2)(iii)(C) and as necessary
adjusting to the median of such inter-
quartile range, over total services
costs, expressed as a percentage of
total services costs.

(4) Excluded activity. The following
types of activities are excluded activi-
ties:

(i) Manufacturing.

(ii) Production.

(iii) Extraction, exploration, or proc-
essing of natural resources.

(iv) Construction.

(v) Reselling, distribution, acting as
a sales or purchasing agent, or acting

under a commission or other similar
arrangement.
(vi) Research, development, or ex-

perimentation.

(vii) Engineering or scientific.

(viii) Financial transactions, includ-
ing guarantees.

(ix) Insurance or reinsurance.

(5) Not services that contribute signifi-
cantly to fundamental risks of business
success or failure. A service cannot con-
stitute a covered service unless the
taxpayer reasonably concludes in its
business judgment that the service
does not contribute significantly to
key competitive advantages, core capa-
bilities, or fundamental risks of suc-
cess or failure in one or more trades or
businesses of the controlled group, as
defined in §1.482-1(i)(6). In evaluating
the reasonableness of the conclusion
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required by this paragraph (b)(5), con-
sideration will be given to all the facts
and circumstances.

(6) Adequate books and records. Perma-
nent books of account and records are
maintained for as long as the costs
with respect to the covered services are
incurred by the renderer. Such books
and records must include a statement
evidencing the taxpayer’s intention to
apply the services cost method to
evaluate the arm’s length charge for
such services. Such books and records
must be adequate to permit
verification by the Commissioner of
the total services costs incurred by the
renderer, including a description of the
services in question, identification of
the renderer and the recipient of such
services, and sufficient documentation
to allow verification of the methods
used to allocate and apportion such
costs to the services in question in ac-
cordance with paragraph (k) of this
section.

(7) Shared services arrangement—(i) In
general. If the services cost method is
used to evaluate the amount charged
for covered services, and such services
are the subject of a shared services ar-
rangement, then the arm’s Ilength
charge to each participant for such
services will be the portion of the total
costs of the services otherwise deter-
mined under the services cost method
of this paragraph (b) that is properly
allocated to such participant pursuant
to the arrangement.

(ii) Requirements for shared services ar-
rangement. A shared services arrange-
ment must meet the requirements de-
scribed in this paragraph (b)(7).

(A) Eligibility. To be eligible for treat-
ment under this paragraph (b)(7), a
shared services arrangement must—

(1) Include two or more participants;

(2) Include as participants all con-
trolled taxpayers that reasonably an-
ticipate a benefit (as defined under
paragraph (1)(3)(i) of this section) from
one or more covered services specified
in the shared services arrangement;
and

(3) Be structured such that each cov-
ered service (or each reasonable aggre-
gation of services within the meaning
of paragraph (b)(7)(iii)(B) of this sec-
tion) confers a benefit on at least one
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participant in the shared services ar-
rangement.

(B) Allocation. The costs for covered
services must be allocated among the
participants based on their respective
shares of the reasonably anticipated
benefits from those services, without
regard to whether the anticipated ben-
efits are in fact realized. Reasonably
anticipated benefits are benefits as de-
fined in paragraph (1)(3)(i) of this sec-
tion. The allocation of costs must pro-
vide the most reliable measure of the
participants’ respective shares of the
reasonably anticipated benefits under
the principles of the best method rule.
See §1.482-1(c). The allocation must be
applied on a consistent basis for all
participants and services. The alloca-
tion to each participant in each tax-
able year must reasonably reflect that
participant’s respective share of rea-
sonably anticipated benefits for such
taxable year. If the taxpayer reason-
ably concluded that the shared services
arrangement (including any aggrega-
tion pursuant to paragraph (b)(7)(iii)(B)
of this section) allocated costs for cov-
ered services on a basis that most reli-
ably reflects the participants’ respec-
tive shares of the reasonably antici-
pated benefits attributable to such
services, as provided for in this para-
graph (b)(7), then the Commissioner
may not adjust such allocation basis.

(C) Documentation. The taxpayer
must maintain sufficient documenta-
tion to establish that the requirements
of this paragraph (b)(7) are satisfied,
and include—

(I) A statement evidencing the tax-
payer’s intention to apply the services
cost method to evaluate the arm’s
length charge for covered services pur-
suant to a shared services arrange-
ment;

(2) A list of the participants and the
renderer or renderers of covered serv-
ices under the shared services arrange-
ment;

(3) A description of the basis of allo-
cation to all participants, consistent
with the participants’ respective shares
of reasonably anticipated benefits; and

(4) A description of any aggregation
of covered services for purposes of the
shared services arrangement, and an
indication whether this aggregation (if
any) differs from the aggregation used
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to evaluate the median comparable
markup for any low margin covered
services described in paragraph
(b)(3)(ii) of this section.

(iii) Definitions and special rules—(A)
Participant. A participant is a con-
trolled taxpayer that reasonably an-
ticipates benefits from covered services
subject to a shared services arrange-
ment that substantially complies with
the requirements described in this
paragraph (b)(7).

(B) Aggregation. Two or more covered
services may be aggregated in a reason-
able manner taking into account all
the facts and circumstances, including
whether the relative magnitude of rea-
sonably anticipated benefits of the par-
ticipants sharing the costs of such ag-
gregated services may be reasonably
reflected by the allocation basis em-
ployed pursuant to paragraph
(b)(M)({i1)(B) of this section. The aggre-
gation of services under a shared serv-
ices arrangement may differ from the
aggregation used to evaluate the me-
dian comparable markup for any low
margin covered services described in
paragraph (b)(3)(ii) of this section, pro-
vided that such alternative aggrega-
tion can be implemented on a reason-
able basis, including appropriately
identifying and isolating relevant
costs, as necessary.

(C) Coordination with cost sharing ar-
rangements. To the extent that an allo-
cation is made to a participant in a
shared services arrangement that is
also a participant in a cost sharing ar-
rangement subject to §1.482-7TT, such
amount with respect to covered serv-
ices is first allocated pursuant to the
shared services arrangement under this
paragraph (b)(7). Costs allocated pursu-
ant to a shared services arrangement
may (if applicable) be further allocated
between the intangible property devel-
opment activity under §1.482-7TT and
other activities of the participant.

(8) Examples. The application of this
section is illustrated by the following
examples. No inference is intended
whether the presence or absence of one
or more facts is determinative of the
conclusion in any example. For pur-
poses of Examples 1 through 14, assume
that Company P and its subsidiaries,
Company Q and Company R, are cor-
porations and members of the same
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group of controlled entities (PQR Con-
trolled Group). For purposes of Example
15, assume that Company P and its sub-
sidiary, Company S, are corporations
and members of the same group of con-
trolled entities (PS Controlled Group).
For purposes of Examples 16 through 24,
assume that Company P and its sub-
sidiaries, Company X, Company Y, and
Company Z, are corporations and mem-
bers of the same group of controlled en-
tities (PXYZ Group) and that Company
P and its subsidiaries satisfy all of the
requirements for a shared services ar-
rangement specified in paragraphs
(b)(7)(ii) and (iii) of this section.

Example 1. Data entry services. (i) Company
P, Company Q, and Company R own and op-
erate hospitals. Each owns an electronic
database of medical information gathered by
doctors and nurses during interviews and
treatment of its patients. All three data-
bases are maintained and updated by Com-
pany P’s administrative support employees
who perform data entry activities by enter-
ing medical information from the paper
records of Company P, Company Q, and Com-
pany R into their respective databases.

(ii) Assume that these services relating to
data entry are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably
conclude that these services do not con-
tribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. If these serv-
ices meet the other requirements of this
paragraph (b), Company P will be eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 2. Data entry services. (i) Company
P, Company Q, and Company R specialize in
data entry, data processing, and data conver-
sion. Company Q and Company R’s data
entry activities involve converting medical
information data contained in paper records
to a digital format. Company P specializes in
data entry activities. This specialization re-
flects, in part, proprietary quality control
systems and specially trained data entry ex-
perts used to ensure the highest degree of ac-
curacy of data entry services. Company P is
engaged by Company Q and Company R to
perform these data entry activities for them.
Company Q and Company R then charge
their customers for the data entry activities
performed by Company P.

(ii) Assume that these services performed
by Company P relating to data entry are
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specified covered services within the mean-
ing of paragraph (b)(3)(i) of this section.
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that
these services do not contribute significantly
to the controlled group’s key competitive
advantages, core capabilities, or funda-
mental risks of success or failure in the
group’s business. Company P is not eligible
to charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 3. Recruiting services. (i) Company
P, Company Q, and Company R are manufac-
turing companies that sell their products to
unrelated retail establishments. Company
P’s human resources department recruits
mid-level managers and engineers for itself
as well as for Company Q and Company R by
attending job fairs and other recruitment
events. For recruiting higher-level managers
and engineers, each of these companies uses
recruiters from unrelated executive search
firms.

(ii) Assume that these services relating to
recruiting are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably
conclude that these services do not con-
tribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. If these serv-
ices meet the other requirements of this
paragraph (b), Company P will be eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 4. Recruiting services. (i) Company
Q and Company R are executive recruiting
service companies that are hired by other
companies to recruit professionals. Company
P is a recruiting agency that is engaged by
Company Q and Company R to perform re-
cruiting activities on their behalf in certain
geographic areas.

(ii) Assume that the services performed by
Company P are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not
contribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. Company P is
not eligible to charge these services to Com-
pany Q and Company R in accordance with
the services cost method.

Example 5. Credit analysis services. (i) Com-
pany P is a manufacturer and distributor of
clothing for retail stores. Company Q and
Company R are distributors of clothing for
retail stores. As part of its operations, per-
sonnel in Company P perform credit analysis
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on its customers. Most of the customers have
a history of purchases from Company P, and
the credit analysis involves a review of the
recent payment history of the customer’s ac-
count. For new customers, the personnel in
Company P perform a basic credit check of
the customer using reports from a credit re-
porting agency. On behalf of Company Q and
Company R, Company P performs credit
analysis on customers who order clothing
from Company Q and Company R using the
same method as Company P uses for itself.

(ii) Assume that these services relating to
credit analysis are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably
conclude that these services do not con-
tribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. If these serv-
ices meet the other requirements of this
paragraph (b), Company P will be eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 6. Credit analysis services. (i) Com-
pany P, Company Q, and Company R lease
furniture to retail customers who present a
significant credit risk and are generally un-
able to lease furniture from other providers.
As part of its leasing operations, personnel
in Company P perform credit analysis on
each of the potential lessees. The personnel
have developed special expertise in deter-
mining whether a particular customer who
presents a significant credit risk (as indi-
cated by credit reporting agencies) will be
likely to make the requisite lease payments
on a timely basis. Also, as part of its oper-
ations, Company P performs similar credit
analysis services for Company Q and Com-
pany R, which charge correspondingly high
monthly lease payments.

(ii) Assume that these services relating to
credit analysis are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not
contribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. Company P is
not eligible to charge these services to Com-
pany Q and Company R in accordance with
the services cost method.

Example 7. Credit analysis services. (i) Com-
pany P is a large full-service bank, which
provides products and services to corporate
and consumer markets, including unsecured
loans, secured loans, lines of credit, letters
of credit, conversion of foreign currency,
consumer loans, trust services, and sales of
certificates of deposit. Company Q makes
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routine consumer loans to individuals, such
as auto loans and home equity loans. Com-
pany R makes only business loans to small
businesses.

(ii) Company P performs credit analysis
and prepares credit reports for itself, as well
as for Company Q and Company R. Company
P, Company Q and Company R regularly em-
ploy these credit reports in the ordinary
course of business in making decisions re-
garding extensions of credit to potential cus-
tomers (including whether to lend, rate of in-
terest, and loan terms).

(iii) Assume that these services relating to
credit analysis are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances, the credit analysis services con-
stitute part of a ‘‘financial transaction’ de-
scribed in paragraph (b)(4)(viii) of this sec-
tion. Company P is not eligible to charge
these services to Company Q and Company R
in accordance with the services cost method.

Example 8. Data wverification services. (i)
Company P, Company Q and Company R are
manufacturers of industrial supplies. Com-
pany P’s accounting department performs
periodic reviews of the accounts payable in-
formation of Company P, Company Q and
Company R, and identifies any inaccuracies
in the records, such as double-payments and
double-charges.

(ii) Assume that these services relating to
verification of data are specified covered
services within the meaning of paragraph
(b)(3)(i) of this section. Under the facts and
circumstances of the business of the PQR
Controlled Group, the taxpayer could reason-
ably conclude that these services do not con-
tribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. If these serv-
ices meet the other requirements of this
paragraph (b), Company P will be eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 9. Data verification services. (i)
Company P gathers and inputs information
regarding accounts payable and accounts re-
ceivable from unrelated parties and utilizes
its own computer system to analyze that in-
formation for purposes of identifying errors
in payment and receipts (data mining). Com-
pany P is compensated for these services
based on a fee that reflects a percentage of
amounts collected by customers as a result
of the data mining services. These activities
constitute a significant portion of Company
P’s business. Company P performs similar
activities for Company Q and Company R by
analyzing their accounts payable and ac-
counts receivable records.

(ii) Assume that these services relating to
data mining are specified covered services
within the meaning of paragraph (b)(3)(i) of
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this section. Under the facts and cir-
cumstances, the taxpayer is unable to rea-
sonably conclude that these services do not
contribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
failure in the group’s business. Company P is
not eligible to charge these services to Com-
pany Q and Company R in accordance with
the services cost method.

Example 10. Legal services. (i) Company P is
a domestic corporation with two wholly-
owned foreign subsidiaries, Company Q and
Company R. Company P and its subsidiaries
manufacture and distribute equipment used
by industrial customers. Company P main-
tains an in-house legal department con-
sisting of attorneys experienced in a wide
range of business and commercial matters.
Company Q and Company R maintain small
legal departments, consisting of attorneys
experienced in matters that most frequently
arise in the normal course of business of
Company Q and Company R in their respec-
tive jurisdictions.

(ii) Company P seeks to maintain in-house
legal staff with the ability to address the
majority of legal matters that arise in the
United States with respect to the operations
of Company P, as well as any U.S. reporting
or compliance obligations of Company Q or
Company R. These include the preparation
and review of corporate contracts relating
to, for example, product sales, equipment
purchases and leases, business liability in-
surance, real estate, employee salaries and
benefits. Company P relies on outside attor-
neys for major business transactions and
highly technical matters such as patent li-
censes. The in-house legal staffs of Company
Q and Company R are much more limited. It
is necessary for Company P to retain several
local law firms to handle litigation and busi-
ness disputes arising from the activities of
Company Q and Company R. Although Com-
pany Q and Company R pay the fees of these
law firms, the hiring authority and general
oversight of the firms’ representation is in
the legal department of Company P.

(iii) In determining what portion of the
legal expenses of Company P may be allo-
cated to Company Q and Company R, Com-
pany P first excludes any expenses relating
to legal services that constitute shareholder
activities and other items that are not prop-
erly analyzed as controlled services. Assume
that the remaining services relating to gen-
eral legal functions performed by in-house
legal counsel are specified covered services
within the meaning of paragraph (b)(3)(i) of
this section. Under the facts and cir-
cumstances of the business of the PQR Con-
trolled Group, the taxpayer could reasonably
conclude that these latter services do not
contribute significantly to the controlled
group’s key competitive advantages, core ca-
pabilities, or fundamental risks of success or
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failure in the group’s business. If these serv-
ices meet the other requirements of this
paragraph (b), Company P will be eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 11. Legal services. (i) Company P is
a domestic holding company whose operating
companies, Company Q and Company R, gen-
erate electric power for consumers by oper-
ating nuclear plants. Assume that, although
Company P owns 100% of the stock of Com-
panies Q and R, the companies do not elect
to file a consolidated Federal income tax re-
turn with Company P.

(ii) Company P maintains an in-house legal
department that includes attorneys who are
experts in the areas of Federal utilities regu-
lation, Federal labor and environmental law,
and securities law. Companies Q and R main-
tain their own, smaller in-house legal staffs
comprising experienced attorneys in the
areas of state and local utilities regulation,
state labor and employment law, and general
commercial law. The legal department of
Company P performs general oversight of the
legal affairs of the company and determines
whether a particular matter would be more
efficiently handled by the Company P legal
department, by the legal staffs in the oper-
ating companies, or in rare cases, by re-
tained outside counsel. In general, Company
P has succeeded in minimizing duplication
and overlap of functions between the legal
staffs of the various companies or by re-
tained outside counsel.

(iii) The domestic nuclear power plant op-
erations of Companies Q and R are subject to
extensive regulation by the U.S. Nuclear
Regulatory Commission (NRC). Operators
are required to obtain pre-construction ap-
proval, operating licenses, and, at the end of
the operational life of the nuclear reactor,
nuclear decommissioning certificates. Com-
pany P files consolidated financial state-
ments on behalf of itself, as well as Compa-
nies Q and R, with the United States Securi-
ties and Exchange Commission (SEC). In
these SEC filings, Company P discloses that
failure to obtain any of these licenses (and
the related periodic renewals) or agreeing to
licenses on terms less favorable than those
granted to competitors would have a mate-
rial adverse impact on the operations of
Company Q or Company R. Company Q and
Company R do not have in-house legal staff
with experience in the NRC area. Company P
maintains a group of in-house attorneys with
specialized expertise in the NRC area that
exclusively represents Company Q and Com-
pany R before the NRC. Although Company
P occasionally hires an outside law firm or
industry expert to assist on particular NRC
matters, the majority of the work is per-
formed by the specialized legal staff of Com-
pany P.
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(iv) Certain of the legal services performed
by Company P constitute duplicative or
shareholder activities that do not confer a
benefit on the other companies and therefore
do not need to be allocated to the other com-
panies, while certain other legal services are
eligible to be charged to Company Q and
Company R in accordance with the services
cost method.

(v) Assume that the specialized legal serv-
ices relating to nuclear licenses performed
by in-house legal counsel of Company P are
specified covered services within the mean-
ing of paragraph (b)(3)(i) of this section.
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that
these services do not contribute significantly
to the controlled group’s key competitive
advantages, core capabilities, or funda-
mental risks of success or failure in the
group’s business. Company P is not eligible
to charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 12. Group of services. (i) Company
P, Company Q, and Company R are manufac-
turing companies that sell their products to
unrelated retail establishments. Company P
has an enterprise resource planning (ERP)
system that maintains data relating to ac-
counts payable and accounts receivable in-
formation for all three companies. Company
P’s personnel perform the daily operations
on this ERP system such as inputting data
relating to accounts payable and accounts
receivable into the system and extracting
data relating to accounts receivable and ac-
counts payable in the form of reports or elec-
tronic media and providing those data to all
three companies. Periodically, Company P’s
computer specialists also modify the ERP
system to adapt to changing business func-
tions in all three companies. Company P’s
computer specialists make these changes by
either modifying the underlying software
program or by purchasing additional soft-
ware or hardware from unrelated third party
vendors.

(ii) Assume that the services relating to
accounts payable and accounts receivable
are specified covered services within the
meaning of paragraph (b)(3)(i) of this section.
Under the facts and circumstances of the
business of the PQR Controlled Group, the
taxpayer could reasonably conclude that
these services do not contribute significantly
to the controlled group’s key competitive
advantages, core capabilities, or funda-
mental risks of success or failure in the
group’s business. If these services meet the
other requirements of this paragraph (b),
Company P will be eligible to charge these
services to Company Q and Company R in ac-
cordance with the services cost method.
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(iii) Assume that the services performed by
Company P’s computer specialists that re-
late to modifying the ERP system are spe-
cifically excluded from the services described
in a revenue procedure referenced in para-
graph (b)(3) of this section as developing
hardware or software solutions (such as sys-
tems integration, Web site design, writing
computer programs, modifying general appli-
cations software, or recommending the pur-
chase of commercially available hardware or
software). If these services do not constitute
low margin covered services within the
meaning of paragraph (b)(3)(ii) of this sec-
tion, then Company P is not eligible to
charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 13. Group of services. (i) Company P
manufactures and sells widgets under an ex-
clusive contract to Customer 1. Company Q
and Company R sell widgets under exclusive
contracts to Customer 2 and Customer 3, re-
spectively. At least one year in advance,
each of these customers can accurately fore-
cast its need for widgets. Using these fore-
casts, each customer over the course of the
year places orders for widgets with the ap-
propriate company, Company P, Company Q,
or Company R. A customer’s actual need for
widgets seldom deviates from that cus-
tomer’s forecasted need.

(ii) It is most efficient for the PQR Con-
trolled Group companies to manufacture and
store an inventory of widgets in advance of
delivery. Although all three companies sell
widgets, only Company P maintains a cen-
tralized warehouse for widgets. Pursuant to
a contract, Company P provides storage of
these widgets to Company Q and Company R
at an arm’s length price.

(iii) Company P’s personnel also obtain or-
ders from all three companies’ customers to
draw up purchase orders for widgets as well
as make payment to suppliers for widget re-
placement parts. In addition, Company P’s
personnel use data entry to input informa-
tion regarding orders and sales of widgets
and replacement parts for all three compa-
nies into a centralized computer system.
Company P’s personnel also maintain the
centralized computer system and extract
data for all three companies when necessary.

(iv) Assume that these services relating to
tracking purchases and sales of inventory
are specified covered services within the
meaning of paragraph (b)(3)(i) of this section.
Under the facts and circumstances of the
business of the PQR Controlled Group, the
taxpayer could reasonably conclude that
these services do not contribute significantly
to the controlled group’s key competitive
advantages, core capabilities, or funda-
mental risks of success or failure in the
group’s business. If these services meet the
other requirements of this paragraph (b),
Company P will be eligible to charge these
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services to Company Q and Company R in ac-
cordance with the services cost method.

Example 14. Group of services. (i) Company
P, Company Q, and Company R assemble and
sell gadgets to unrelated customers. Each of
these companies purchases the components
necessary for assembly of the gadgets from
unrelated suppliers. As a service to its sub-
sidiaries, Company P’s personnel obtain or-
ders for components from all three compa-
nies, prepare purchase orders, and make pay-
ment to unrelated suppliers for the compo-
nents. In addition, Company P’s personnel
use data entry to input information regard-
ing orders and sales of gadgets for all three
companies into a centralized computer. Com-
pany P’s personnel also maintain the cen-
tralized computer system and extract data
for all three companies on an as-needed
basis. The services provided by Company P
personnel, in conjunction with the central-
ized computer system, constitute a state-of-
the-art inventory management system that
allows Company P to order components nec-
essary for assembly of the gadgets on a
“‘just-in-time”’ basis.

(ii) Unrelated suppliers deliver the compo-
nents directly to Company P, Company Q
and Company R. Each company stores the
components in its own facilities for use in
filling specific customer orders. The compa-
nies do not maintain any inventory that is
not identified in specific customer orders.
Because of the efficiencies associated with
services provided by personnel of Company
P, all three companies are able to signifi-
cantly reduce their inventory-related costs.
Company P’s Chief Executive Officer makes
a statement in one of its press conferences
with industry analysts that its inventory
management system is critical to the com-
pany’s success.

(iii) Assume that these services relating to
tracking purchases and sales of inventory
are specified covered services within the
meaning of paragraph (b)(3)(i) of this section.
Under the facts and circumstances, the tax-
payer is unable to reasonably conclude that
these services do not contribute significantly
to the controlled group’s key competitive
advantages, core capabilities, or funda-
mental risks of success or failure in the
group’s business. Company P is not eligible
to charge these services to Company Q and
Company R in accordance with the services
cost method.

Example 15. Low margin covered services.
Company P renders certain accounting serv-
ices to Company S. Company P uses the serv-
ices cost method for the accounting services,
and determines the amount charged as its
total cost of rendering the services, with no
markup. Based on an application of the sec-
tion 482 regulations without regard to this
paragraph (b), the interquartile range of
arm’s length markups on total services costs
for these accounting services is between 3%
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and 9%, and the median is 6%. Because the
median comparable markup on total services
costs is 6%, which is less than 7%, the ac-
counting services constitute low margin cov-
ered services within the meaning of para-
graph (b)(3)(ii) of this section.

Example 16. Shared services arrangement and
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P operates a
centralized data processing facility that per-
forms automated invoice processing and
order generation for all of its subsidiaries,
Companies X, Y, Z, pursuant to a shared
services arrangement.

(ii) In evaluating the shares of reasonably
anticipated benefits from the centralized
data processing services, the total value of
the merchandise on the invoices and orders
may not provide the most reliable measure
of reasonably anticipated benefits shares, be-
cause value of merchandise sold does not
bear a relationship to the anticipated bene-
fits from the underlying covered services.

(iii) The total volume of orders and in-
voices processed may provide a more reliable
basis for evaluating the shares of reasonably
anticipated benefits from the data proc-
essing services. Alternatively, depending on
the facts and circumstances, total central
processing unit time attributable to the
transactions of each subsidiary may provide
a more reliable basis on which to evaluate
the shares of reasonably anticipated bene-
fits.

Example 17. Shared services arrangement and
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P operates a
centralized center that performs human re-
sources functions, such as administration of
pension, retirement, and health insurance
plans that are made available to employees
of its subsidiaries, Companies X, Y, Z, pursu-
ant to a shared services arrangement.

(ii) In evaluating the shares of reasonably
anticipated benefits from these centralized
services, the total revenues of each sub-
sidiary may not provide the most reliable
measure of reasonably anticipated benefit
shares, because total revenues do not bear a
relationship to the shares of reasonably an-
ticipated benefits from the underlying serv-
ices.

(iii) Employee headcount or total com-
pensation paid to employees may provide a
more reliable basis for evaluating the shares
of reasonably anticipated benefits from the
covered services.

Example 18. Shared services arrangement and
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P performs
human resource services (service A) on be-
half of the PXYZ Group that qualify for the
services cost method. Under that method,
Company P determines the amount charged
for these services pursuant to a shared serv-
ices arrangement based on an application of
paragraph (b)(7) of this section. Service A
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constitutes a specified covered service de-
scribed in a revenue procedure pursuant to
paragraph (b)(3)(i) of this section. The total
services costs for service A otherwise deter-
mined under the services cost method is 300.

(ii) Companies X, Y and Z reasonably an-
ticipate benefits from service A. Company P
does not reasonably anticipate benefits from
service A. Assume that if relative reasonably
anticipated benefits were precisely known,
the appropriate allocation of charges pursu-
ant to paragraph (k) of this section to Com-
pany X, Y and Z for service A is as follows:

SERVICE A
[Total cost 300]
Company
X 150
Y 75
z 75

(iii) The total number of employees (em-
ployee headcount) in each company is as fol-
lows:

Company X—600 employees.

Company Y—250 employees.

Company Z—250 employees.

(iv) Company P allocates the 300 total serv-
ices costs of service A based on employee
headcount as follows:

SERVICE A

[Total cost 300]
Company

Allocation key
Headcount Amount

600 164
250 68
250 68

(v) Based on these facts, Company P
may reasonably conclude that the em-
ployee headcount allocation basis most
reliably reflects the participants’ re-
spective shares of the reasonably an-
ticipated benefits attributable to serv-
ice A.

Example 19. Shared services arrangement and
reliable measure of reasonably anticipated ben-
efit (allocation key). (i) Company P performs
accounts payable services (service B) on be-
half of the PXYZ Group and determines the
amount charged for the services under such
method pursuant to a shared services ar-
rangement based on an application of para-
graph (b)(7) of this section. Service B is a
specified covered service described in a rev-
enue procedure pursuant to paragraph
(b)(3)(i) of this section. The total services
costs for service B otherwise determined
under the services cost method is 500.
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(ii) Companies X, Y and Z reasonably
anticipate benefits from service B.
Company P does not reasonably antici-
pate benefits from service B. Assume
that if relative reasonably anticipated
benefits were precisely known, the ap-
propriate allocation of charges pursu-
ant to paragraph (k) of this section to
Companies X, Y and Z for service B is
as follows:

SERVICE B
[Total cost 500]
Company
X 125
Y 205
z 170

(iii) The total number of employees
(employee headcount) in each company
is as follows:

Company X—600.

Company Y—200.

Company Z—200.

(iv) The total number of transactions
(transaction volume) with uncontrolled
customers by each company is as fol-
lows:

Company X—2,000.

Company Y—4,000.

Company Z—3,500.

(v) If Company P allocated the 500
total services costs of service B based
on employee headcount, the resulting
allocation would be as follows:

SERVICE B

[Total cost 500]
Company

Allocation key
Headcount Amount

600 300
200 100
200 100

(vi) In contrast, if Company P used
volume of transactions with uncon-
trolled customers as the allocation
basis under the shared services ar-
rangement, the allocation would be as
follows:

SERVICE B
[Total cost 500]
Company
Allocation key -
Transaction
Volume Amount

X .. 2,000 105
Y . 4,000 211
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SERVICE B—Continued
[Total cost 500]
Company
Allocation key Transaction
Volume Amount
Z o 3,500 184

(vii) Based on these facts, Company P
may reasonably conclude that the
transaction volume, but not the em-
ployee headcount, allocation basis
most reliably reflects the participants’
respective shares of the reasonably an-
ticipated benefits attributable to serv-
ice B.

Example 20. Shared services arrangement and
aggregation. (i) Company P performs human
resource services (service A) and accounts
payable services (service B) on behalf of the
PXYZ Group that qualify for the services
cost method. Company P determines the
amount charged for these services under
such method pursuant to a shared services
arrangement based on an application of para-
graph (b)(7) of this section. Service A and
service B are specified covered services de-
scribed in a revenue procedure pursuant to
paragraph (b)(3)(i) of this section. The total
services costs otherwise determined under
the services cost method for service A is 300
and for service B is 500; total services costs
for services A and B are 800. Company P de-
termines that aggregation of services A and
B for purposes of the arrangement is appro-
priate.

(ii) Companies X, Y and Z reasonably an-
ticipate benefits from services A and B. Com-
pany P does not reasonably anticipate bene-
fits from services A and B. Assume that if
relative reasonably anticipated benefits were
precisely known, the appropriate allocation
of total charges pursuant to paragraph (k) of
this section to Companies X, Y and Z for
services A and B is as follows:

SERVICES A AND B

[Total cost 800]
Company
X 350
Y 100
z 350

(iii) The total volume of transactions with
uncontrolled customers in each company is
as follows:

Company X—2,000.

Company Y—4,000.

Company Z—4,000.

(iv) The total number of employees in each
company is as follows:

Company X—600.
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Company Y—200.

Company Z—200.

(v) If Company P allocated the 800 total
services costs of services A and B based on
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transaction volume or employee headcount,
the resulting allocation would be as follows:

AGGREGATED SERVICES AB
[Total cost 800]

Allocation key Allocation key
Company Transaction
volume Amount Headcount Amount
X 2,000 160 600 480
Y 4,000 320 200 160
z 4,000 320 200 160

(vi) In contrast, if aggregated services AB
were allocated by reference to the total U.S.
dollar value of sales to uncontrolled parties
(trade sales) by each company, the following
results would obtain:

AGGREGATED SERVICES AB
[Total costs 800]

Allocation key
Company Trade sales
(millions) Amount
X . $400 314
Y 120 94
zZ .. 500 392

(vii) Based on these facts, Company P may
reasonably conclude that the trade sales, but
not the transaction volume or the employee
headcount, allocation basis most reliably re-
flects the participants’ respective shares of
the reasonably anticipated benefits attrib-
utable to services AB.

Example 21. Shared services arrangement and
aggregation. (i) Company P performs services
A through P on behalf of the PXYZ Group
that qualify for the services cost method.

Company P determines the amount charged
for these services under such method pursu-
ant to a shared services arrangement based
on an application of paragraph (b)(7) of this
section. All of these services A through P
constitute either specified covered services
or low margin covered services described in
paragraph (b)(3) of this section. The total
services costs for services A through P other-
wise determined under the services cost
method is 500. Company P determines that
aggregation of services A through P for pur-
poses of the arrangement is appropriate.

(ii) Companies X and Y reasonably antici-
pate benefits from services A through P and
Company Z reasonably anticipates benefits
from services A through M but not from
services N through P (Company Z performs
services similar to services N through P on
its own behalf). Company P does not reason-
ably anticipate benefits from services A
through P. Assume that if relative reason-
ably anticipated benefits were precisely
known, the appropriate allocation of total
charges pursuant to paragraph (k) of this
section to Company X, Y, and Z for services
A through P is as follows:

Services A-M Services N-P Services AP
Company (cost 490) (cost 10) (total cost 500)
90 5 95
240 5 245
160 160
(iii) The total volume of transactions with AGGREGATED SERVICES A-Z
uncontrolled customers in each company is [Total costs 500]
as follows:
Company X—2,000. Allocation key
Company Y—4,500. Company Transaction
Company Z—3,500. volume Amount
(iv) Company P allocates the 500 total serv-
ices costs of services A through P based on 2,000 100
: K 4,500 225
transaction volume as follows: 2500 175

(v) Based on these facts, Company P may
reasonably conclude that the transaction
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volume allocation basis most reliably re-
flects the participants’ respective shares of
the reasonably anticipated benefits attrib-
utable to services A through P.

Example 22. Renderer reasonably anticipates
benefits. (i) Company P renders services on
behalf of the PXYZ Group that qualify for
the services cost method. Company P deter-
mines the amount charged for these services
under such method. Company P’s share of
reasonably anticipated benefits from serv-
ices A, B, C, and D is 20% of the total reason-
ably anticipated benefits of all participants.
Company P’s total services cost for services
A, B, C, and D charged within the group is
100.

(ii) Based on an application of paragraph
(b)(7) of this section, Company P charges 80
which is allocated among Companies X, Y,
and Z. No charge is made to Company P
under the shared services arrangement for
activities that it performs on its own behalf.

Example 23. Coordination with cost sharing
arrangement. (i) Company P performs human
resource services (service A) on behalf of the
PXYZ Group that qualify for the services
cost method. Company P determines the
amount charged for these services under
such method pursuant to a shared services
arrangement based on an application of para-
graph (b)(7) of this section. Service A con-
stitutes a specified covered service described
in a revenue procedure pursuant to para-
graph (b)(3)(1) of this section. The total serv-
ices costs for service A otherwise determined
under the services cost method is 300.

(ii) Company X, Y, Z, and P reasonably an-
ticipate benefits from service A. Using a
basis of allocation that is consistent with
the controlled participants’ respective
shares of the reasonably anticipated benefits
from the shared services, the total charge of
300 is allocated as follows:

X—100.

Y—50.

Z—25.

P—125.

(iii) In addition to performing services, P
undertakes 500 of R&D and incurs manufac-
turing and other costs of 1,000.

(iv) Companies P and X enter into a cost
sharing arrangement in accordance with
§1.482-7T. Under the arrangement, Company
P will undertake all intangible property de-
velopment activities. All of Company P’s re-
search and development (R&D) activity is de-
voted to the intangible property develop-
ment activity under the cost sharing ar-
rangement. Company P will manufacture,
market, and otherwise exploit the product in
its defined territory. Companies P and X will
share intangible property development costs
in accordance with their reasonably antici-
pated benefits from the intangible property,
and Company X will make payments to Com-
pany P as required under §1.482-7T. Company
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X will manufacture, market, and otherwise
exploit the product in the rest of the world.

(v) A portion of the charge under the
shared services arrangement is in turn allo-
cable to the intangible property development
activity undertaken by Company P. The
most reliable estimate of the proportion al-
locable to the intangible property develop-
ment activity is determined to be 500 (Com-
pany P’s R&D expenses) divided by 1,500
(Company P’s total non-covered services
costs), or one-third. Accordingly, one-third
of Company P’s charge of 125, or 42, is allo-
cated to the intangible property develop-
ment activity. Companies P and X must
share the intangible property development
costs of the cost shared intangible property
(including the charge of 42 that is allocated
under the shared services arrangement) in
proportion to their respective shares of rea-
sonably anticipated benefits under the cost
sharing arrangement. That is, the reason-
ably anticipated benefit shares under the
cost sharing arrangement are determined
separately from reasonably anticipated ben-
efit shares under the shared services ar-
rangement.

Example 24. Coordination with cost sharing
arrangement. (i) The facts and analysis are
the same as in Example 25, except that Com-
pany X also performs intangible property de-
velopment activities related to the cost
sharing arrangement. Using a basis of alloca-
tion that is consistent with the controlled
participants’ respective shares of the reason-
ably anticipated benefits from the shared
services, the 300 of service costs is allocated
as follows:

X—100.

Y—50.

Z—25.

P—125.

(ii) In addition to performing services,
Company P undertakes 500 of R&D and in-
curs manufacturing and other costs of 1,000.
Company X undertakes 400 of R&D and in-
curs manufacturing and other costs of 600.

(iii) Companies P and X enter into a cost
sharing arrangement in accordance with
§1.482-7T. Under the arrangement, both Com-
panies P and X will undertake intangible
property development activities. All of the
research and development activity con-
ducted by Companies P and X is devoted to
the intangible property development activ-
ity under the cost sharing arrangement.
Both Companies P and X will manufacture,
market, and otherwise exploit the product in
their respective territories and will share in-
tangible property development costs in ac-
cordance with their reasonably anticipated
benefits from the intangible property, and
both will make payments as required under
§1.482-7T.

(iv) A portion of the charge under the
shared services arrangement is in turn allo-
cable to the intangible property development
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activities undertaken by Companies P and X.
The most reliable estimate of the portion al-
locable to Company P’s intangible property
development activity is determined to be 500
(Company P’s R&D expenses) divided by 1,500
(P’s total non-covered services costs), or one-
third. Accordingly, one-third of Company P’s
allocated services cost method charge of 125,
or 42, is allocated to its intangible property
development activity.

(v) In addition, it is necessary to determine
the portion of the charge under the shared
services arrangement to Company X that
should be further allocated to Company X’s
intangible property development activities
under the cost sharing arrangement. The
most reliable estimate of the portion allo-
cable to Company X’s intangible property de-
velopment activity is 400 (Company X’s R&D
expenses) divided by 1,000 (Company X’s
costs), or 40%. Accordingly, 40% of the 100
that was allocated to Company X, or 40, is
allocated in turn to Company X’s intangible
property development activities. Company X
makes a payment to Company P of 100 under
the shared services arrangement and in-
cludes 40 of services cost method charges in
the pool of intangible property development
costs.

(vi) The parties’ respective contributions
to intangible property development costs
under the cost sharing arrangement are as
follows:

P: 500 + (0.333 * 125) = 542
X: 400 + (0.40 * 100) = 440

(c) Comparable wuncontrolled services
price method—(1) In general. The com-
parable uncontrolled services price
method evaluates whether the amount
charged in a controlled services trans-
action is arm’s length by reference to
the amount charged in a comparable
uncontrolled services transaction.

(2) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from application of this meth-
od are the most reliable measure of the
arm’s length result must be determined
using the factors described under the
best method rule in §1.482-1(c). The ap-
plication of these factors under the
comparable uncontrolled services price
method is discussed in paragraphs
(c)(2)(ii) and (iii) of this section.

(ii) Comparability—(A) In general. The
degree of comparability between con-
trolled and uncontrolled transactions
is determined by applying the provi-
sions of §1.482-1(d). Although all of the
factors described in §1.482-1(d)(3) must
be considered, similarity of the serv-
ices rendered, and of the intangible
property (if any) used in performing
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the services, generally will have the
greatest effects on comparability under
this method. In addition, because even
minor differences in contractual terms
or economic conditions could materi-
ally affect the amount charged in an
uncontrolled transaction, com-
parability under this method depends
on close similarity with respect to
these factors, or adjustments to ac-
count for any differences. The results
derived from applying the comparable
uncontrolled services price method
generally will be the most direct and
reliable measure of an arm’s length
price for the controlled transaction if
an uncontrolled transaction has no dif-
ferences from the controlled trans-
action that would affect the price, or if
there are only minor differences that
have a definite and reasonably ascer-
tainable effect on price and for which
appropriate adjustments are made. If
such adjustments cannot be made, or if
there are more than minor differences
between the controlled and uncon-
trolled transactions, the comparable
uncontrolled services price method
may be used, but the reliability of the
results as a measure of the arm’s
length price will be reduced. Further, if
there are material differences for
which reliable adjustments cannot be
made, this method ordinarily will not
provide a reliable measure of an arm’s
length result.

(B) Adjustments for differences between
controlled and uncontrolled transactions.
If there are differences between the
controlled and wuncontrolled trans-
actions that would affect price, adjust-
ments should be made to the price of
the uncontrolled transaction according
to the comparability provisions of
§1.482-1(d)(2). Specific examples of fac-
tors that may be particularly relevant
to application of this method include—

(1) Quality of the services rendered;

(2) Contractual terms (for example,
scope and terms of warranties or guar-
antees regarding the services, volume,
credit and payment terms, allocation
of risks, including any contingent-pay-
ment terms and whether costs were in-
curred without a provision for current
reimbursement);

(3) Intangible property (if any) used
in rendering the services;
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(4) Geographic market in which the
services are rendered or received;

(5) Risks borne (for example, costs in-
curred to render the services, without
provision for current reimbursement);

(6) Duration or quantitative measure
of services rendered;

(7) Collateral transactions or ongoing
business relationships between the ren-
derer and the recipient, including ar-
rangement for the provision of tangible
property in connection with the serv-
ices; and

(8) Alternatives realistically avail-
able to the renderer and the recipient.

(iii) Data and assumptions. The reli-
ability of the results derived from the
comparable uncontrolled services price
method is affected by the completeness
and accuracy of the data used and the
reliability of the assumptions made to
apply the method. See §1.482-1(c) (best
method rule).

3) Arm’s length range. See §1.482—
1(e)(2) for the determination of an
arm’s length range.

(4) Examples. The principles of this
paragraph (c) are illustrated by the fol-
lowing examples:

Example 1. Internal comparable uncontrolled
services price. Company A, a United States
corporation, performs shipping, stevedoring,
and related services for controlled and un-
controlled parties on a short-term or as-
needed basis. Company A charges uncon-
trolled parties in Country X a uniform fee of
$60 per container to place loaded cargo con-
tainers in Country X on oceangoing vessels
for marine transportation. Company A also
performs identical services in Country X for
its wholly-owned subsidiary, Company B,
and there are no substantial differences be-
tween the controlled and uncontrolled trans-
actions. In evaluating the appropriate meas-
ure of the arm’s length price for the con-
tainer-loading services performed for Com-
pany B, because Company A renders substan-
tially identical services in Country X to both
controlled and uncontrolled parties, it is de-
termined that the comparable uncontrolled
services price constitutes the best method
for determining the arm’s length price for
the controlled services transaction. Based on
the reliable data provided by Company A
concerning the price charged for services in
comparable uncontrolled transactions, a
loading charge of $60 per cargo container will
be considered the most reliable measure of
the arm’s length price for the services ren-
dered to Company B. See paragraph
(¢)(2)(i1)(A) of this section.

Example 2. External comparable uncontrolled
services price. (i) The facts are the same as in
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Example 1, except that Company A performs
services for Company B, but not for uncon-
trolled parties. Based on information ob-
tained from unrelated parties (which is de-
termined to be reliable under the com-
parability standards set forth in paragraph
(c)(2) of this section), it is determined that
uncontrolled parties in Country X perform
services comparable to those rendered by
Company A to Company B, and that such
parties charge $60 per cargo container.

(ii) In evaluating the appropriate measure
of an arm’s length price for the loading serv-
ices that Company A renders to Company B,
the $60 per cargo container charge is consid-
ered evidence of a comparable uncontrolled
services price. See paragraph (c)(2)(ii)(A) of
this section.

Example 3. External comparable uncontrolled
services price. The facts are the same as in Ezx-
ample 2, except that uncontrolled parties in
Country X render similar loading and steve-
doring services, but only under contracts
that have a minimum term of one year. If
the difference in the duration of the services
has a material effect on prices, adjustments
to account for these differences must be
made to the results of the uncontrolled
transactions according to the provisions of
§1.482-1(d)(2), and such adjusted results may
be used as a measure of the arm’s length re-
sult.

Example 4. Use of valuable intangible prop-
erty. (i) Company A, a United States corpora-
tion in the biotechnology sector, renders re-
search and development services exclusively
to its affiliates. Company B is Company A’s
wholly-owned subsidiary in Country X. Com-
pany A renders research and development
services to Company B.

(ii) In performing its research and develop-
ment services function, Company A uses pro-
prietary software that it developed inter-
nally. Company A uses the software to evalu-
ate certain genetically engineered com-
pounds developed by Company B. Company A
owns the copyright on this software and does
not license it to uncontrolled parties.

(iii) No uncontrolled parties can be identi-
fied that perform services identical or with a
high degree of similarity to those performed
by Company A. Because there are material
differences for which reliable adjustments
cannot be made, the comparable uncon-
trolled services price method is unlikely to
provide a reliable measure of the arm’s
length price. See paragraph (c)(2)(ii)(A) of
this section.

Example 5. Internal comparable. (i) Company
A, a United States corporation, and its sub-
sidiaries render computer consulting serv-
ices relating to systems integration and net-
working to business clients in various coun-
tries. Company A and its subsidiaries render
only consulting services, and do not manu-
facture computer hardware or software nor
distribute such products. The controlled
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group is organized according to industry spe-
cialization, with key industry specialists
working for Company A. These personnel
typically form the core consulting group
that teams with consultants from the local-
country subsidiaries to serve clients in the
subsidiaries’ respective countries.

(ii) Company A and its subsidiaries some-
times undertake engagements directly for
clients, and sometimes work as subcontrac-
tors to unrelated parties on more extensive
supply-chain consulting engagements for cli-
ents. In undertaking the latter engagements
with third party consultants, Company A
typically prices its services based on con-
sulting hours worked multiplied by a rate
determined for each category of employee.
The company also charges, at no markup, for
out-of-pocket expenses such as travel, lodg-
ing, and data acquisition charges. The Com-
pany has established the following schedule
of hourly rates:

Category Rate

Project managers ..
Technical staff

$400 per hour.
$300 per hour.

(iii) Thus, for example, a project involving
100 hours of the time of project managers
and 400 hours of technical staff time would
result in the following project fees (without
regard to any out-of-pocket expenses): ([100
hrs. x $400/hr.] + [400 hrs. x $300/hr.]) = $40,000
+ $120,000 = $160,000.

(iv) Company B, a Country X subsidiary of
Company A, contracts to perform consulting
services for a Country X client in the bank-
ing industry. In undertaking this engage-
ment, Company B uses its own consultants
and also uses Company A project managers
and technical staff that specialize in the
banking industry for 75 hours and 380 hours,
respectively. In determining an arm’s length
charge, the price that Company A charges
for consulting services as a subcontractor in
comparable uncontrolled transactions will
be considered evidence of a comparable un-
controlled services price. Thus, in this case,
a payment of $144,000, (or [75 hrs. x $400/hr.]
+ [380 hrs. x $300/hr.] = $30,000 + $114,000) may
be used as a measure of the arm’s length
price for the work performed by Company A
project mangers and technical staff. In addi-
tion, if the comparable uncontrolled services
price method is used, then, consistent with
the practices employed by the comparables
with respect to similar types of expenses,
Company B must reimburse Company A for
appropriate out-of-pocket expenses. See para-
graph (¢)(2)(ii)(A) of this section.

Example 6. Adjustments for differences. (i)
The facts are the same as in Example 5, ex-
cept that the engagement is undertaken with
the client on a fixed fee basis. That is, prior
to undertaking the engagement Company B
and Company A estimate the resources re-
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quired to undertake the engagement, and,
based on hourly fee rates, charge the client
a single fee for completion of the project.
Company A’s portion of the engagement re-
sults in fees of $144,000.

(ii) The engagement, once undertaken, re-
quires 20% more hours by each of Companies
A and B than originally estimated. Neverthe-
less, the unrelated client pays the fixed fee
that was agreed upon at the start of the en-
gagement. Company B pays Company A
$144,000, in accordance with the fixed fee ar-
rangement.

(iii) Company A often enters into similar
fixed fee engagements with clients. In addi-
tion, Company A’s records for similar en-
gagements show that when it experiences
cost overruns, it does not collect additional
fees from the client for the difference be-
tween projected and actual hours. Accord-
ingly, in evaluating whether the fees paid by
Company B to Company A are arm’s length,
it is determined that no adjustments to the
intercompany service charge are warranted.
See §1.482-1(d)(3)(ii) and paragraph
(c)(2)(ii)(A) of this section.

(5) Indirect evidence of the price of a
comparable uncontrolled services trans-
action—(@) In general. The price of a
comparable uncontrolled services
transaction may be derived based on
indirect measures of the price charged
in comparable uncontrolled services
transactions, but only if—

(A) The data are widely and routinely
used in the ordinary course of business
in the particular industry or market
segment for purposes of determining
prices actually charged in comparable
uncontrolled services transactions;

(B) The data are used to set prices in
the controlled services transaction in
the same way they are used to set
prices in uncontrolled services trans-
actions of the controlled taxpayer, or
in the same way they are used by un-
controlled taxpayers to set prices in
uncontrolled services transactions; and

(C) The amount charged in the con-
trolled services transaction may be re-
liably adjusted to reflect differences in
quality of the services, contractual
terms, market conditions, risks borne
(including contingent-payment terms),
duration or quantitative measure of
services rendered, and other factors
that may affect the price to which un-
controlled taxpayers would agree.

(ii) Example. The following example
illustrates this paragraph (c)(5):
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Example. Indirect evidence of comparable un-
controlled services price. (i) Company A is a
United States insurance company. Company
A’s wholly-owned Country X subsidiary,
Company B, performs specialized risk anal-
ysis for Company A as well as for uncon-
trolled parties. In determining the price ac-
tually charged to uncontrolled entities for
performing such risk analysis, Company B
uses a proprietary, multi-factor computer
program, which relies on the gross value of
the policies in the customer’s portfolio, the
relative composition of those policies, their
location, and the estimated number of per-
sonnel hours necessary to complete the
project. Uncontrolled companies that per-
form comparable risk analysis in the same
industry or market-segment use similar pro-
prietary computer programs to price trans-
actions with uncontrolled customers (the
competitors’ programs may incorporate dif-
ferent inputs, or may assign different
weights or values to individual inputs, in ar-
riving at the price).

(ii) During the taxable year subject to
audit, Company B performed risk analysis
for uncontrolled parties as well as for Com-
pany A. Because prices charged to uncon-
trolled customers reflected the composition
of each customer’s portfolio together with
other factors, the prices charged in Company
B’s uncontrolled transactions do not provide
a reliable basis for determining the com-
parable uncontrolled services price for the
similar services rendered to Company A.
However, in evaluating an arm’s length price
for the studies performed by Company B for
Company A, Company B’s proprietary com-
puter program may be considered as indirect
evidence of the comparable uncontrolled
services price that would be charged to per-
form the services for Company A. The reli-
ability of the results obtained by application
of this internal computer program as a meas-
ure of an arm’s length price for the services
will be increased to the extent that Company
A used the internal computer program to
generate actual transaction prices for risk-
analysis studies performed for uncontrolled
parties during the same taxable year under
audit; Company A used data that are widely
and routinely used in the ordinary course of
business in the insurance industry to deter-
mine the price charged; and Company A reli-
ably adjusted the price charged in the con-
trolled services transaction to reflect dif-
ferences that may affect the price to which
uncontrolled taxpayers would agree.

(d) Gross services margin method—(1) In
general. The gross services margin
method evaluates whether the amount
charged in a controlled services trans-
action is arm’s length by reference to
the gross profit margin realized in
comparable uncontrolled transactions.
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This method ordinarily is used in cases
where a controlled taxpayer performs
services or functions in connection
with an uncontrolled transaction be-
tween a member of the controlled
group and an uncontrolled taxpayer.
This method may be used where a con-
trolled taxpayer renders services
(agent services) to another member of
the controlled group in connection
with a transaction between that other
member and an uncontrolled taxpayer.
This method also may be used in cases
where a controlled taxpayer contracts
to provide services to an uncontrolled
taxpayer (intermediary function) and
another member of the controlled
group actually performs a portion of
the services provided.

(2) Determination of arm’s length
price—(i) In general. The gross services
margin method evaluates whether the
price charged or amount retained by a
controlled taxpayer in the controlled
services transaction in connection with
the relevant uncontrolled transaction
is arm’s length by determining the ap-
propriate gross profit of the controlled
taxpayer.

(i1) Relevant uncontrolled transaction.
The relevant uncontrolled transaction
is a transaction between a member of
the controlled group and an uncon-
trolled taxpayer as to which the con-
trolled taxpayer performs agent serv-
ices or an intermediary function.

(iii) Applicable uncontrolled price. The
applicable uncontrolled price is the
price paid or received by the uncon-
trolled taxpayer in the relevant uncon-
trolled transaction.

(iv) Appropriate gross services profit.
The appropriate gross services profit is
computed by multiplying the applica-
ble uncontrolled price by the gross
services profit margin in comparable
uncontrolled transactions. The deter-
mination of the appropriate gross serv-
ices profit will take into account any
functions performed by other members
of the controlled group, as well as any
other relevant factors described in
§1.482-1(d)(3). The comparable gross
services profit margin may be deter-
mined by reference to the commission
in an uncontrolled transaction, where
that commission is stated as a percent-
age of the price charged in the uncon-
trolled transaction.
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(v) Arm’s length range. See §1.482—
1(e)(2) for determination of the arm’s
length range.

(3) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from application of this meth-
od are the most reliable measure of the
arm’s length result must be determined
using the factors described under the
best method rule in §1.482-1(c). The ap-
plication of these factors under the
gross services margin method is dis-
cussed in paragraphs (d)(3)(ii) and (iii)
of this section.

(ii) Comparability—(A) Functional com-
parability. The degree of comparability
between an uncontrolled transaction
and a controlled transaction is deter-
mined by applying the comparability
provisions of §1.482-1(d). A gross serv-
ices profit provides compensation for
services or functions that bear a rela-
tionship to the relevant uncontrolled
transaction, including an operating
profit in return for the investment of
capital and the assumption of risks by
the controlled taxpayer performing the
services or functions under review.
Therefore, although all of the factors
described in §1.482-1(d)(3) must be con-
sidered, comparability under this
method is particularly dependent on
similarity of services or functions per-
formed, risks borne, intangible prop-
erty (if any) used in providing the serv-
ices or functions, and contractual
terms, or adjustments to account for
the effects of any such differences. If
possible, the appropriate gross services
profit margin should be derived from
comparable uncontrolled transactions
by the controlled taxpayer under re-
view, because similar characteristics
are more likely found among different
transactions by the same controlled
taxpayer than among transactions by
other parties. In the absence of com-
parable uncontrolled transactions in-
volving the same controlled taxpayer,
an appropriate gross services profit
margin may be derived from trans-
actions of uncontrolled taxpayers in-
volving comparable services or func-
tions with respect to similarly related
transactions.

(B) Other comparability factors. Com-
parability under this method is not de-
pendent on close similarity of the rel-
evant uncontrolled transaction to the
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related transactions involved in the
uncontrolled comparables. However,
substantial differences in the nature of
the relevant uncontrolled transaction
and the relevant transactions involved
in the uncontrolled comparables, such
as differences in the type of property
transferred or service provided in the
relevant uncontrolled transaction, may
indicate significant differences in the
services or functions performed by the
controlled and uncontrolled taxpayers
with respect to their respective rel-
evant transactions. Thus, it ordinarily
would be expected that the services or
functions performed in the controlled
and uncontrolled transactions would be
with respect to relevant transactions
involving the transfer of property with-
in the same product categories or the
provision of services of the same gen-
eral type (for example, information-
technology systems design). Further-
more, significant differences in the in-
tangible property (if any) used by the
controlled taxpayer in the controlled
services transaction as distinct from
the uncontrolled comparables may also
affect the reliability of the compari-
son. Finally, the reliability of profit
measures based on gross services profit
may be adversely affected by factors
that have less effect on prices. For ex-
ample, gross services profit may be af-
fected by a variety of other factors, in-
cluding cost structures or efficiency
(for example, differences in the level of
experience of the employees per-
forming the service in the controlled
and uncontrolled transactions). Ac-
cordingly, if material differences in
these factors are identified based on
objective evidence, the reliability of
the analysis may be affected.

(C) Adjustments for differences between
controlled and uncontrolled transactions.
If there are material differences be-
tween the controlled and uncontrolled
transactions that would affect the
gross services profit margin, adjust-
ments should be made to the gross
services profit margin, according to the
comparability provisions of §1.482—
1(d)(2). For this purpose, consideration
of the total services costs associated
with functions performed and risks as-
sumed may be necessary because dif-
ferences in functions performed are
often reflected in these costs. If there
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are differences in functions performed,
however, the effect on gross services
profit of such differences is not nec-
essarily equal to the differences in the
amount of related costs. Specific exam-
ples of factors that may be particularly
relevant to this method include—

(I) Contractual terms (for example,
scope and terms of warranties or guar-
antees regarding the services or func-
tion, volume, credit and payment
terms, and allocation of risks, includ-
ing any contingent-payment terms);

(2) Intangible property (if any) used
in performing the services or function;

(3) Geographic market in which the
services or function are performed or in
which the relevant uncontrolled trans-
action takes place; and

(4) Risks borne, including, if applica-
ble, inventory-type risk.

(D) Buy-sell distributor. If a controlled
taxpayer that performs an agent serv-
ice or intermediary function is com-
parable to a distributor that takes title
to goods and resells them, the gross
profit margin earned by such dis-
tributor on uncontrolled sales, stated
as a percentage of the price for the
goods, may be used as the comparable
gross services profit margin.

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the gross services margin
method is affected by the completeness
and accuracy of the data used and the
reliability of the assumptions made to
apply this method. See §1.482-1(c) (best
method rule).

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled
comparables that materially affect the
gross services profit margin affects the
reliability of the results under this
method.

(4) Erxamples. The principles of this
paragraph (d) are illustrated by the fol-
lowing examples:

Example 1. Agent services. Company A and
Company B are members of a controlled
group. Company A is a foreign manufacturer
of industrial equipment. Company B is a U.S.
company that acts as a commission agent for
Company A by arranging for Company A to
make direct sales of the equipment it manu-
factures to unrelated purchasers in the U.S.
market. Company B does not take title to
the equipment but instead receives from

§1.482-9

Company A commissions that are deter-
mined as a specified percentage of the sales
price for the equipment that is charged by
Company A to the unrelated purchaser. Com-
pany B also arranges for direct sales of simi-
lar equipment by unrelated foreign manufac-
turers to unrelated purchasers in the U.S.
market. Company B charges these unrelated
foreign manufacturers a commission fee of
5% of the sales price charged by the unre-
lated foreign manufacturers to the unrelated
U.S. purchasers for the equipment. Informa-
tion regarding the comparable agent services
provided by Company B to unrelated foreign
manufacturers is sufficiently complete to
conclude that it is likely that all material
differences between the controlled and un-
controlled transactions have been identified
and adjustments for such differences have
been made. If the comparable gross services
profit margin is 5% of the price charged in
the relevant transactions involved in the un-
controlled comparables, then the appropriate
gross services profit that Company B may
earn and the arm’s length price that it may
charge Company A for its agent services is
equal to 5% of the applicable uncontrolled
price charged by Company A in sales of
equipment in the relevant uncontrolled
transactions.

Example 2. Agent services. The facts are the
same as in Example 1, except that Company B
does not act as a commission agent for unre-
lated parties and it is not possible to obtain
reliable information concerning commission
rates charged by uncontrolled commission
agents that engage in comparable trans-
actions with respect to relevant sales of
property. It is possible, however, to obtain
reliable information regarding the gross
profit margins earned by unrelated parties
that briefly take title to and then resell
similar property in uncontrolled trans-
actions, in which they purchase the property
from foreign manufacturers and resell the
property to purchasers in the U.S. market.
Analysis of the facts and circumstances indi-
cates that, aside from certain minor dif-
ferences for which adjustments can be made,
the uncontrolled parties that resell property
perform similar functions and assume simi-
lar risks as Company B performs and as-
sumes when it acts as a commission agent
for Company A’s sales of property. Under
these circumstances, the gross profit margin
earned by the unrelated distributors on the
purchase and resale of property may be used,
subject to any adjustments for any material
differences between the controlled and un-
controlled transactions, as a comparable
gross services profit margin. The appropriate
gross services profit that Company B may
earn and the arm’s length price that it may
charge Company A for its agent services is
therefore equal to this comparable gross
services margin, multiplied by the applicable
uncontrolled price charged by Company A in
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its sales of equipment in the relevant uncon-
trolled transactions.

Example 3. Agent services. (i) Company A
and Company B are members of a controlled
group. Company A is a U.S. corporation that
renders computer consulting services, in-
cluding systems integration and networking,
to business clients.

(ii) In undertaking engagements with cli-
ents, Company A in some cases pays a com-
mission of 3% of its total fees to unrelated
parties that assist Company A in obtaining
consulting engagements. Typically, such fees
are paid to non-computer consulting firms
that provide strategic management services
for their clients. When Company A obtains a
consulting engagement with a client of a
non-computer consulting firm, Company A
does not subcontract with the other con-
sulting firm, nor does the other consulting
firm play any role in Company A’s con-
sulting engagement.

(iii) Company B, a Country X subsidiary of
Company A, assists Company A in obtaining
an engagement to perform computer con-
sulting services for a Company B banking in-
dustry client in Country X. Although Com-
pany B has an established relationship with
its Country X client and was instrumental in
arranging for Company A’s engagement with
the client, Company A’s particular expertise
was the primary consideration in motivating
the client to engage Company A. Based on
the relative contributions of Companies A
and B in obtaining and undertaking the en-
gagement, Company B’s role was primarily
to facilitate the consulting engagement be-
tween Company A and the Country X client.
Information regarding the commissions paid
by Company A to unrelated parties for pro-
viding similar services to facilitate Company
A’s consulting engagements is sufficiently
complete to conclude that it is likely that
all material differences between these un-
controlled transactions and the controlled
transaction between Company B and Com-
pany A have been identified and that appro-
priate adjustments have been made for any
such differences. If the comparable gross
services margin earned by unrelated parties
in providing such agent services is 3% of
total fees charged in the relevant trans-
actions involved in the uncontrolled
comparables, then the appropriate gross
services profit that Company B may earn
and the arm’s length price that it may
charge Company A for its agent services is
equal to this comparable gross services mar-
gin (83%), multiplied by the applicable uncon-
trolled price charged by Company A in its
relevant uncontrolled consulting engage-
ment with Company B’s client.

Example 4. Intermediary function. (i) The
facts are the same as in Example 3, except
that Company B contracts directly with its
Country X client to provide computer con-
sulting services and Company A performs the
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consulting services on behalf of Company B.
Company A does not enter into a consulting
engagement with Company B’s Country X
client. Instead, Company B charges its Coun-
try X client an uncontrolled price for the
consulting services, and Company B pays a
portion of the uncontrolled price to Com-
pany A for performing the consulting serv-
ices on behalf of Company B.

(ii) Analysis of the relative contributions
of Companies A and B in obtaining and un-
dertaking the consulting contract indicates
that Company B functioned primarily as an
intermediary contracting party, and the
gross services margin method is the most re-
liable method for determining the amount
that Company B may retain as compensation
for its intermediary function with respect to
Company A’s consulting services. In this
case, therefore, because Company B entered
into the relevant uncontrolled transaction to
provide services, Company B receives the ap-
plicable uncontrolled price that is paid by
the Country X client for the consulting serv-
ices. Company A technically performs serv-
ices for Company B when it performs, on be-
half of Company B, the consulting services
Company B contracted to provide to the
Country X client. The arm’s length amount
that Company A may charge Company B for
performing the consulting services on Com-
pany B’s behalf is equal to the applicable un-
controlled price received by Company B in
the relevant uncontrolled transaction, less
Company B’s appropriate gross services prof-
it, which is the amount that Company B may
retain as compensation for performing the
intermediary function.

(iii) Reliable data concerning the commis-
sions that Company A paid to uncontrolled
parties for assisting it in obtaining engage-
ments to provide consulting services similar
to those it has provided on behalf of Com-
pany B provide useful information in apply-
ing the gross services margin method. How-
ever, consideration should be given to wheth-
er the third party commission data may need
to be adjusted to account for any additional
risk that Company B may have assumed as a
result of its function as an intermediary con-
tracting party, compared with the risk it
would have assumed if it had provided agent
services to assist Company A in entering
into an engagement to provide its consulting
service directly. In this case, the informa-
tion regarding the commissions paid by
Company A to unrelated parties for pro-
viding agent services to facilitate its per-
formance of consulting services for unrelated
parties is sufficiently complete to conclude
that all material differences between these
uncontrolled transactions and the controlled
performance of an intermediary function, in-
cluding possible differences in the amount of
risk assumed in connection with performing
that function, have been identified and that
appropriate adjustments have been made. If
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the comparable gross services margin earned
by unrelated parties in providing such agent
services is 3% of total fees charged in Com-
pany B’s relevant uncontrolled transactions,
then the appropriate gross services profit
that Company B may retain as compensation
for performing an intermediary function
(and the amount, therefore, that is deducted
from the applicable uncontrolled price to ar-
rive at the arm’s length price that Company
A may charge Company B for performing
consulting services on Company B’s behalf)
is equal to this comparable gross services
margin (3%), multiplied by the applicable
uncontrolled price charged by Company B in
its contract to provide services to the uncon-
trolled party.

Example 5. External comparable. (i) The facts
are the same as in Example 4, except that nei-
ther Company A nor Company B engages in
transactions with third parties that facili-
tate similar consulting engagements.

(ii) Analysis of the relative contributions
of Companies A and B in obtaining and un-
dertaking the contract indicates that Com-
pany B’s role was primarily to facilitate the
consulting arrangement between Company A
and the Country X client. Although no reli-
able internal data are available regarding
comparable transactions with uncontrolled
entities, reliable data exist regarding com-
mission rates for similar facilitating services
between uncontrolled parties. These data in-
dicate that a 3% commission (3% of total en-
gagement fee) is charged in such trans-
actions. Information regarding the uncon-
trolled comparables is sufficiently complete
to conclude that it is likely that all material
differences between the controlled and un-
controlled transactions have been identified
and adjusted for. If the appropriate gross
services profit margin is 3% of total fees,
then an arm’s length result of the controlled
services transaction is for Company B to re-
tain an amount equal to 3% of total fees paid
to it.

(e) Cost of services plus method—(1) In
general. The cost of services plus meth-
od evaluates whether the amount
charged in a controlled services trans-
action is arm’s length by reference to
the gross services profit markup real-
ized in comparable uncontrolled trans-
actions. The cost of services plus meth-
od is ordinarily used in cases where the
controlled service renderer provides
the same or similar services to both
controlled and uncontrolled parties.
This method is ordinarily not used in
cases where the controlled services
transaction involves a contingent-pay-
ment arrangement, as described in
paragraph (i)(2) of this section.
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(2) Determination of arm’s length
price—(i) In general. The cost of serv-
ices plus method measures an arm’s
length price by adding the appropriate
gross services profit to the controlled
taxpayer’s comparable transactional
costs.

(i1) Appropriate gross services profit.
The appropriate gross services profit is
computed by multiplying the con-
trolled taxpayer’s comparable trans-
actional costs by the gross services
profit markup, expressed as a percent-
age of the comparable transactional
costs earned in comparable uncon-
trolled transactions.

(iii) Comparable transactional costs.
Comparable transactional costs consist
of the costs of providing the services
under review that are taken into ac-
count as the basis for determining the
gross services profit markup in com-
parable uncontrolled transactions. De-
pending on the facts and cir-
cumstances, such costs typically in-
clude all compensation attributable to
employees directly involved in the per-
formance of such services, materials
and supplies consumed or made avail-
able in rendering such services, and
may include as well other costs of ren-
dering the services. Comparable trans-
actional costs must be determined on a
basis that will facilitate comparison
with the comparable uncontrolled
transactions. For that reason, com-
parable transactional costs may not
necessarily equal total services costs,
as defined in paragraph (j) of this sec-
tion, and in appropriate cases may be a
subset of total services costs. Gen-
erally accepted accounting principles
or Federal income tax accounting rules
(where Federal income tax data for
comparable transactions or business
activities are available) may provide
useful guidance but will not conclu-
sively establish the appropriate com-
parable transactional costs for pur-
poses of this method.

(iv) Arm’s length range. See §1.482—
1(e)(2) for determination of an arm’s
length range.

(3) Comparability and reliability consid-
erations—(i) In general. Whether results
derived from the application of this
method are the most reliable measure
of the arm’s length result must be de-
termined using the factors described
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under the best method rule in §1.482—
1(c).

(ii) Comparability—(A) Functional com-
parability. The degree of comparability
between controlled and uncontrolled
transactions is determined by applying
the comparability provisions of §1.482—
1(d). A service renderer’s gross services
profit provides compensation for per-
forming services related to the con-
trolled services transaction under re-
view, including an operating profit for
the service renderer’s investment of
capital and assumptions of risks.
Therefore, although all of the factors
described in §1.482-1(d)(3) must be con-
sidered, comparability under this
method is particularly dependent on
similarity of services or functions per-
formed, risks borne, intangible prop-
erty (if any) used in providing the serv-
ices or functions, and contractual
terms, or adjustments to account for
the effects of any such differences. If
possible, the appropriate gross services
profit markup should be derived from
comparable uncontrolled transactions
of the same taxpayer participating in
the controlled services transaction be-
cause similar characteristics are more
likely to be found among services pro-
vided by the same service provider
than among services provided by other
service providers. In the absence of
such services transactions, an appro-
priate gross services profit markup
may be derived from comparable un-
controlled services transactions of
other service providers. If the appro-
priate gross services profit markup is
derived from comparable uncontrolled
services transactions of other service
providers, in evaluating comparability
the controlled taxpayer must consider
the results under this method ex-
pressed as a markup on total services
costs of the controlled taxpayer, be-
cause differences in functions per-
formed may be reflected in differences
in service costs other than those in-
cluded in comparable transactional
costs.

(B) Other comparability factors. Com-
parability under this method is less de-
pendent on close similarity between
the services provided than under the
comparable uncontrolled services price
method. Substantial differences in the
services may, however, indicate signifi-
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cant functional differences between the
controlled and uncontrolled taxpayers.
Thus, it ordinarily would be expected
that the controlled and uncontrolled
transactions would involve services of
the same general type (for example, in-
formation-technology systems design).
Furthermore, if a significant amount
of the controlled taxpayer’s com-
parable transactional costs consists of
service costs incurred in a tax account-
ing period other than the tax account-
ing period under review, the reliability
of the analysis would be reduced. In ad-
dition, significant differences in the
value of the services rendered, due for
example to the use of valuable intan-
gible property, may also affect the reli-
ability of the comparison. Finally, the
reliability of profit measures based on
gross services profit may be adversely
affected by factors that have less effect
on prices. For example, gross services
profit may be affected by a variety of
other factors, including cost structures
or efficiency-related factors (for exam-
ple, differences in the level of experi-
ence of the employees performing the
service in the controlled and uncon-
trolled transactions). Accordingly, if
material differences in these factors
are identified based on objective evi-
dence, the reliability of the analysis
may be affected.

(C) Adjustments for differences between
the controlled and uncontrolled trans-
actions. If there are material dif-
ferences between the controlled and
uncontrolled transactions that would
affect the gross services profit markup,
adjustments should be made to the
gross services profit markup earned in
the comparable uncontrolled trans-
action according to the provisions of
§1.482-1(d)(2). For this purpose, consid-
eration of the comparable trans-
actional costs associated with the func-
tions performed and risks assumed may
be necessary, because differences in the
functions performed are often reflected
in these costs. If there are differences
in functions performed, however, the
effect on gross services profit of such
differences is not necessarily equal to
the differences in the amount of re-
lated comparable transactional costs.
Specific examples of the factors that
may be particularly relevant to this
method include—
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(I) The complexity of the services;

(2) The duration or quantitative
measure of services;

(3) Contractual terms (for example,
scope and terms of warranties or guar-
antees provided, volume, credit and
payment terms, allocation of risks, in-
cluding any contingent-payment
terms);

(4) Economic circumstances; and

() Risks borne.

(iii) Data and assumptions—(A) In gen-
eral. The reliability of the results de-
rived from the cost of services plus
method is affected by the completeness
and accuracy of the data used and the
reliability of the assumptions made to
apply this method. See §1.482-1(c) (Best
method rule).

(B) Consistency in accounting. The de-
gree of consistency in accounting prac-
tices between the controlled trans-
action and the uncontrolled
comparables that materially affect the
gross services profit markup affects the
reliability of the results under this
method. Thus, for example, if dif-
ferences in cost accounting practices
would materially affect the gross serv-
ices profit markup, the ability to make
reliable adjustments for such dif-
ferences would affect the reliability of
the results obtained under this method.
Further, reliability under this method
depends on the extent to which the
controlled and uncontrolled trans-
actions reflect consistent reporting of
comparable transactional costs. For
purposes of this paragraph (e)(3)(iii)(B),
the term comparable transactional costs
includes the cost of acquiring tangible
property that is transferred (or used)
with the services, to the extent that
the arm’s length price of the tangible
property is not separately evaluated as
a controlled transaction under another
provision.

(4) Eramples. The principles of this
paragraph (e) are illustrated by the fol-
lowing examples:

Example 1. Internal comparable. (i) Company
A designs and assembles information-tech-
nology networks and systems. When Com-
pany A renders services for uncontrolled par-
ties, it receives compensation based on time
and materials as well as certain other re-
lated costs mnecessary to complete the
project. This fee includes the cost of hard-
ware and software purchased from uncon-
trolled vendors and incorporated in the final
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network or system, plus a reasonable alloca-
tion of certain specified overhead costs in-
curred by Company A in providing these
services. Reliable accounting records main-
tained by Company A indicate that Company
A earned a gross services profit markup of
10% on its time, materials and specified
overhead in providing design services during
the year under examination on information
technology projects for uncontrolled enti-
ties.

(ii) Company A designed an information-
technology network for its Country X sub-
sidiary, Company B. The services rendered to
Company B are similar in scope and com-
plexity to services that Company A rendered
to uncontrolled parties during the year
under examination. Using Company A’s ac-
counting records (which are determined to be
reliable under paragraph (e)(3) of this sec-
tion), it is possible to identify the com-
parable transactional costs involved in the
controlled services transaction with vref-
erence to the costs incurred by Company A
in rendering similar design services to un-
controlled parties. Company A’s records indi-
cate that it does not incur any additional
types of costs in rendering similar services
to uncontrolled customers. The data avail-
able are sufficiently complete to conclude
that it is likely that all material differences
between the controlled and uncontrolled
transactions have been identified and ad-
justed for. Based on the gross services profit
markup data derived from Company A’s un-
controlled transactions involving similar de-
sign services, an arm’s length result for the
controlled services transaction is equal to
the price that will allow Company A to earn
a 10% gross services profit markup on its
comparable transactional costs.

Example 2. Inability to adjust for differences
in comparable transactional costs. The facts
are the same as in Example 1, except that
Company A’s staff that rendered the services
to Company B consisted primarily of engi-
neers in training status or on temporary ro-
tation from other Company A subsidiaries.
In addition, the Company B network incor-
porated innovative features, including spe-
cially designed software suited to Company
B’s requirements. The use of less-experienced
personnel and staff on temporary rotation,
together with the special features of the
Company B network, significantly increased
the time and costs associated with the
project as compared to time and costs associ-
ated with similar projects completed for un-
controlled customers. These factors con-
stitute material differences between the con-
trolled and the uncontrolled transactions
that affect the determination of Company
A’s comparable transactional costs associ-
ated with the controlled services trans-
action, as well as the gross services profit
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markup. Moreover, it is not possible to per-
form reliable adjustments for these dif-
ferences on the basis of the available ac-
counting data. Under these circumstances,
the reliability of the cost of services plus
method as a measure of an arm’s length
price is substantially reduced.

Example 3. Operating loss by reference to total
services costs. The facts and analysis are the
same as in Erample 1, except that an unre-
lated Company C, instead of Company A,
renders similar services to uncontrolled par-
ties and publicly available information indi-
cates that Company C earned a gross serv-
ices profit markup of 10% on its time, mate-
rials and certain specified overhead in pro-
viding those services. As in Example 1, Com-
pany A still provides services for its Country
X subsidiary, Company B. In accordance
with the requirements in paragraph (e)(3)(ii)
of this section, the taxpayer performs addi-
tional analysis and restates the results of
Company A’s controlled services transaction
with its Country X subsidiary, Company B,
in the form of a markup on Company A’s
total services costs. This analysis by ref-
erence to total services costs shows that
Company A generated an operating loss on
the controlled services transaction, which
indicates that functional differences likely
exist between the controlled services trans-
action performed by Company A and uncon-
trolled services transactions performed by
Company C, and that these differences may
not be reflected in the comparable trans-
actional costs. Upon further scrutiny, the
presence of such functional differences be-
tween the controlled and uncontrolled trans-
actions may indicate that the cost of serv-
ices plus method does not provide the most
reliable measure of an arm’s length result
under the facts and circumstances.

Example 4. Internal comparable. (i) Company
A, a U.S. corporation, and its subsidiaries
perform computer consulting services relat-
ing to systems integration and networking
for business clients in various countries.
Company A and its subsidiaries render only
consulting services and do not manufacture
or distribute computer hardware or software
to clients. The controlled group is organized
according to industry specialization, with
key industry specialists working for Com-
pany A. These personnel typically form the
core consulting group that teams with con-
sultants from the local-country subsidiaries
to serve clients in the subsidiaries’ respec-
tive countries.

(ii) On some occasions, Company A and its
subsidiaries undertake engagements directly
for clients. On other occasions, they work as
subcontractors for uncontrolled parties on
more extensive consulting engagements for
clients. In undertaking the latter engage-
ments with third-party consultants, Com-
pany A typically prices its services at four
times the compensation costs of its consult-
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ants, defined as the consultants’ base salary
plus estimated fringe benefits, as defined in
this table:

Category Rate

Project managers ...
Technical staff

$100 per hour.
$75 per hour.

(iii) In wuncontrolled transactions, Com-
pany A also charges the customer, at no
markup, for out-of-pocket expenses such as
travel, lodging, and data acquisition charges.
Thus, for example, a project involving 100
hours of time from project managers, and 400
hours of technical staff time would result in
total compensation costs to Company A of
(100 hrs. x $100/hr.) + (400 hrs. x $75/hr.) =
$10,000 + $30,000 = $40,000. Applying the mark-
up of 300%, the total fee charged would thus
be (4 x $40,000), or $160,000, plus out-of-pocket
expenses.

(iv) Company B, a Country X subsidiary of
Company A, contracts to render consulting
services to a Country X client in the banking
industry. In undertaking this engagement,
Company B uses its own consultants and also
uses the services of Company A project man-
agers and technical staff that specialize in
the banking industry for 75 hours and 380
hours, respectively. The data available are
sufficiently complete to conclude that it is
likely that all material differences between
the controlled and uncontrolled transactions
have been identified and adjusted for. Based
on reliable data concerning the compensa-
tion costs to Company A, an arm’s length re-
sult for the controlled services transaction is
equal to $144,000. This is calculated as fol-
lows: [4 x (75 hrs. x $100/hr.)] + [4 x (380 hrs.
x $75/hr.)] = $30,000 + $114,000 = $144,000, re-
flecting a 300% markup on the total com-
pensation costs for Company A project man-
agers and technical staff. In addition, con-
sistent with Company A’s pricing of uncon-
trolled transactions, Company B must reim-
burse Company A for appropriate out-of-
pocket expenses incurred in performing the
services.

(f) Comparable profits method—(1) In
general. The comparable profits method
evaluates whether the amount charged
in a controlled transaction is arm’s
length, based on objective measures of
profitability (profit level indicators)
derived from uncontrolled taxpayers
that engage in similar business activi-
ties under similar circumstances. The
rules in §1.482-5 relating to the com-
parable profits method apply to con-
trolled services transactions, except as
modified in this paragraph (f).

(2) Determination of arm’s length re-
sult—(i) Tested party. This paragraph (f)
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applies where the relevant business ac-
tivity of the tested party as deter-
mined under §1.482-5(b)(2) is the ren-
dering of services in a controlled serv-
ices transaction. Where the tested
party determined under §1.482-5(b)(2) is
instead the recipient of the controlled
services, the rules under this paragraph
(f) are not applicable to determine the
arm’s length result.

(ii) Profit level indicators. In addition
to the profit level indicators provided
in §1.482-5(b)(4), a profit level indicator
that may provide a reliable basis for
comparing operating profits of the
tested party involved in a controlled
services transaction and uncontrolled
comparables is the ratio of operating
profit to total services costs (as defined
in paragraph (j) of this section).

(iii) Comparability and reliability con-
siderations—Data and assumptions—Con-
sistency in accounting. Consistency in
accounting practices between the rel-
evant business activity of the tested
party and the uncontrolled service pro-
viders is particularly important in de-
termining the reliability of the results
under this method, but less than in ap-
plying the cost of services plus method.
Adjustments may be appropriate if ma-
terially different treatment is applied
to particular cost items related to the
relevant business activity of the tested
party and the uncontrolled service pro-
viders. For example, adjustments may
be appropriate where the tested party
and the uncontrolled comparables use
inconsistent approaches to classify
similar expenses as ‘‘cost of goods
sold” and ‘‘selling, general, and admin-
istrative expenses.” Although distin-
guishing between these two categories
may be difficult, the distinction is less
important to the extent that the ratio
of operating profit to total services
costs is used as the appropriate profit
level indicator. Determining whether
adjustments are necessary under these
or similar circumstances requires thor-
ough analysis of the functions per-
formed and consideration of the cost
accounting practices of the tested
party and the uncontrolled
comparables. Other adjustments as
provided in §1.482-5(c)(2)(iv) may also
be necessary to increase the reliability
of the results under this method.
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(3) Examples. The principles of this
paragraph (f) are illustrated by the fol-
lowing examples:

Example 1. Ratio of operating profit to total
services costs as the appropriate profit level in-
dicator. (i) A Country T parent firm, Com-
pany A, and its Country Y subsidiary, Com-
pany B, both engage in manufacturing as
their principal business activity. Company A
also performs certain advertising services for
itself and its affiliates. In year 1, Company A
renders advertising services to Company B.

(ii) Based on the facts and circumstances,
it is determined that the comparable profits
method will provide the most reliable meas-
ure of an arm’s length result. Company A is
selected as the tested party. No data are
available for comparable independent manu-
facturing firms that render advertising serv-
ices to third parties. Financial data are
available, however, for ten independent firms
that render similar advertising services as
their principal business activity in Country
X. The ten firms are determined to be com-
parable under §1.482-5(c). Neither Company A
nor the comparable companies use valuable
intangible property in rendering the serv-
ices.

(iii) Based on the available financial data
of the comparable companies, it cannot be
determined whether these comparable com-
panies report costs for financial accounting
purposes in the same manner as the tested
party. The publicly available financial data
of the comparable companies segregate total
services costs into cost of goods sold and
sales, general and administrative costs, with
no further segmentation of costs provided.
Due to the limited information available re-
garding the cost accounting practices used
by the comparable companies, the ratio of
operating profits to total services costs is de-
termined to be the most appropriate profit
level indicator. This ratio includes total
services costs to minimize the effect of any
inconsistency in accounting practices be-
tween Company A and the comparable com-
panies.

Example 2. Application of the operating profit
to total services costs profit level indicator. (i)
Company A is a foreign subsidiary of Com-
pany B, a U.S. corporation. Company B is
under examination for its year 1 taxable
year. Company B renders management con-
sulting services to Company A. Company B’s
consulting function includes analyzing Com-
pany A’s operations, benchmarking Company
A’s financial performance against companies
in the same industry, and to the extent nec-
essary, developing a strategy to improve
Company A’s operational performance. The
accounting records of Company B allow reli-
able identification of the total services costs
of the consulting staff associated with the
management consulting services rendered to
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Company A. Company A reimburses Com-
pany B for its costs associated with ren-
dering the consulting services, with no
markup.

(ii) Based on all the facts and cir-
cumstances, it is determined that the com-
parable profits method will provide the most
reliable measure of an arm’s length result.
Company B is selected as the tested party,
and its rendering of management consulting
services is identified as the relevant business
activity. Data are available from ten domes-
tic companies that operate in the industry
segment involving management consulting
and that perform activities comparable to
the relevant business activity of Company B.
These comparables include entities that pri-
marily perform management consulting
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B incurs in performing the consulting serv-
ices and do not make use of valuable intan-
gible property or special processes.

(iii) Based on the available financial data
of the comparables, it cannot be determined
whether the comparables report their costs
for financial accounting purposes in the
same manner as Company B reports its costs
in the relevant business activity. The avail-
able financial data for the comparables re-
port only an aggregate figure for costs of
goods sold and operating expenses, and do
not segment the underlying services costs.
Due to this limitation, the ratio of operating
profits to total services costs is determined
to be the most appropriate profit level indi-
cator.

(iv) For the taxable years 1 through 3,

services for uncontrolled parties. The Company B shows the following results for
comparables incur similar risks as Company the services performed for Company A:

Year 1 Year 2 Year 3 Average
Revenues ... 1,200,000 1,100,000 1,300,000 1,200,000
Cost of Goods Sold ....... 100,000 100,000 N/A 66,667
Operating Expenses ..... 1,100,000 1,000,000 1,300,000 1,133,333
Operating Profit 0 0 0 0

(v) After adjustments have been made to
account for identified material differences
between the relevant business activity of
Company B and the comparables, the aver-
age ratio for the taxable years 1 through 3 of
operating profit to total services costs is cal-
culated for each of the uncontrolled service
providers. Applying each ratio to Company
B’s average total services costs from the rel-
evant business activity for the taxable years
1 through 3 would lead to the following com-
parable operating profit (COP) for the serv-
ices rendered by Company B:

Uncontrolled service se?vz:/-eroctgéts Company B
provider (percent) COP

Company 1 15.75 $189,000
Company 2 . 15.00 180,000
Company 3 . 14.00 168,000
Company 4 . 13.30 159,600
Company 5 . 12.00 144,000
Company 6 . 11.30 135,600
Company 7 . 11.25 135,000
Company 8 . 11.18 134,160
Company 9 . 11.11 133,320
Company 10 ... 10.75 129,000

(vi) The available data are not sufficiently
complete to conclude that it is likely that
all material differences between the relevant
business activity of Company B and the
comparables have been identified. Therefore,
an arm’s length range can be established
only pursuant to §1.482-1(e)(2)(iii)(B). The
arm’s length range is established by ref-
erence to the interquartile range of the re-
sults as calculated under §1.482-1(e)(2)(iii)(C),
which consists of the results ranging from

$168,000 to $134,160. Company B’s reported av-
erage operating profit of zero ($0) falls out-
side this range. Therefore, an allocation may
be appropriate.

(vii) Because Company B reported income
of zero, to determine the amount, if any, of
the allocation, Company B’s reported oper-
ating profit for year 3 is compared to the
comparable operating profits derived from
the comparables’ results for year 3. The ratio
of operating profit to total services costs in
yvear 3 is calculated for each of the
comparables and applied to Company B’s
year 3 total services costs to derive the fol-
lowing results:

OP/Total

Uncontrolled service service costs | Company B
provider (for year 3) COP

(percent)
Company 1 15.00 $195,000
Company 2 . 14.75 191,750
Company 3 14.00 182,000
Company 4 13.50 175,500
Company 5 . 12.30 159,900
Company 6 . 11.05 143,650
Company 7 . 11.03 143,390
Company 8 . 11.00 143,000
Company 9 . 10.50 136,500
Company 10 ... 10.25 133,250

(viii) Based on these results, the median of
the comparable operating profits for year 3 is
$151,775. Therefore, Company B’s income for
year 3 is increased by $151,775, the difference
between Company B’s reported operating
profit for year 3 of zero and the median of
the comparable operating profits for year 3.
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Example 3. Material difference in accounting
for stock-based compensation. (i) Taxpayer, a
U.S. corporation the stock of which is pub-
licly traded, performs controlled services for
its wholly-owned subsidiaries. The arm’s
length price of these controlled services is
evaluated under the comparable profits
method for services in paragraph (f) of this
section by reference to the net cost plus
profit level indicator (PLI). Taxpayer is the
tested party under paragraph (f)(2)(i) of this
section. The Commissioner identifies the
most narrowly identifiable business activity
of the tested party for which data are avail-
able that incorporate the controlled trans-
action (the relevant business activity). The
Commissioner also identifies four uncon-
trolled domestic service providers, Compa-
nies A, B, C, and D, each of which performs
exclusively activities similar to the relevant
business activity of Taxpayer that is subject
to analysis under paragraph (f) of this sec-
tion. The stock of Companies A, B, C, and D
is publicly traded on a U.S. stock exchange.
Assume that Taxpayer makes an election to
apply these regulations to earlier taxable
years.

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
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termined under a method in accordance with
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options
attributable to the employees’ performance
of the relevant business activity is 500 for
the taxable year in question. In evaluating
the controlled services, Taxpayer includes
salaries, fringe benefits, and related com-
pensation of these employees in ‘‘total serv-
ices costs,”” as defined in paragraph (j) of this
section. Taxpayer does not include any
amount attributable to stock options in
total services costs, nor does it deduct that
amount in determining ’’reported operating
profit”” within the meaning of §1.482-5(d)(5),
for the year under examination.

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D. Under
a fair value method in accordance with U.S.
generally accepted accounting principles,
the comparables include in total compensa-
tion the value of the stock options attrib-
utable to the employees’ performance of the
relevant business activity for the annual fi-
nancial reporting period, and treat this
amount as an expense in determining oper-
ating profit for financial accounting pur-
poses. The treatment of employee stock op-
tions is summarized in the following table:

Salaries and
other non-op- | Stock options | Stock options
tion com- fair value expensed
pensation
Taxpayer 1,000 500 0
Company A . 7,000 2,000 2,000
Company B . 4,300 250 250
Company C 12,000 4,500 4,500
Company D 15,000 2,000 2,000

(iv) A material difference in accounting for
stock-based compensation (within the mean-
ing of §1.482-TT(d)(3)(i)) exists. Analysis indi-
cates that this difference would materially
affect the measure of an arm’s length result
under this paragraph (f). In making an ad-
justment to improve comparability under
§§1.482-1(d)(2) and 1.482-5(c)(2)(iv), the Com-
missioner includes in total services costs of
the tested party the total compensation
costs of 1,500 (including stock option fair
value). In addition, the Commissioner cal-
culates the net cost plus PLI by reference to
the financial-accounting data of Companies
A, B, C, and D, which take into account com-
pensatory stock options.

Example 4. Material difference in utilization
of stock-based compensation. (i) The facts are
the same as in paragraph (i) of Example 3.

(ii) No stock options are granted to the
employees of Taxpayer that engage in the
relevant business activity. Thus, no deduc-
tion for stock options is made in deter-
mining ‘‘reported operating profit’” (within
the meaning of §1.482-5(d)(5)) for the taxable
year under examination.

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D, but
none of these companies expense stock op-
tions for financial accounting purposes.
Under a method in accordance with U.S. gen-
erally accepted accounting principles, how-
ever, Companies A, B, C, and D disclose the
fair value of the stock options for financial
accounting purposes. The utilization and
treatment of employee stock options is sum-
marized in the following table:

Salaries and
other non-op- | Stock options | Stock options
tion com- fair value expensed
pensation
Taxpayer .............. 1,000 0 N/A
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Salaries and
other non-op- | Stock options | Stock options
tion com- fair value expensed
pensation
Company A ......... 7,000 2,000 0
Company B . 4,300 250 0
Company C . 12,000 4,500 0
Company D ......... 15,000 2,000 0

(iv) A material difference in the utilization
of stock-based compensation (within the
meaning of §1.482-TT(d)(3)(1)) exists. Analysis
indicates that these differences would mate-
rially affect the measure of an arm’s length
result under this paragraph (f). In evaluating
the comparable operating profits of the test-
ed party, the Commissioner uses Taxpayer’s
total services costs, which include total
compensation costs of 1,000. In considering
whether an adjustment is necessary to im-
prove comparability under §§1.482-1(d)(2) and
1.482-5(c)(2)(iv), the Commissioner recognizes
that the total compensation provided to em-
ployees of Taxpayer is comparable to the
total compensation provided to employees of

Companies A, B, C, and D. Because Compa-
nies A, B, C, and D do not expense stock-
based compensation for financial accounting
purposes, their reported operating profits
must be adjusted in order to improve com-
parability with the tested party. The Com-
missioner increases each comparable’s total
services costs, and also reduces its reported
operating profit, by the fair value of the
stock-based compensation incurred by the
comparable company.

(v) The adjustments to the data of Compa-
nies A, B, C, and D described in paragraph
(iv) of this Erample 4 are summarized in the
following table:

Salaries and : . Net cost plus
other non-op- | Stock options Totalcggtrgnces Operroafﬂng PLI P
tion com- fair value (A p(B) (B/A)
pensation (Percent)
Per financial statements:
Company A . 7,000 2,000 25,000 6,000 24.00
Company B . 4,300 250 12,500 2,500 20.00
Company C . 12,000 4,500 36,000 11,000 30.56
Company D .... 15,000 2,000 27,000 7,000 25.93
As adjusted:
Company A ... 7,000 2,000 27,000 4,000 14.81
Company B . 4,300 250 12,750 2,250 17.65
Company C . 12,000 4,500 40,500 6,500 16.05
Company D ... 15,000 2,000 29,000 5,000 17.24

Example 5. Non-material difference in utilica-
tion of stock-based compensation. (i) The facts
are the same as in paragraph (i) of Example 3.

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
termined under a method in accordance with
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options
attributable to the employees’ performance
of the relevant business activity is 50 for the
taxable year. Taxpayer includes salaries,
fringe benefits, and all other compensation
of these employees (including the stock op-
tion fair value) in ‘‘total services costs,” as
defined in paragraph (j) of this section, and

deducts these amounts in determining ‘‘re-
ported operating profit’’ within the meaning
of §1.482-5(d)(5), for the taxable year under
examination.

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D, but
none of these companies expense stock op-
tions for financial accounting purposes.
Under a method in accordance with U.S. gen-
erally accepted accounting principles, how-
ever, Companies A, B, C, and D disclose the
fair value of the stock options for financial
accounting purposes. The utilization and
treatment of employee stock options is sum-
marized in the following table:

Salaries and
other non-op- | Stock options | Stock options
tion com- fair value expensed
pensation
Taxpayer 1,000 50 50
Company A . 7,000 100 0
Company B ......... 4,300 40 0
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Salaries and
other non-op- | Stock options | Stock options
tion com- fair value expensed
pensation
Company C ......... 12,000 130 0
Company D ......... 15,000 75 0

(iv) Analysis of the data reported by Com-
panies A, B, C, and D indicates that an ad-
justment for differences in utilization of

stock-based compensation would not have a
material effect on the determination of an
arm’s length result.

Salaries and : . Net cost plus
other non-op- | Stock options Tota(l:gstrs\'/lces Opel_z)af}{ng pLI
tion com- fair value ) p(B) (B/A)
pensation (percent)
Per financial statements:
Company A . 7,000 100 25,000 6,000 24.00
Company B . 4,300 40 12,500 2,500 20.00
Company C . 12,000 130 36,000 11,000 30.56
Company D ... 15,000 75 27,000 7,000 25.93
As adjusted:
Company A ... 7,000 100 25,100 5,900 23.51
Company B . 4,300 40 12,540 2,460 19.62
Company C . 12,000 130 36,130 10,870 30.09
Company D .... 15,000 75 27,075 6,925 25.58

(v) Under the circumstances, the difference
in utilization of stock-based compensation
would not materially affect the determina-
tion of the arm’s length result under this
paragraph (f). Accordingly, in calculating
the net cost plus PLI, no comparability ad-
justment is made to the data of Companies
A, B, C, or D pursuant to §§1.482-1(d)(2) and
1.482-5(c)(2)(iv).

Example 6. Material difference in
comparables’ accounting for stock-based com-
pensation. (i) The facts are the same as in
paragraph (i) of Example 3.

(ii) Stock options are granted to the em-
ployees of Taxpayer that engage in the rel-
evant business activity. Assume that, as de-
termined under a method in accordance with
U.S. generally accepted accounting prin-
ciples, the fair value of such stock options
attributable to employees’ performance of
the relevant business activity is 500 for the

fringe benefits, and all other compensation
of these employees (including the stock op-
tion fair value) in ‘‘total services costs,” as
defined in paragraph (j) of this section, and
deducts these amounts in determining ‘‘re-
ported operating profit’’ (within the meaning
of §1.482-5(d)(b)) for the taxable year under
examination.

(iii) Stock options are granted to the em-
ployees of Companies A, B, C, and D. Compa-
nies A and B expense the stock options for fi-
nancial accounting purposes in accordance
with U.S. generally accepted accounting
principles. Companies C and D do not ex-
pense the stock options for financial ac-
counting purposes. Under a method in ac-
cordance with U.S. generally accepted ac-
counting principles, however, Companies C
and D disclose the fair value of these options
in their financial statements. The utilization
and accounting treatment of options are de-

taxable year. Taxpayer includes salaries, picted in the following table:

Salary and

other non-op- | Stock options | Stock options

tion com- fair value expensed

pensation
Taxpayer 1,000 500 500
Company A . 7,000 2,000 2,000
Company B . 4,300 250 250
Company C . 12,000 4,500 0
Company D ......... 15,000 2,000 0

(iv) A material difference in accounting for
stock-based compensation (within the mean-
ing of §1.482-TT(d)(3)(1)) exists. Analysis indi-
cates that this difference would materially

affect the measure of the arm’s length result
under paragraph (f) of this section. In evalu-
ating the comparable operating profits of the
tested party, the Commissioner includes in
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total services costs Taxpayer’s total com-
pensation costs of 1,500 (including stock op-
tion fair value of 500). In considering whether
an adjustment is necessary to improve com-
parability under §§1.482-1(d)(2) and 1.482-
5(c)(2)(iv), the Commissioner recognizes that
the total employee compensation (including
stock options provided by Taxpayer and
Companies A, B, C, and D) provides a reliable
basis for comparison. Because Companies A
and B expense stock-based compensation for
financial accounting purposes, whereas Com-
panies C and D do not, an adjustment to the
comparables’ operating profit is necessary.
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In computing the net cost plus PLI, the
Commissioner uses the financial-accounting
data of Companies A and B, as reported. The
Commissioner increases the total services
costs of Companies C and D by amounts
equal to the fair value of their respective
stock options, and reduces the operating
profits of Companies C and D accordingly.

(v) The adjustments described in paragraph
(iv) of this Erample 6 are depicted in the fol-
lowing table. For purposes of illustration,
the unadjusted data of Companies A and B
are also included.

Salaries and : . Net cost plus
other non-op- | Stock options TOtaLCS):t';"CES Oper:;af}{ng PLI P
tion com- fair value (A) p(B) (B/A)
pensation (percent)
Per financial statements:
Company A . 7,000 2,000 27,000 4,000 14.80
Company B ... 4,300 250 12,750 2,250 17.65
As adjusted:
Company C .... 12,000 4,500 40,500 6,500 16.05
Company D .... 15,000 2,000 29,000 5,000 17.24

(g) Profit split method—(1) In general.
The profit split method evaluates
whether the allocation of the combined
operating profit or loss attributable to
one or more controlled transactions is
arm’s length by reference to the rel-
ative value of each controlled tax-
payer’s contribution to that combined
operating profit or loss. The relative
value of each controlled taxpayer’s
contribution is determined in a manner
that reflects the functions performed,
risks assumed and resources employed
by such controlled taxpayer in the rel-
evant business activity. For applica-
tion of the profit split method (both
the comparable profit split and the re-
sidual profit split), see §1.482-6. The re-
sidual profit split method may not be
used where only one controlled tax-
payer makes significant nonroutine
contributions.

(2) Examples. The principles of this
paragraph (g) are illustrated by the fol-
lowing examples:

Example 1. Residual profit split. (i) Company
A, a corporation resident in Country X, auc-
tions spare parts by means of an interactive
database. Company A maintains a database
that lists all spare parts available for auc-
tion. Company A developed the software used
to run the database. Company A’s database
is managed by Company A employees in a
data center located in Country X, where
storage and manipulation of data also take
place. Company A has a wholly-owned sub-

sidiary, Company B, located in Country Y.
Company B performs marketing and adver-
tising activities to promote Company A’s
interactive database. Company B solicits un-
related companies to auction spare parts on
Company A’s database, and solicits cus-
tomers interested in purchasing spare parts
online. Company B owns and maintains a
computer server in Country Y, where it re-
ceives information on spare parts available
for auction. Company B has also designed a
specialized communications network that
connects its data center to Company A’s
data center in Country X. The communica-
tions network allows Company B to enter
data from uncontrolled companies on Com-
pany A’s database located in Country X.
Company B’s communications network also
allows uncontrolled companies to access
Company A’s interactive database and pur-
chase spare parts. Company B bore the risks
and cost of developing this specialized com-
munications network. Company B enters
into contracts with uncontrolled companies
and provides the companies access to Com-
pany A’s database through the Company B
network.

(ii) Analysis of the facts and circumstances
indicates that both Company A and Com-
pany B possess valuable intangible property
that they use to conduct the spare parts auc-
tion business. Company A bore the economic
risks of developing and maintaining software
and the interactive database. Company B
bore the economic risks of developing the
necessary technology to transmit informa-
tion from its server to Company A’s data
center, and to allow uncontrolled companies
to access Company A’s database. Company B
helped to enhance the value of Company A’s
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trademark and to establish a network of cus-
tomers in Country Y. In addition, there are
no market comparables for the transactions
between Company A and Company B to reli-
ably evaluate them separately. Given the
facts and circumstances, the Commissioner
determines that a residual profit split meth-
od will provide the most reliable measure of
an arm’s length result.

(iii) Under the residual profit split method,
profits are first allocated based on the rou-
tine contributions of each taxpayer. Routine
contributions include general sales, mar-
keting or administrative functions per-
formed by Company B for Company A for
which it is possible to identify market re-
turns. Any residual profits will be allocated
based on the nonroutine contributions of
each taxpayer. Since both Company A and
Company B provided nonroutine contribu-
tions, the residual profits are allocated based
on these contributions.

Example 2. Residual profit split. (i) Company
A, a Country 1 corporation, provides special-
ized services pertaining to the processing
and storage of Level 1 hazardous waste (for
purposes of this example, the most dan-
gerous type of waste). Under long-term con-
tracts with private companies and govern-
mental entities in Country 1, Company A
performs multiple services, including trans-
portation of Level 1 waste, development of
handling and storage protocols, record-
keeping, and supervision of waste-storage fa-
cilities owned and maintained by the con-
tracting parties. Company A’s research and
development unit has also developed new and
unique processes for transport and storage of
Level 1 waste that minimize environmental
and occupational effects. In addition to this
novel technology, Company A has substan-
tial know-how and a long-term record of safe
operations in Country 1.

(ii) Company A’s subsidiary, Company B,
has been in operation continuously for a
number of years in Country 2. Company B
has successfully completed several projects
in Country 2 involving Level 2 and Level 3
waste, including projects with government-
owned entities. Company B has a license in
Country 2 to handle Level 2 waste (Level 3
does not require a license). Company B has
established a reputation for completing
these projects in a responsible manner. Com-
pany B has cultivated contacts with procure-
ment officers, regulatory and licensing offi-
cials, and other government personnel in
Country 2.

(iii) Country 2 government publishes invi-
tations to bid on a project to handle the
country’s burgeoning volume of Level 1
waste, all of which is generated in govern-
ment-owned facilities. Bidding is limited to
companies that are domiciled in Country 2
and that possess a license from the govern-
ment to handle Level 1 or Level 2 waste. In
an effort to submit a winning bid to secure
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the contract, In an effort to submit a win-
ning bid to secure the contract, Company B
points to its Level 2 license and its record of
successful completion of projects, and also
demonstrates to Country 2 government that
it has access to substantial technical exper-
tise pertaining to processing of Level 1
waste.

(iv) Company A enters into a long-term
technical services agreement with Company
B. Under this agreement, Company A agrees
to supply to Company B project managers
and other technical staff who have detailed
knowledge of Company A’s proprietary Level
1 remediation techniques. Company A com-
mits to perform under any long-term con-
tracts entered into by Company B. Company
B agrees to compensate Company A based on
a markup on Company A’s marginal costs
(pro rata compensation and current expenses
of Company A personnel). In the bid on the
Country 2 contract for Level 1 waste remedi-
ation, Company B proposes to use a multi-
disciplinary team of specialists from Com-
pany A and Company B. Project managers
from Company A will direct the team, which
will also include employees of Company B
and will make use of physical assets and fa-
cilities owned by Company B. Only Company
A and Company B personnel will perform
services under the contract. Country 2
grants Company B a license to handle Level
1 waste.

(v) Country 2 grants Company B a five-
year, exclusive contract to provide proc-
essing services for all Level 1 hazardous
waste generated in County 2. Under the con-
tract, Company B is to be paid a fixed price
per ton of Level 1 waste that it processes
each year. Company B undertakes that all
services provided will meet international
standards applicable to processing of Level 1
waste. Company B begins performance under
the contract.

(vi) Analysis of the facts and cir-
cumstances indicates that both Company A
and Company B make nonroutine contribu-
tions to the Level 1 waste processing activ-
ity in Country 2. In addition, it is deter-
mined that reliable comparables are not
available for the services that Company A
provides under the long-term contract, in
part because those services incorporate spe-
cialized knowledge and process intangible
property developed by Company A. It is also
determined that reliable comparables are
not available for the Level 2 license in Coun-
try 2, the successful track record, the gov-
ernment contacts with Country 2 officials,
and other intangible property that Company
B provided. In view of these facts, the Com-
missioner determines that the residual profit
split method for services in paragraph (g) of
this section provides the most reliable
means of evaluating the arm’s length results
for the transaction. In evaluating the appro-
priate returns to Company A and Company B

839



§1.482-9

for their respective contributions, the Com-
missioner takes into account that the con-
trolled parties incur different risks, because
the contract between the controlled parties
provides that Company A will be com-
pensated on the basis of marginal costs in-
curred, plus a markup, whereas the contract
between Company B and the government of
Country 2 provides that Company B will be
compensated on a fixed-price basis per ton of
Level 1 waste processed.

(vii) In the first stage of the residual profit
split, an arm’s length return is determined
for routine activities performed by Company
B in Country 2, such as transportation, rec-
ordkeeping, and administration. In addition,
an arm’s length return is determined for rou-
tine activities performed by Company A (ad-
ministrative, human resources, etc.) in con-
nection with providing personnel to Com-
pany B. After the arm’s length return for
these functions is determined, residual prof-
its may be present. In the second stage of the
residual profit split, any residual profit is al-
located by reference to the relative value of
the nonroutine contributions made by each
taxpayer. Company A’s nonroutine contribu-
tions include its commitment to perform
under the contract and the specialized tech-
nical knowledge made available through the
project managers under the services agree-
ment with Company B. Company B’s nonrou-
tine contributions include its licenses to
handle Level 1 and Level 2 waste in Country
2, its knowledge of and contacts with pro-
curement, regulatory and licensing officials
in the government of Country 2, and its
record in Country 2 of successfully handling
non-Level 1 waste.

(h) Unspecified methods. Methods not
specified in paragraphs (b) through (g)
of this section may be used to evaluate
whether the amount charged in a con-
trolled services transaction is arm’s
length. Any method used under this
paragraph (h) must be applied in ac-
cordance with the provisions of §1.482—
1. Consistent with the specified meth-
ods, an unspecified method should take
into account the general principle that
uncontrolled taxpayers evaluate the
terms of a transaction by considering
the realistic alternatives to that trans-
action, including economically similar
transactions structured as other than
services transactions, and only enter
into a particular transaction if none of
the alternatives is preferable to it. For
example, the comparable uncontrolled
services price method compares a con-
trolled services transaction to similar
uncontrolled transactions to provide a
direct estimate of the price to which
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the parties would have agreed had they
resorted directly to a market alter-
native to the controlled services trans-
action. Therefore, in establishing
whether a controlled services trans-
action achieved an arm’s length result,
an unspecified method should provide
information on the prices or profits
that the controlled taxpayer could
have realized by choosing a realistic al-
ternative to the controlled services
transaction (for example, outsourcing a
particular service function, rather than
performing the function itself). As with
any method, an unspecified method
will not be applied unless it provides
the most reliable measure of an arm’s
length result under the principles of
the best method rule. See §1.482-1(c).
Therefore, in accordance with §1.482-
1(d) (comparability), to the extent that
an unspecified method relies on inter-
nal data rather than uncontrolled
comparables, its reliability will be re-
duced. Similarly, the reliability of a
method will be affected by the reli-
ability of the data and assumptions
used to apply the method, including
any projections used.

Example. (i) Company T, a U.S. corpora-
tion, develops computer software programs
including a real estate investment program
that performs financial analysis of commer-
cial real properties. Companies U, V, and W
are owned by Company T. The primary busi-
ness activity of Companies U, V, and W is
commercial real estate development. For
business reasons, Company T does not sell
the computer program to its customers (on a
compact disk or via download from Company
T°s server through the Internet). Instead,
Company T maintains the software program
on its own server and allows customers to
access the program through the Internet by
using a password. The transactions between
Company T and Companies U, V, and W are
structured as controlled services trans-
actions whereby Companies U, V, and W ob-
tain access via the Internet to Company T’s
software program for financial analysis.
Each year, Company T provides a revised
version of the computer program including
the most recent data on the commercial real
estate market, rendering the old version ob-
solete.

(ii) In evaluating whether the consider-
ation paid by Companies U, V, and W to
Company T was arm’s length, the Commis-
sioner may consider, subject to the best
method rule of §1.482-1(c), Company T’s al-
ternative of selling the computer program to
Companies U, V, and W on a compact disk or
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via download through the Internet. The
Commissioner determines that the con-
trolled services transactions between Com-
pany T and Companies U, V, and W are com-
parable to the transfer of a similar software
program on a compact disk or via download
through the Internet between uncontrolled
parties. Subject to adjustments being made
for material differences between the con-
trolled services transactions and the com-
parable uncontrolled transactions, the un-
controlled transfers of tangible property
may be used to evaluate the arm’s length re-
sults for the controlled services transactions
between Company T and Companies U, V,
and W.

(i) Contingent-payment contractual
terms for services—(1) Contingent-pay-
ment contractual terms recognized in gen-
eral. In the case of a contingent-pay-
ment arrangement, the arm’s length
result for the controlled services trans-
action generally would not require pay-
ment by the recipient to the renderer
in the tax accounting period in which
the service is rendered if the specified
contingency does not occur in that pe-
riod. If the specified contingency oc-
curs in a tax accounting period subse-
quent to the period in which the serv-
ice is rendered, the arm’s length result
for the controlled services transaction
generally would require payment by
the recipient to the renderer on a basis
that reflects the recipient’s benefit
from the services rendered and the
risks borne by the renderer in per-
forming the activities in the absence of
a provision that unconditionally obli-
gates the recipient to pay for the ac-
tivities performed in the tax account-
ing period in which the service is ren-
dered.

(2) Contingent-payment arrangement.
For purposes of this paragraph (i), an
arrangement will be treated as a con-
tingent-payment arrangement if it
meets all of the requirements in para-
graph (i)(2)(i) of this section and is con-
sistent with the economic substance
and conduct requirement in paragraph
(1)(2)(ii) of this section.

(i) General requirements—(A) Written
contract. The arrangement is set forth
in a written contract entered into prior
to, or contemporaneous with, the start
of the activity or group of activities
constituting the controlled services
transaction.

(B) Specified contingency. The con-
tract states that payment for a con-
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trolled services transaction is contin-
gent (in whole or in part) upon the hap-
pening of a future benefit (within the
meaning of §1.482-9(1)(3)) for the recipi-
ent directly related to the activity or
group of activities. For purposes of the
preceding sentence, whether the future
benefit is directly related to the activ-
ity or group of activities is evaluated
based on all the facts and cir-
cumstances.

(C) Basis for payment. The contract
provides for payment on a basis that
reflects the recipient’s benefit from the
services rendered and the risks borne
by the renderer.

(i1) Ecomomic substance and conduct.
The arrangement, including the contin-
gency and the basis for payment, is
consistent with the economic sub-
stance of the controlled transaction
and the conduct of the controlled par-
ties. See §1.482-1(d)(3)(ii)(B).

(38) Commissioner’s authority to impute
contingent-payment terms. Consistent
with the authority in §1.482—
1(d)(3)(ii)(B), the Commissioner may
impute contingent-payment contrac-
tual terms in a controlled services
transaction if the economic substance
of the transaction is consistent with
the existence of such terms.

(4) Evaluation of arm’s length charge.
Whether the amount charged in a con-
tingent-payment arrangement is arm’s
length will be evaluated in accordance
with this section and other applicable
regulations under section 482. In evalu-
ating whether the amount charged in a
contingent-payment arrangement for
the manufacture, construction, or de-
velopment of tangible or intangible
property owned by the recipient is
arm’s length, the charge determined
under the rules of §§1.482-3 and 1.482-4
for the transfer of similar property
may be considered. See §1.482-1(f)(2)(ii).

(5) Erxamples. The principles of this
paragraph (i) are illustrated by the fol-
lowing examples:

Example 1. (i) Company X is a member of a
controlled group that has operated in the
pharmaceutical sector for many years. In
year 1, Company X enters into a written
services agreement with Company Y, an-
other member of the controlled group,
whereby Company X will perform certain re-
search and development activities for Com-
pany Y. The parties enter into the agree-
ment before Company X undertakes any of
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the research and development activities cov-
ered by the agreement. At the time the
agreement is entered into, the possibility
that any new products will be developed is
highly uncertain and the possible market or
markets for any products that may be devel-
oped are not known and cannot be estimated
with any reliability. Under the agreement,
Company Y will own any patent or other
rights that result from the activities of Com-
pany X under the agreement and Company Y
will make payments to Company X only if
such activities result in commercial sales of
one or more derivative products. In that
event, Company Y will pay Company X, for a
specified period, x% of Company Y’s gross
sales of each of such products. Payments are
required with respect to each jurisdiction in
which Company Y has sales of such a deriva-
tive product, beginning with the first year in
which the sale of a product occurs in the ju-
risdiction and continuing for six additional
years with respect to sales of that product in
that jurisdiction.

(ii) As a result of research and develop-
ment activities performed by Company X for
Company Y in years 1 through 4, a compound
is developed that may be more effective than
existing medications in the treatment of cer-
tain conditions. Company Y registers the
patent rights with respect to the compound
in several jurisdictions in year 4. In year 6,
Company Y begins commercial sales of the
product in Jurisdiction A and, in that year,
Company Y makes the payment to Company
X that is required under the agreement.
Sales of the product continue in Jurisdiction
A in years 7 through 9 and Company Y makes
the payments to Company X in years 7
through 9 that are required under the agree-
ment.

(iii) The years under examination are years
6 through 9. In evaluating whether the con-
tingent-payment terms will be recognized,
the Commissioner considers whether the
conditions of paragraph (i)(2) of this section
are met and whether the arrangement, in-
cluding the specified contingency and basis
of payment, is consistent with the economic
substance of the controlled services trans-
action and with the conduct of the con-
trolled parties. The Commissioner deter-
mines that the contingent-payment arrange-
ment is reflected in the written agreement
between Company X and Company Y; that
commercial sales of products developed
under the arrangement represent future ben-
efits for Company Y directly related to the
controlled services transaction; and that the
basis for the payment provided for in the
event such sales occur reflects the recipi-
ent’s benefit and the renderer’s risk. Con-
sistent with §1.482-1(d)(3)(ii)(B) and (iii)(B),
the Commissioner determines that the par-
ties’ conduct over the term of the agreement
has been consistent with their contractual
allocation of risk; that Company X has the
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financial capacity to bear the risk that its
research and development services may be
unsuccessful and that it may not receive
compensation for such services; and that
Company X exercises managerial and oper-
ational control over the research and devel-
opment, such that it is reasonable for Com-
pany X to assume the risk of those activi-
ties. Based on all these facts, the Commis-
sioner determines that the contingent-pay-
ment arrangement is consistent with eco-
nomic substance.

(iv) In determining whether the amount
charged under the contingent-payment ar-
rangement in each of years 6 through 9 is
arm’s length, the Commissioner evaluates
under this section and other applicable rules
under section 482 the compensation paid in
each year for the research and development
services. This analysis takes into account
that under the contingent-payment terms
Company X bears the risk that it might not
receive payment for its services in the event
that those services do not result in market-
able products and the risk that the mag-
nitude of its payment depends on the mag-
nitude of product sales, if any. The Commis-
sioner also considers the alternatives reason-
ably available to the parties in connection
with the controlled services transaction. One
such alternative, in view of Company X’s
willingness and ability to bear the risk and
expenses of research and development activi-
ties, would be for Company X to undertake
such activities on its own behalf and to 1li-
cense the rights to products successfully de-
veloped as a result of such activities. Accord-
ingly, in evaluating whether the compensa-
tion of x% of gross sales that is paid to Com-
pany X during the first four years of com-
mercial sales of derivative products is arm’s
length, the Commissioner may consider the
royalties (or other consideration) charged for
intangible property that are comparable to
those incorporated in the derivative products
and that resulted from Company X’s re-
search and development activities under the
contingent-payment arrangement.

Example 2. (i) The facts are the same as in
Example 1, except that no commercial sales
ever materialize with regard to the patented
compound so that, consistent with the agree-
ment, Company Y makes no payments to
Company X in years 6 through 9.

(ii) Based on all the facts and cir-
cumstances, the Commissioner determines
that the contingent-payment arrangement is
consistent with economic substance, and the
result (no payments in years 6 through 9) is
consistent with an arm’s length result.

Example 3. (i) The facts are the same as in
Example 1, except that, in the event that
Company X’s activities result in commercial
sales of one or more derivative products by
Company Y, Company Y will pay Company X
a fee equal to the research and development
costs borne by Company X plus an amount
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equal to x% of such costs, with the payment
to be made in the first year in which any
such sales occur. The x% markup on costs is
within the range, ascertainable in year 1, of
markups on costs of independent contract re-
searchers that are compensated under terms
that unconditionally obligate the recipient
to pay for the activities performed in the tax
accounting period in which the service is
rendered. In year 6, Company Y makes the
single payment to Company X that is re-
quired under the arrangement.

(ii) The years under examination are years
6 through 9. In evaluating whether the con-
tingent-payment terms will be recognized,
the Commissioner considers whether the re-
quirements of paragraph (i)(2) of this section
were met at the time the written agreement
was entered into and whether the arrange-
ment, including the specified contingency
and basis for payment, is consistent with the
economic substance of the controlled serv-
ices transaction and with the conduct of the
controlled parties. The Commissioner deter-
mines that the contingent-payment terms
are reflected in the written agreement be-
tween Company X and Company Y and that
commercial sales of products developed
under the arrangement represent future ben-
efits for Company Y directly related to the
controlled services transaction. However, in
this case, the Commissioner determines that
the basis for payment provided for in the
event such sales occur (costs of the services
plus x%, representing the markup for con-
tract research in the absence of any non-
payment risk) does not reflect the recipient’s
benefit and the renderer’s risks in the con-
trolled services transaction. Based on all the
facts and circumstances, the Commissioner
determines that the contingent-payment ar-
rangement is not consistent with economic
substance.

(iii) Accordingly, the Commissioner deter-
mines to exercise its authority to impute
contingent-payment contractual terms that
accord with economic substance, pursuant to
paragraph (i)(3) of this section and §1.482-
1(d)(3)({i)(B). In this regard, the Commis-
sioner takes into account that at the time
the arrangement was entered into, the possi-
bility that any new products would be devel-
oped was highly uncertain and the possible
market or markets for any products that
may be developed were not known and could
not be estimated with any reliability. In
such circumstances, it is reasonable to con-
clude that one possible basis of payment, in
order to reflect the recipient’s benefit and
the renderer’s risks, would be a charge equal
to a percentage of commercial sales of one or
more derivative products that result from
the research and development activities. The
Commissioner in this case may impute terms
that require Company Y to pay Company X
a percentage of sales of the products devel-
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oped under the agreement in each of years 6
through 9.

(iv) In determining an appropriate arm’s
length charge under such imputed contrac-
tual terms, the Commissioner conducts an
analysis under this section and other appli-
cable rules under section 482, and considers
the alternatives reasonably available to the
parties in connection with the controlled
services transaction. One such alternative,
in view of Company X’s willingness and abil-
ity to bear the risks and expenses of research
and development activities, would be for
Company X to undertake such activities on
its own behalf and to license the rights to
products successfully developed as a result of
such activities. Accordingly, for purposes of
its determination, the Commissioner may
consider the royalties (or other consider-
ation) charged for intangible property that
are comparable to those incorporated in the
derivative products that resulted from Com-
pany X’s research and development activities
under the contingent-payment arrangement.

(j) Total services costs. For purposes of
this section, total services costs means
all costs of rendering those services for
which total services costs are being de-
termined. Total services costs include
all costs in cash or in Kkind (including
stock-based compensation) that, based
on analysis of the facts and cir-
cumstances, are directly identified
with, or reasonably allocated in ac-
cordance with the principles of para-
graph (k)(2) of this section to, the serv-
ices. In general, costs for this purpose
should comprise provision for all re-
sources expended, used, or made avail-
able to achieve the specific objective
for which the service is rendered. Ref-
erence to generally accepted account-
ing principles or Federal income tax
accounting rules may provide a useful
starting point but will not necessarily
be conclusive regarding inclusion of
costs in total services costs. Total
services costs do not include interest
expense, foreign income taxes (as de-
fined in §1.901-2(a)), or domestic in-
come taxes.

(k) Allocation of costs—(1) In general.
In any case where the renderer’s activ-
ity that results in a benefit (within the
meaning of paragraph (1)(3) of this sec-
tion) for one recipient in a controlled
services transaction also generates a
benefit for one or more other members
of a controlled group (including the
benefit, if any, to the renderer), and
the amount charged under this section
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in the controlled services transaction
is determined under a method that
makes reference to costs, costs must be
allocated among the portions of the ac-
tivity performed for the benefit of the
first mentioned recipient and such
other members of the controlled group
under this paragraph (k). The prin-
ciples of this paragraph (k) must also
be used whenever it is appropriate to
allocate and apportion any class of
costs (for example, overhead costs) in
order to determine the total services
costs of rendering the services. In no
event will an allocation of costs based
on a generalized or non-specific benefit
be appropriate.

(2) Appropriate method of allocation
and apportionment—(i) Reasonable meth-
od standard. Any reasonable method
may be used to allocate and apportion
costs under this section. In estab-
lishing the appropriate method of allo-
cation and apportionment, consider-
ation should be given to all bases and
factors, including, for example, total
services costs, total costs for a rel-
evant activity, assets, sales, compensa-
tion, space utilized, and time spent.
The costs incurred by supporting de-
partments may be apportioned to other
departments on the basis of reasonable
overall estimates, or such costs may be
reflected in the other departments’
costs by applying reasonable depart-
mental overhead rates. Allocations and
apportionments of costs must be made
on the basis of the full cost, as opposed
to the incremental cost.

(ii) Use of general practices. The prac-
tices used by the taxpayer to apportion
costs in connection with preparation of
statements and analyses for the use of
management, creditors, minority
shareholders, joint venturers, clients,
customers, potential investors, or
other parties or agencies in interest
will be considered as potential indica-
tors of reliable allocation methods, but
need not be accorded conclusive weight
by the Commissioner. In determining
the extent to which allocations are to
be made to or from foreign members of
a controlled group, practices employed
by the domestic members in appor-
tioning costs among themselves will
also be considered if the relationships
with the foreign members are com-
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parable to the relationships among the
domestic members of the controlled
group. For example, if for purposes of
reporting to public stockholders or to a
governmental agency, a corporation
apportions the costs attributable to its
executive officers among the domestic
members of a controlled group on a
reasonable and consistent basis, and
such officers exercise comparable con-
trol over foreign members of the con-
trolled group, such domestic apportion-
ment practice will be considered in de-
termining the allocations to be made
to the foreign members.

(3) Examples. The principles of this
paragraph (k) are illustrated by the fol-
lowing examples:

Example 1. Company A pays an annual li-
cense fee of 500x to an uncontrolled taxpayer
for unlimited use of a database within the
corporate group. Under the terms of the li-
cense with the uncontrolled taxpayer, Com-
pany A is permitted to use the database for
its own use and in rendering research serv-
ices to its subsidiary, Company B. Company
B obtains benefits from the database that
are similar to those that it would obtain if it
had independently licensed the database
from the uncontrolled taxpayer. Evaluation
of the arm’s length charge (under a method
in which costs are relevant) to Company B
for the controlled services that incorporate
use of the database must take into account
the full amount of the license fee of 500x paid
by Company A, as reasonably allocated and
apportioned to the relevant benefits, al-
though the incremental use of the database
for the benefit of Company B did not result
in an increase in the license fee paid by Com-
pany A.

Example 2. (i) Company A is a consumer
products company located in the United
States. Companies B and C are wholly-owned
subsidiaries of Company A and are located in
Countries B and C, respectively. Company A
and its subsidiaries manufacture products
for sale in their respective markets. Com-
pany A hires a consultant who has expertise
regarding a manufacturing process used by
Company A and its subsidiary, Company B.
Company C, the Country C subsidiary, uses a
different manufacturing process, and accord-
ingly will not receive any benefit from the
outside consultant hired by Company A. In
allocating and apportioning the cost of hir-
ing the outside consultant (100), Company A
determines that sales constitute the most
appropriate allocation key.

(ii) Company A and its subsidiaries have
the following sales:
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Company A B C Total
Sales ........... 400 100 200 700

(iii) Because Company C does not obtain
any benefit from the consultant, none of the
costs are allocated to it. Rather, the costs of
100 are allocated and apportioned ratably to
Company A and Company B as the entities
that obtain a benefit from the campaign,
based on the total sales of those entities
(500). An appropriate allocation of the costs
of the consultant is as follows:

Company A B Total
Allocation ........... 400/500 100/500
Amount .............. 80 20 100

(1) Controlled services transaction—(1)
In general. A controlled services trans-
action includes any activity (as defined
in paragraph (1)(2) of this section) by
one member of a group of controlled
taxpayers (the renderer) that results in
a benefit (as defined in paragraph (1)(3)
of this section) to one or more other
members of the controlled group (the
recipient(s)).

(2) Activity. An activity includes the
performance of functions, assumptions
of risks, or use by a renderer of tan-
gible or intangible property or other
resources, capabilities, or knowledge,
such as knowledge of and ability to
take advantage of particularly advan-
tageous situations or circumstances.
An activity also includes making avail-
able to the recipient any property or
other resources of the renderer.

(3) Benefit—(i) In general. An activity
is considered to provide a benefit to the
recipient if the activity directly re-
sults in a reasonably identifiable incre-
ment of economic or commercial value
that enhances the recipient’s commer-
cial position, or that may reasonably
be anticipated to do so. An activity is
generally considered to confer a benefit
if, taking into account the facts and
circumstances, an uncontrolled tax-
payer in circumstances comparable to
those of the recipient would be willing
to pay an uncontrolled party to per-
form the same or similar activity on
either a fixed or contingent-payment
basis, or if the recipient otherwise
would have performed for itself the
same activity or a similar activity. A
benefit may result to the owner of in-

tangible property if the renderer en-
gages in an activity that is reasonably
anticipated to result in an increase in
the value of that intangible property.
Paragraphs (1)(3)(ii) through (v) of this
section provide guidelines that indi-
cate the presence or absence of a ben-
efit for the activities in the controlled
services transaction.

(i1) Indirect or remote benefit. An activ-
ity is not considered to provide a ben-
efit to the recipient if, at the time the
activity is performed, the present or
reasonably anticipated benefit from
that activity is so indirect or remote
that the recipient would not be willing
to pay, on either a fixed or contingent-
payment basis, an uncontrolled party
to perform a similar activity, and
would not be willing to perform such
activity for itself for this purpose. The
determination whether the benefit
from an activity is indirect or remote
is based on the nature of the activity
and the situation of the recipient, tak-
ing into consideration all facts and cir-
cumstances.

(iii) Duplicative activities. If an activ-
ity performed by a controlled taxpayer
duplicates an activity that is per-
formed, or that reasonably may be an-
ticipated to be performed, by another
controlled taxpayer on or for its own
account, the activity is generally not
considered to provide a benefit to the
recipient, unless the duplicative activ-
ity itself provides an additional benefit
to the recipient.

(iv) Shareholder activities. An activity
is not considered to provide a benefit if
the sole effect of that activity is either
to protect the renderer’s capital invest-
ment in the recipient or in other mem-
bers of the controlled group, or to fa-
cilitate compliance by the renderer
with reporting, legal, or regulatory re-
quirements applicable specifically to
the renderer, or both. Activities in the
nature of day-to-day management gen-
erally do not relate to protection of the
renderer’s capital investment. Based on
analysis of the facts and cir-
cumstances, activities in connection
with a corporate reorganization may be
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considered to provide a benefit to one
or more controlled taxpayers.

(v) Passive association. A controlled
taxpayer generally will not be consid-
ered to obtain a benefit where that
benefit results from the controlled tax-
payer’s status as a member of a con-
trolled group. A controlled taxpayer’s
status as a member of a controlled
group may, however, be taken into ac-
count for purposes of evaluating com-
parability between controlled and un-
controlled transactions.

(4) Disaggregation of transactions. A
controlled services transaction may be
analyzed as two separate transactions
for purposes of determining the arm’s
length consideration, if that analysis is
the most reliable means of determining
the arm’s length consideration for the
controlled services transaction. See the
best method rule under §1.482-1(c).

(5) Erxamples. The principles of this
paragraph (1) are illustrated by the fol-
lowing examples. In each example, as-
sume that Company X is a U.S. cor-
poration and Company Y is a wholly-
owned subsidiary of Company X in
Country B.

Example 1. In general. In developing a
worldwide advertising and promotional cam-
paign for a consumer product, Company X
pays for and obtains designation as an offi-
cial sponsor of the Olympics. This designa-
tion allows Company X and all its subsidi-
aries, including Company Y, to identify
themselves as sponsors and to use the Olym-
pic logo in advertising and promotional cam-
paigns. The Olympic sponsorship campaign
generates benefits to Company X, Company
Y, and other subsidiaries of Company X.

Example 2. Indirect or remote benefit. Based
on recommendations contained in a study
performed by its internal staff, Company X
implements certain changes in its manage-
ment structure and the compensation of
managers of divisions located in the United
States. No changes were recommended or
considered for Company Y in Country B. The
internal study and the resultant changes in
its management may increase the competi-
tiveness and overall efficiency of Company
X. Any benefits to Company Y as a result of
the study are, however, indirect or remote.
Consequently, Company Y is not considered
to obtain a benefit from the study.

Example 3. Indirect or remote benefit. Based
on recommendations contained in a study
performed by its internal staff, Company X
decides to make changes to the management
structure and management compensation of
its subsidiaries, in order to increase their
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profitability. As a result of the recommenda-
tions in the study, Company X implements
substantial changes in the management
structure and management compensation
scheme of Company Y. The study and the
changes implemented as a result of the rec-
ommendations are anticipated to increase
the profitability of Company X and its sub-
sidiaries. The increased management effi-
ciency of Company Y that results from these
changes is considered to be a specific and
identifiable benefit, rather than remote or
speculative.

Example 4. Duplicative activities. At its cor-
porate headquarters in the United States,
Company X performs certain treasury func-
tions for Company X and for its subsidiaries,
including Company Y. These treasury func-
tions include raising capital, arranging me-
dium and long-term financing for general
corporate needs, including cash manage-
ment. Under these circumstances, the treas-
ury functions performed by Company X do
not duplicate the functions performed by
Company Y’s staff. Accordingly, Company Y
is considered to obtain a benefit from the
functions performed by Company X.

Example 5. Duplicative activities. The facts
are the same as in Erample 4, except that
Company Y’s functions include ensuring that
the financing requirements of its own oper-
ations are met. Analysis of the facts and cir-
cumstances indicates that Company Y inde-
pendently administers all financing and
cash-management functions necessary to
support its operations, and does not utilize
financing obtained by Company X. Under the
circumstances, the treasury functions per-
formed by Company X are duplicative of
similar functions performed by Company Y’s
staff, and the duplicative functions do not
enhance Company Y’s position. Accordingly,
Company Y is not considered to obtain a
benefit from the duplicative activities per-
formed by Company X.

Example 6. Duplicative activities. Company
X’s in-house legal staff has specialized exper-
tise in several areas, including intellectual
property. The intellectual property Ilegal
staff specializes in technology licensing, pat-
ents, copyrights, and negotiating and draft-
ing intellectual property agreements. Com-
pany Y is involved in negotiations with an
unrelated party to enter into a complex joint
venture that includes multiple licenses and
cross-licenses of patents and copyrights.
Company Y retains outside counsel that spe-
cializes in intellectual property law to re-
view the transaction documents. Company Y
does not have in-house counsel of its own to
review intellectual property transaction doc-
uments. Outside counsel advises that the
terms for the proposed transaction are ad-
vantageous to Company Y and that the con-
tracts are valid and fully enforceable. Com-
pany X’s intellectual property legal staff
possess valuable knowledge of Company Y’s
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patents and technological achievements.
They are capable of identifying particular
scientific attributes protected under patent
that strengthen Company Y’s negotiating
position, and of discovering flaws in the pat-
ents offered by the unrelated party. To re-
duce risk associated with the transaction,
Company X’s intellectual property legal
staff reviews the transaction documents be-
fore Company Y executes the contracts.
Company X’s intellectual property legal
staff also separately evaluates the patents
and copyrights with respect to the licensing
arrangements and concurs in the opinion
provided by outside counsel. The activities
performed by Company X substantially du-
plicate the legal services obtained by Com-
pany Y, but they also reduce risk associated
with the transaction in a way that confers
an additional benefit on Company Y.

Example 7. Shareholder activities. Company
X is a publicly held corporation. U.S. laws
and regulations applicable to publicly held
corporations such as Company X require the
preparation and filing of periodic reports
that show, among other things, profit and
loss statements, balance sheets, and other
material financial information concerning
the company’s operations. Company X, Com-
pany Y and each of the other subsidiaries
maintain their own separate accounting de-
partments that record individual trans-
actions and prepare financial statements in
accordance with their local accounting prac-
tices. Company Y, and the other subsidiaries,
forward the results of their financial per-
formance to Company X, which analyzes and
compiles these data into periodic reports in
accordance with U.S. laws and regulations.
Because Company X’s preparation and filing
of the reports relate solely to its role as an
investor of capital or shareholder in Com-
pany Y or to its compliance with reporting,
legal, or regulatory requirements, or both,
these activities constitute shareholder ac-
tivities and therefore Company Y is not con-
sidered to obtain a benefit from the prepara-
tion and filing of the reports.

Example 8. Shareholder activities. The facts
are the same as in Erample 7, except that
Company Y’s accounting department main-
tains a general ledger recording individual
transactions, but does not prepare any finan-
cial statements (such as profit and loss
statements and balance sheets). Instead,
Company Y forwards the general ledger data
to Company X, and Company X analyzes and
compiles financial statements for Company
Y, as well as for Company X’s overall oper-
ations, for purposes of complying with U.S.
reporting requirements. Company Y is sub-
ject to reporting requirements in Country B
similar to those applicable to Company X in
the United States. Much of the data that
Company X analyzes and compiles regarding
Company Y’s operations for purposes of com-
plying with the U.S. reporting requirements
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are made available to Company Y for its use
in preparing reports that must be filed in
Country B. Company Y incorporates these
data, after minor adjustments for differences
in local accounting practices, into the re-
ports that it files in Country B. Under these
circumstances, because Company X’s anal-
ysis and compilation of Company Y’s finan-
cial data does not relate solely to its role as
an investor of capital or shareholder in Com-
pany Y, or to its compliance with reporting,
legal, or regulatory requirements, or both,
these activities do not constitute share-
holder activities.

Example 9. Shareholder activities. Members
of Company X’s internal audit staff visit
Company Y on a semiannual basis in order to
review the subsidiary’s adherence to internal
operating procedures issued by Company X
and its compliance with U.S. anti-bribery
laws, which apply to Company Y on account
of its ownership by a U.S. corporation. Be-
cause the sole effect of the reviews by Com-
pany X’s audit staff is to protect Company
X’s investment in Company Y, or to facili-
tate Company X’s compliance with U.S. anti-
bribery laws, or both, the visits are share-
holder activities and therefore Company Y is
not considered to obtain a benefit from the
visits.

Example 10. Shareholder activities. Country B
recently enacted legislation that changed
the foreign currency exchange controls ap-
plicable to foreign shareholders of Country B
corporations. Company X concludes that it
may benefit from changing the capital struc-
ture of Company Y, thus taking advantage of
the new foreign currency exchange control
laws in Country B. Company X engages an
investment banking firm and a law firm to
review the Country B legislation and to pro-
pose possible changes to the capital struc-
ture of Company Y. Because Company X’s re-
tention of the firms facilitates Company Y’s
ability to pay dividends and other amounts
and has the sole effect of protecting Com-
pany X’s investment in Company Y, these
activities constitute shareholder activities
and Company Y is not considered to obtain a
benefit from the activities.

Example 11. Shareholder activities. The facts
are the same as in Erample 10, except that
Company Y bears the full cost of retaining
the firms to evaluate the new foreign cur-
rency control laws in Country B and to make
appropriate changes to its stock ownership
by Company X. Company X is considered to
obtain a benefit from the rendering by Com-
pany Y of these activities, which would be
shareholder activities if conducted by Com-
pany X (see Example 10).

Example 12. Shareholder activities. The facts
are the same as in Example 10, except that
the new laws relate solely to corporate gov-
ernance in Country B, and Company X re-
tains the law firm and investment banking
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firm in order to evaluate whether restruc-
turing would increase Company Y’s profit-
ability, reduce the number of legal entities
in Country B, and increase Company Y's
ability to introduce new products more
quickly in Country B. Because Company X
retained the law firm and the investment
banking firm primarily to enhance Company
Y’s profitability and the efficiency of its op-
erations, and not solely to protect Company
X’s investment in Company Y or to facilitate
Company X’s compliance with Country B’s
corporate laws, or to both, these activities
do not constitute shareholder activities.

Example 13. Shareholder activities. Company
X establishes detailed personnel policies for
its subsidiaries, including Company Y. Com-
pany X also reviews and approves the per-
formance appraisals of Company Y’s execu-
tives, monitors levels of compensation paid
to all Company Y personnel, and is involved
in hiring and firing decisions regarding the
senior executives of Company Y. Because
this personnel-related activity by Company
X involves day-to-day management of Com-
pany Y, this activity does not relate solely
to Company X’s role as an investor of capital
or a shareholder of Company Y, and there-
fore does not constitute a shareholder activ-
ity.

Example 14. Shareholder activities. Each
year, Company X conducts a two-day retreat
for its senior executives. The purpose of the
retreat is to refine the long-term business
strategy of Company X and its subsidiaries,
including Company Y, and to produce a con-
fidential strategy statement. The strategy
statement identifies several potential
growth initiatives for Company X and its
subsidiaries and lists general means of in-
creasing the profitability of the company as
a whole. The strategy statement is made
available without charge to Company Y and
the other subsidiaries of Company X. Com-
pany Y independently evaluates whether to
implement some, all, or none of the initia-
tives contained in the strategy statement.
Because the preparation of the strategy
statement does not relate solely to Company
X’s role as an investor of capital or a share-
holder of Company Y, the expense of pre-
paring the document is not a shareholder ex-
pense.

Example 15. Passive association/benefit. Com-
pany X is the parent corporation of a large
controlled group that has been in operation
in the information-technology sector for ten
years. Company Y is a small corporation
that was recently acquired by the Company
X controlled group from local Country B
owners. Several months after the acquisition
of Company Y, Company Y obtained a con-
tract to redesign and assemble the informa-
tion-technology networks and systems of a
large financial institution in Country B. The
project was significantly larger and more
complex than any other project undertaken

26 CFR Ch. | (4-1-22 Edition)

to date by Company Y. Company Y did not
use Company X’s marketing intangible prop-
erty to solicit the contract, and Company X
had no involvement in the solicitation, nego-
tiation, or anticipated execution of the con-
tract. For purposes of this section, Company
Y is not considered to obtain a benefit from
Company X or any other member of the con-
trolled group because the ability of Company
Y to obtain the contract, or to obtain the
contract on more favorable terms than
would have been possible prior to its acquisi-
tion by the Company X controlled group, was
due to Company Y’s status as a member of
the Company X controlled group and not to
any specific activity by Company X or any
other member of the controlled group.

Example 16. Passive association/benefit. The
facts are the same as in Example 15, except
that Company X executes a performance
guarantee with respect to the contract,
agreeing to assist in the project if Company
Y fails to meet certain mileposts. This per-
formance guarantee allowed Company Y to
obtain the contract on materially more fa-
vorable terms than otherwise would have
been possible. Company Y is considered to
obtain a benefit from Company X’s execution
of the performance guarantee.

Example 17. Passive association/benefit. The
facts are the same as in Erample 15, except
that Company X began the process of negoti-
ating the contract with the financial institu-
tion in Country B before acquiring Company
Y. Once Company Y was acquired by Com-
pany X, the contract with the financial insti-
tution was entered into by Company Y. Com-
pany Y is considered to obtain a benefit from
Company X’s negotiation of the contract.

Example 18. Passive association/benefit. The
facts are the same as in Example 15, except
that Company X sent a letter to the finan-
cial institution in Country B, which rep-
resented that Company X had a certain per-
centage ownership in Company Y and that
Company X would maintain that same per-
centage ownership interest in Company Y
until the contract was completed. This letter
allowed Company Y to obtain the contract
on more favorable terms than otherwise
would have been possible. Since this letter
from Company X to the financial institution
simply affirmed Company Y’s status as a
member of the controlled group and rep-
resented that this status would be main-
tained until the contract was completed,
Company Y is not considered to obtain a
benefit from Company X’s furnishing of the
letter.

Example 19. Passive association/benefit. (i) S
is a company that supplies plastic containers
to companies in various industries. S estab-
lishes the prices for its containers through a
price list that offers customers discounts
based solely on the volume of containers pur-
chased.
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(ii) Company X is the parent corporation of
a large controlled group in the information
technology sector. Company Y is a wholly-
owned subsidiary of Company X located in
Country B. Company X and Company Y both
purchase plastic containers from unrelated
supplier S. In year 1, Company X purchases 1
million units and Company Y purchases
100,000 units. S, basing its prices on pur-
chases by the entire group, completes the
order for 1.1 million units at a price of $0.95
per unit, and separately bills and ships the
orders to each company. Companies X and Y
undertake no bargaining with supplier S
with respect to the price charged, and pur-
chase no other products from supplier S.

(iii) R1 and its wholly-owned subsidiary R2
are a controlled group of taxpayers (unre-
lated to Company X or Company Y) each of
which carries out functions comparable to
those of Companies X and Y and undertakes
purchases of plastic containers from supplier
S, identical to those purchased from S by
Company X and Company Y, respectively. S,
basing its prices on purchases by the entire
group, charges R1 and R2 $0.95 per unit for
the 1.1 million units ordered. R1 and R2 un-
dertake no bargaining with supplier S with
respect to the price charged, and purchase no
other products from supplier S.

(iv) U is an uncontrolled taxpayer that car-
ries out comparable functions and under-
takes purchases of plastic containers from
supplier S identical to Company Y. U is not
a member of a controlled group, undertakes
no bargaining with supplier S with respect to
the price charged, and purchases no other
products from supplier S. U purchases 100,000
plastic containers from S at the price of $1.00
per unit.

(v) Company X charges Company Y a fee of
$5,000, or $0.05 per unit of plastic containers
purchased by Company Y, reflecting the fact
that Company Y receives the volume dis-
count from supplier S.

(vi) In evaluating the fee charged by Com-
pany X to Company Y, the Commissioner
considers whether the transactions between
R1, R2, and S or the transactions between U
and S provide a more reliable measure of the
transactions between Company X, Company
Y and S. The Commissioner determines that
Company Y’s status as a member of a con-
trolled group should be taken into account
for purposes of evaluating comparability of
the transactions, and concludes that the
transactions between R1, R2, and S are more
reliably comparable to the transactions be-
tween Company X, Company Y, and S. The
comparable charge for the purchase was $0.95
per unit. Therefore, obtaining the plastic
containers at a favorable rate (and the re-
sulting $5,000 savings) is entirely due to
Company Y’s status as a member of the Com-
pany X controlled group and not to any spe-
cific activity by Company X or any other
member of the controlled group. Con-
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sequently, Company Y is not considered to
obtain a benefit from Company X or any
other member of the controlled group.

Example 20. Disaggregation of transactions.
(i) X, a domestic corporation, is a pharma-
ceutical company that develops and manu-
factures ethical pharmaceutical products. Y,
a Country B corporation, is a distribution
and marketing company that also performs
clinical trials for X in Country B. Because Y
does not possess the capability to conduct
the trials, it contracts with a third party to
undertake the trials at a cost of $100. Y also
incurs $25 in expenses related to the third-
party contract (for example, in hiring and
working with the third party).

(ii) Based on a detailed functional analysis,
the Commissioner determines that Y per-
formed functions beyond merely facilitating
the clinical trials for X, such as audit con-
trols of the third party performing those
trials. In determining the arm’s length price,
the Commissioner may consider a number of
alternatives. For example, for purposes of
determining the arm’s length price, the Com-
missioner may determine that the intercom-
pany service is most reliably analyzed on a
disaggregated basis as two separate trans-
actions: in this case, the contract between Y
and the third party could constitute an in-
ternal CUSP with a price of $100. Y would be
further entitled to an arm’s length remu-
neration for its facilitating services. If the
most reliable method is one that provides a
markup on Y’s costs, then ‘‘total services
cost” in this context would be $25. Alter-
natively, the Commissioner may determine
that the intercompany service is most reli-
ably analyzed as a single transaction, based
on comparable uncontrolled transactions in-
volving the facilitation of similar clinical
trial services performed by third parties. If
the most reliable method is one that pro-
vides a markup on all of Y’s costs, and the
base of the markup determined by the com-
parable companies includes the third-party
clinical trial costs, then such a markup
would be applied to Y’s total services cost of
$125.

Example 21. Disaggregation of transactions.
(i) X performs a number of administrative
functions for its subsidiaries, including Y, a
distributor of widgets in Country B. These
services include those relating to working
capital (inventory and accounts receivable/
payable) management. To facilitate provi-
sion of these services, X purchases an ERP
system specifically dedicated to optimizing
working capital management. The system,
which entails significant third-party costs
and which includes substantial intellectual
property relating to its software, costs
$1,000.

(ii) Based on a detailed functional analysis,
the Commissioner determines that in pro-
viding administrative services for Y, X per-
formed functions beyond merely operating
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the ERP system itself, since X was effec-
tively using the ERP as an input to the ad-
ministrative services it was providing to Y.
In determining arm’s length price for the
services, the Commissioner may consider a
number of alternatives. For example, if the
most reliable uncontrolled data is derived
from companies that use similar ERP sys-
tems purchased from third parties to per-
form similar administrative functions for
uncontrolled parties, the Commissioner may
determine that a CPM is the best method for
measuring the functions performed by X,
and, in addition, that a markup on total
services costs, based on the markup from the
comparable companies, is the most reliable
PLI. In this case, total services cost, and the
basis for the markup, would include appro-
priate reflection of the ERP costs of $1,000.
Alternatively, X’s functions may be most re-
liably measured based on comparable uncon-
trolled companies that perform similar ad-
ministrative functions using their cus-
tomers’ own ERP systems. Under these cir-
cumstances, the total services cost would
equal X’s costs of providing the administra-
tive services excluding the ERP cost of
$1,000.

(m) Coordination with transfer pricing
rules for other transactions—(1) Services
transactions that include other types of
transactions. A transaction structured
as a controlled services transaction
may include other elements for which a
separate category or categories of
methods are provided, such as a loan or
advance, a rental, or a transfer of tan-
gible or intangible property. See
§§1.482-1(b)(2) and 1.482-2(a), (c), and
(d). Whether such an integrated trans-
action is evaluated as a controlled
services transaction under this section
or whether one or more elements
should be evaluated separately under
other sections of the section 482 regula-
tions depends on which approach will
provide the most reliable measure of
an arm’s length result. Ordinarily, an
integrated transaction of this type
may be evaluated under this section
and its separate elements need not be
evaluated separately, provided that
each component of the transaction
may be adequately accounted for in
evaluating the comparability of the
controlled transaction to the uncon-
trolled comparables and, accordingly,
in determining the arm’s length result
in the controlled transaction. See
§1.482-1(d)(3).

(2) Services transactions that effect a
transfer of intangible property. A trans-
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action structured as a controlled serv-
ices transaction may in certain cases
include an element that constitutes
the transfer of intangible property or
may result in a transfer, in whole or in
part, of intangible property. Notwith-
standing paragraph (m)(1) of this sec-
tion, if such element relating to intan-
gible property is material to the eval-
uation, the arm’s length result for the
element of the transaction that in-
volves intangible property must be cor-
roborated or determined by an analysis
under §1.482-4.

(3) Coordination with rules governing
cost sharing arrangements. Section 1.482—
7T provides the specific methods to be
used to determine arm’s length results
of controlled transactions in connec-
tion with a cost sharing arrangement.
This section provides the specific
methods to be used to determine arm’s
length results of a controlled service
transaction, including in an arrange-
ment for sharing the costs and risks of
developing intangibles other than a
cost sharing arrangement covered by
§1.482-7. In the case of such an arrange-
ment, consideration of the principles,
methods, comparability, and reliability
considerations set forth in §1.482-7 is
relevant in determining the best meth-
od, including an unspecified method,
under this section, as appropriately ad-
justed in light of the differences in the
facts and circumstances between such
arrangement and a cost sharing ar-
rangement.

(4) Other types of transactions that in-
clude controlled services transactions. A
transaction structured other than as a
controlled services transaction may in-
clude one or more elements for which
separate pricing methods are provided
in this section. Whether such an inte-
grated transaction is evaluated under
another section of the section 482 regu-
lations or whether one or more ele-
ments should be evaluated separately
under this section depends on which
approach will provide the most reliable
measure of an arm’s length result. Or-
dinarily, a single method may be ap-
plied to such an integrated trans-
action, and the separate services com-
ponent of the transaction need not be
separately analyzed under this section,
provided that the controlled services
may be adequately accounted for in
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evaluating the comparability of the
controlled transaction to the uncon-
trolled comparables and, accordingly,
in determining the arm’s length results
in the controlled transaction. See
§1.482-1(d)(3).

(5) Examples. The principles of this
paragraph (m) are illustrated by the
following examples:

Example 1. (i) U.S. parent corporation Com-
pany X enters into an agreement to main-
tain equipment of Company Y, a foreign sub-
sidiary. The maintenance of the equipment
requires the use of spare parts. The cost of
the spare parts necessary to maintain the
equipment amounts to approximately 25 per-
cent of the total costs of maintaining the
equipment. Company Y pays a fee that in-
cludes a charge for labor and parts.

(ii) Whether this integrated transaction is
evaluated as a controlled services trans-
action or is evaluated as a controlled serv-
ices transaction and the transfer of tangible
property depends on which approach will
provide the most reliable measure of an
arm’s length result. If it is not possible to
find comparable uncontrolled services trans-
actions that involve similar services and
tangible property transfers as the controlled
transaction between Company X and Com-
pany Y, it will be necessary to determine the
arm’s length charge for the controlled serv-
ices, and then to evaluate separately the
arm’s length charge for the tangible prop-
erty transfers under §1.482-1 and §§1.482-3
through 1.482-6. Alternatively, it may be pos-
sible to apply the comparable profits method
of §1.482-5 to evaluate the arm’s length prof-
it of Company X or Company Y from the in-
tegrated controlled transaction. The com-
parable profits method may provide the most
reliable measure of an arm’s length result if
uncontrolled parties are identified that per-
form similar, combined functions of main-
taining and providing spare parts for similar
equipment.

Example 2. (i) U.S. parent corporation Com-
pany X sells industrial equipment to its for-
eign subsidiary, Company Y. In connection
with this sale, Company X renders to Com-
pany Y services that consist of dem-
onstrating the use of the equipment and as-
sisting in the effective start-up of the equip-
ment. Company X structures the integrated
transaction as a sale of tangible property
and determines the transfer price under the
comparable uncontrolled price method of
§1.482-3(b).

(ii) Whether this integrated transaction is
evaluated as a transfer of tangible property
or is evaluated as a controlled services trans-
action and a transfer of tangible property de-
pends on which approach will provide the
most reliable measure of an arm’s length re-
sult. In this case, the controlled services
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may be similar to services rendered in the
transactions used to determine the com-
parable uncontrolled price, or they may ap-
propriately be considered a difference be-
tween the controlled transaction and com-
parable transactions with a definite and rea-
sonably ascertainable effect on price for
which appropriate adjustments can be made.
See §1.482-1(d)(3)(ii)(A)(6). In either case, ap-
plication of the comparable uncontrolled
price method to evaluate the integrated
transaction may provide a reliable measure
of an arm’s length result, and application of
a separate transfer pricing method for the
controlled services element of the trans-
action is not necessary.

Example 3. (i) The facts are the same as in
Example 2 except that, after assisting Com-
pany Y in start-up, Company X also renders
ongoing services, including instruction and
supervision regarding Company Y’s ongoing
use of the equipment. Company X structures
the entire transaction, including the incre-
mental ongoing services, as a sale of tangible
property, and determines the transfer price
under the comparable uncontrolled price
method of §1.482-3(b).

(ii) Whether this integrated transaction is
evaluated as a transfer of tangible property
or is evaluated as a controlled services trans-
action and a transfer of tangible property de-
pends on which approach will provide the
most reliable measure of an arm’s length re-
sult. It may not be possible to identify com-
parable uncontrolled transactions in which a
seller of merchandise renders services simi-
lar to the ongoing services rendered by Com-
pany X to Company Y. In such a case, the in-
cremental services in connection with ongo-
ing use of the equipment could not be taken
into account as a comparability factor be-
cause they are not similar to the services
rendered in connection with sales of similar
tangible property. Accordingly, it may be
necessary to evaluate separately the transfer
price for such services under this section in
order to produce the most reliable measure
of an arm’s length result. Alternatively, it
may be possible to apply the comparable
profits method of §1.482-5 to evaluate the
arm’s length profit of Company X or Com-
pany Y from the integrated controlled trans-
action. The comparable profits method may
provide the most reliable measure of an
arm’s length result if uncontrolled parties
are identified that perform the combined
functions of selling equipment and rendering
ongoing after-sale services associated with
such equipment. In that case, it would not be
necessary to separately evaluate the transfer
price for the controlled services under this
section.

Example 4. (i) Company X, a U.S. corpora-
tion, and Company Y, a foreign corporation,
are members of a controlled group. Both
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companies perform research and develop-
ment activities relating to integrated cir-
cuits. In addition, Company Y manufactures
integrated circuits. In years 1 through 3,
Company X engages in substantial research
and development activities, gains significant
know-how regarding the development of a
particular high-temperature resistant inte-
grated circuit, and memorializes that re-
search in a written report. In years 1 through
3, Company X generates overall net oper-
ating losses as a result of the expenditures
associated with this research and develop-
ment effort. At the beginning of year 4, Com-
pany X enters into a technical assistance
agreement with Company Y. As part of this
agreement, the researchers from Company X
responsible for this project meet with the re-
searchers from Company Y and provide them
with a copy of the written report. Three
months later, the researchers from Company
Y apply for a patent for a high-temperature
resistant integrated circuit based in large
part upon the know-how obtained from the
researchers from Company X.

(ii) The controlled services transaction be-
tween Company X and Company Y includes
an element that constitutes the transfer of
intangible property (such as, know-how). Be-
cause the element relating to the intangible
property is material to the arm’s length
evaluation, the arm’s length result for that
element must be corroborated or determined
by an analysis under §1.482-4.

(6) Global
served]

(n) Effective/applicability date—(1) In
general. This section is generally appli-
cable for taxable years beginning after
July 31, 2009. In addition, a person may
elect to apply the provisions of this
section to earlier taxable years. See
paragraph (n)(2) of this section.

(2) Election to apply regulations to ear-
lier taxable years—(i) Scope of election. A
taxpayer may elect to apply §1.482-
1(a)(1), (b)(2)({@), (DB)(1i)C) Eramples 3
through 6, (DE)(v), @O@)({iD)(A),
O @)(1i)(B), (@)D, (g)(4)(ii) Example
1, (1), ()H6G(E) and (G)(6)(ii), §1.482-2(D),
() (1) and (2), §1.482-4(H)(3)(1)(A), (D (3)(ii)
Examples 1 and 2, ()(4), (h)(1) and (2),
§1.482-6(c)(2)(11)(B)(1), (e)(2)(1i)(D),
© A (A), ()@)@D)(B), (c)(3)(i)D), and
(d), §1.482-8(b) Examples 10 through 12,
(¢)(1) and (c)(2), §1.482-9(a) through
(m)(2), and (m)(4) through (n)(2), §1.861-
8(a)(5)(i1), (1)(3), (e)(4), (DD ), (8) Ez-
amples 17, 18, and 30, §1.6038A-3(a)(3) Ex-
ample 4 and (i), §1.6662-6(d)(2)(ii)(B),
(D(2)EIDNBY4), (A)(2)(ii)(B)(6), and (g),
and §31.3121(s)-1(c)(2)(iii) and (d) of this
chapter to any taxable year beginning

dealing operations. [Re-
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after September 10, 2003. Such election
requires that all of the provisions of
such sections be applied to such tax-
able year and all subsequent taxable
years (earlier taxable years) of the tax-
payer making the election.

(ii) Effect of election. An election to
apply the regulations to earlier taxable
years has no effect on the limitations
on assessment and collection or on the
limitations on credit or refund (see
Chapter 66 of the Internal Revenue
Code).

(iii) Time and manner of making elec-
tion. An election to apply the regula-
tions to earlier taxable years must be
made by attaching a statement to the
taxpayer’s timely filed U.S. tax return
(including extensions) for its first tax-
able year beginning after July 31, 2009.

(iv) Revocation of election. An election
to apply the regulations to earlier tax-
able years may not be revoked without
the consent of the Commissioner.

[T.D. 9456, 74 FR 38846, Aug. 4, 2009, as amend-
ed by 74 FR 46345, Sept. 9, 2009; T.D. 9568, 76
FR 80136, Dec. 22, 2011]

§1.483-1 Interest on certain deferred
payments.

(a) Amount constituting interest in cer-
tain deferred payment transactions—(1)
In general. Except as provided in para-
graph (c) of this section, section 483 ap-
plies to a contract for the sale or ex-
change of property if the contract pro-
vides for one or more payments due
more than 1 year after the date of the
sale or exchange, and the contract does
not provide for adequate stated inter-
est. In general, a contract has adequate
stated interest if the contract provides
for a stated rate of interest that is at
least equal to the test rate (determined
under §1.483-3) and the interest is paid
or compounded at least annually. Sec-
tion 483 may apply to a contract
whether the contract is express (writ-
ten or oral) or implied. For purposes of
section 483, a sale or exchange is any
transaction treated as a sale or ex-
change for tax purposes. In addition,
for purposes of section 483, property in-
cludes debt instruments and invest-
ment units, but does not include
money, services, or the right to use
property. For the treatment of certain
obligations given in exchange for serv-
ices or the use of property, see sections
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404 and 467. For purposes of this para-
graph (a), money includes functional
currency and, in certain cir-
cumstances, nonfunctional currency.
See §1.988-2(b)(2) for circumstances
when nonfunctional currency is treated
as money rather than as property.

(2) Treatment of contracts to which sec-
tion 483 applies—({i) Treatment of
unstated interest. If section 483 applies
to a contract, unstated interest under
the contract is treated as interest for
tax purposes. Thus, for example,
unstated interest is not treated as part
of the amount realized from the sale or
exchange of property (in the case of the
seller), and is not included in the pur-
chaser’s basis in the property acquired
in the sale or exchange.

(i1) Method of accounting for interest
on contracts subject to section 483. Any
stated or unstated interest on a con-
tract subject to section 483 is taken
into account by a taxpayer under the
taxpayer’s regular method of account-
ing (e.g., an accrual method or the cash
receipts and disbursements method).
See §§1.446-1, 1.451-1, and 1.461-1. For
purposes of the preceding sentence, the
amount of interest (including unstated
interest) allocable to a payment under
a contract to which section 483 applies
is determined under §1.446-2(e).

(b) Definitions—(1) Deferred payments.
For purposes of the regulations under
section 483, a deferred payment means
any payment that constitutes all or a
part of the sales price (as defined in
paragraph (b)(2) of this section), and
that is due more than 6 months after
the date of the sale or exchange. Ex-
cept as provided in section 483(c)(2) (re-
lating to the treatment of a debt in-
strument of the purchaser), a payment
may be made in the form of cash, stock
or securities, or other property.

(2) Sales price. For purposes of section
483, the sales price for any sale or ex-
change is the sum of the amount due
under the contract (other than stated
interest) and the amount of any liabil-
ity included in the amount realized
from the sale or exchange. See §1.1001-
2. Thus, the sales price for any sale or
exchange includes any amount of
unstated interest under the contract.

(c) Exceptions to and limitations on the
application of section 483—(1) In general.
Sections 483(d), 1274(c)(4), and 1275(b)

§1.483-1

contain exceptions to and limitations
on the application of section 483.

(2) Sales price of $3,000 or less. Section
483(d)(2) applies only if it can be deter-
mined at the time of the sale or ex-
change that the sales price cannot ex-
ceed $3,000, regardless of whether the
sales price eventually paid for the
property is less than $3,000.

(3) Other exceptions and limitations—(i)
Certain transfers subject to section 1041.
Section 483 does not apply to any
transfer of property subject to section
1041 (relating to transfers of property
between spouses or incident to di-
vorce).

(i1) Treatment of certain obligees. Sec-
tion 483 does not apply to an obligee
under a contract for the sale or ex-
change of personal use property (within
the meaning of section 1275(b)(3)) in the
hands of the obligor and that evidences
a below-market loan described in sec-
tion 7872(c)(1).

(iii) Transactions involving certain de-
mand loans. Section 483 does not apply
to any payment under a contract that
evidences a demand loan that is a
below-market loan described in section
7872(c)(1).

(iv) Transactions involving certain an-
nuity contracts. Section 483 does not
apply to any payment under an annu-
ity contract described in section
1275(a)(1)(B) (relating to annuity con-
tracts excluded from the definition of
debt instrument).

(v) Options. Section 483 does not
apply to any payment under an option
to buy or sell property.

(d) Assumptions. If a debt instrument
is assumed, or property is taken sub-
ject to a debt instrument, in connec-
tion with a sale or exchange of prop-
erty, the debt instrument is treated for
purposes of section 483 in a manner
consistent with the rules of §1.1274-5.

(e) Aggregation rule. For purposes of
section 483, all sales or exchanges that
are part of the same transaction (or a
series of related transactions) are
treated as a single sale or exchange,
and all contracts calling for deferred
payments arising from the same trans-
action (or a series of related trans-
actions) are treated as a single con-
tract. This rule, however, generally
only applies to contracts and to sales
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or exchanges involving a single buyer
and a single seller.

(f) Effective date. This section applies
to sales and exchanges that occur on or
after April 4, 1994. Taxpayers, however,
may rely on this section for sales and
exchanges that occur after December
21, 1992, and before April 4, 1994.

[T.D. 8517, 59 FR 4805, Feb. 2, 1994]

§1.483-2 Unstated interest.

(a) In general—(1) Adequate stated in-
terest. For purposes of section 483, a
contract has unstated interest if the
contract does not provide for adequate
stated interest. A contract does not
provide for adequate stated interest if
the sum of the deferred payments ex-
ceeds—

(i) The sum of the present values of
the deferred payments and the present
values of any stated interest payments
due under the contract; or

(ii) In the case of a cash method debt
instrument (within the meaning of sec-
tion 1274A(c)(2)) received in exchange
for property in a potentially abusive
situation (as defined in §1.1274-3), the
fair market value of the property re-
duced by the fair market value of any
consideration other than the debt in-
strument, and reduced by the sum of
all principal payments that are not de-
ferred payments.

(2) Amount of wunstated interest. For
purposes of section 483, unstated inter-
est means an amount equal to the ex-
cess of the sum of the deferred pay-
ments over the amount described in
paragraph (a)(1)(i) or (a)(1)(ii) of this
section, whichever is applicable.

(b) Operational rules—(1) In general.
For purposes of paragraph (a) of this
section, rules similar to those in
§1.1274-2 apply to determine whether a
contract has adequate stated interest
and the amount of unstated interest, if
any, on the contract.

(2) Present value. For purposes of
paragraph (a) of this section, the
present value of any deferred payment
or interest payment is determined by
discounting the payment from the date
it becomes due to the date of the sale
or exchange at the test rate of interest
applicable to the contract in accord-
ance with §1.483-3.

(c) Examples. The following examples
illustrate the rules of this section.
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Example 1. Contract that does not have ade-
quate stated interest. On January 1, 1995, A
sells B nonpublicly traded property under a
contract that calls for a $100,000 payment of
principal on January 1, 2005, and 10 annual
interest payments of $9,000 on January 1 of
each year, beginning on January 1, 1996. As-
sume that the test rate of interest is 9.2 per-
cent, compounded annually. The contract
does not provide for adequate stated interest
because it does not provide for interest equal
to 9.2 percent, compounded annually. The
present value of the deferred payments is
$98,727.69. As a result, the contract has
unstated interest of $1,272.31 ($100,000 —
$98,727.69).

Example 2. Contract that does not have ade-
quate stated interest; no interest for initial short
period. On May 1, 1996, A sells B nonpublicly
traded property under a contract that calls
for B to make a principal payment of $200,000
on December 31, 1998, and semiannual inter-
est payments of $9,000, payable on June 30
and December 31 of each year, beginning on
December 31, 1996. Assume that the test rate
of interest is 9 percent, compounded semi-
annually. Even though the contract calls for
a stated rate of interest no lower than the
test rate of interest, the contract does not
provide for adequate stated interest because
the stated rate of interest does not apply for
the short period from May 1, 1996, through
June 30, 1996.

Example 3. Potentially abusive situation. (i)
Facts. In a potentially abusive situation, a
contract for the sale of nonpublicly traded
personal property calls for the issuance of a
cash method debt instrument (as defined in
section 1274A(c)(2)) with a stated principal
amount of $700,000, payable in 5 years. No
other consideration is given. The debt in-
strument calls for annual payments of inter-
est over its entire term at a rate of 9.2 per-
cent, compounded annually (the test rate of
interest applicable to the debt instrument).
Thus, the present value of the deferred pay-
ment and the interest payments is $700,000.
Assume that the fair market value of the
property is $500,000.

(ii) Amount of wunstated interest. A cash
method debt instrument received in ex-
change for property in a potentially abusive
situation provides for adequate stated inter-
est only if the sum of the deferred payments
under the instrument does not exceed the
fair market value of the property. Because
the deferred payment ($700,000) exceeds the
fair market value of the property ($500,000),
the debt instrument does not provide for ade-
quate stated interest. Therefore, the debt in-
strument has unstated interest of $200,000.

Example 4. Variable rate debt instrument with
adequate stated interest; variable rate as of the
issue date greater than the test rate. (i) Facts.
A contract for the sale of nonpublicly traded
property calls for the issuance of a debt in-
strument in the principal amount of $75,000
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due in 10 years. The debt instrument calls for
interest payable semiannually at a rate of 3
percentage points above the yield on 6-
month Treasury bills at the mid-point of the
semiannual period immediately preceding
each interest payment date. Assume that the
interest rate is a qualified floating rate and
that the debt instrument is a variable rate
debt instrument within the meaning of
§1.1275-5.

(ii) Adequate stated interest. Under para-
graph (b)(1) of this section, rules similar to
those in §1.1274-2(f) apply to determine
whether the debt instrument has adequate
stated interest. Assume that the test rate of
interest applicable to the debt instrument is
9 percent, compounded semiannually. As-
sume also that the yield on 6-month Treas-
ury bills on the date of the sale is 8.89 per-
cent, which is greater than the yield on 6-
month Treasury bills on the first date on
which there is a binding written contract
that substantially sets forth the terms under
which the sale is consummated. Under
§1.1274-2(f), the debt instrument is tested for
adequate stated interest as if it provided for
a stated rate of interest of 11.89 percent (3
percent plus 8.89 percent), compounded semi-
annually, payable over its entire term. Be-
cause the test rate of interest is 9 percent,
compounded semiannually, and the debt in-
strument is treated as providing for stated
interest of 11.89 percent, compounded semi-
annually, the debt instrument provides for
adequate stated interest.

(d) Effective date. This section applies
to sales and exchanges that occur on or
after April 4, 1994. Taxpayers, however,
may rely on this section for sales and
exchanges that occur after December
21, 1992, and before April 4, 1994.

[T.D. 8517, 59 FR 4806, Feb. 2, 1994]

§1.483-3 Test rate of interest applica-
ble to a contract.

(a) General rule. For purposes of sec-
tion 483, the test rate of interest for a
contract is the same as the test rate
that would apply under §1.1274-4 if the
contract were a debt instrument. Para-
graph (b) of this section, however, pro-
vides for a lower test rate in the case of
certain sales or exchanges of land be-
tween related individuals.

(b) Lower rate for certain sales or ex-
changes of land between related individ-
uals—(1) Test rate. In the case of a
qualified sale or exchange of land be-
tween related individuals (described in
section 483(e)), the test rate is not
greater than 6 percent, compounded
semiannually, or an equivalent rate
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based on an appropriate compounding
period.

(2) Special rules. The following rules
and definitions apply in determining
whether a sale or exchange is a quali-
fied sale under section 483(e):

(1) Definition of family members. The
members of an individual’s family are
determined as of the date of the sale or
exchange. The members of an individ-
ual’s family include those individuals
described in section 267(c)(4) and the
spouses of those individuals. In addi-
tion, for purposes of section 267(c)(4),
full effect is given to a legal adoption,
ancestor means parents and grand-
parents, and lineal descendants means
children and grandchildren.

(ii) $500,000 limitation. Section 483(e)
does not apply to the extent that the
stated principal amount of the debt in-
strument issued in the sale or ex-
change, when added to the aggregate
stated principal amount of any other
debt instruments to which section
483(e) applies that were issued in prior
qualified sales between the same two
individuals during the same calendar
year, exceeds $500,000. See Example 3 of
paragraph (b)(3) of this section.

(iii) Other limitations. Section 483(e)
does not apply if the parties to a con-
tract include persons other than the re-
lated individuals and the parties enter
into the contract with an intent to cir-
cumvent the purposes of section 483(e).
In addition, if the property sold or ex-
changed includes any property other
than land, section 483(e) applies only to
the extent that the stated principal
amount of the debt instrument issued
in the sale or exchange is attributable
to the land (based on the relative fair
market values of the land and the
other property).

(3) Examples. The following examples
illustrate the rules of this paragraph
(o).

Example 1. On January 1, 1995, A sells land
to B, A’s child, for $650,000. The contract for
sale calls for B to make a $250,000 down pay-
ment and issue a debt instrument with a
stated principal amount of $400,000. Because
the stated principal amount of the debt in-
strument is less than $500,000, the sale is a
qualified sale and section 483(e) applies to
the debt instrument.

Example 2. The facts are the same as in Ex-
ample 1 of paragraph (b)(3) of this section, ex-
cept that on June 1, 1995, A sells additional
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land to B under a contract that calls for B to
issue a debt instrument with a stated prin-
cipal amount of $100,000. The stated principal
amount of this debt instrument ($100,000)
when added to the stated principal amount
of the prior debt instrument ($400,000) does
not exceed $500,000. Thus, section 483(e) ap-
plies to both debt instruments.

Example 3. The facts are the same as in Ex-
ample 1 of paragraph (b)(3) of this section, ex-
cept that on June 1, 1995, A sells additional
land to B under a contract that calls for B to
issue a debt instrument with a stated prin-
cipal amount of $150,000. The stated principal
amount of this debt instrument when added
to the stated principal amount of the prior
debt instrument ($400,000) exceeds $500,000.
Thus, for purposes of section 483(e), the debt
instrument issued in the sale of June 1, 1995,
is treated as two separate debt instruments:
a $100,000 debt instrument (to which section
483(e) applies) and a $50,000 debt instrument
(to which section 1274, if otherwise applica-
ble, applies).

(c) Effective date. This section applies
to sales and exchanges that occur on or
after April 4, 1994. Taxpayers, however,
may rely on this section for sales and
exchanges that occur after December
21, 1992, and before April 4, 1994.

[T.D. 8517, 59 FR 4807, Feb. 2, 1994]

§1.483-4 Contingent payments.

(a) In general. This section applies to
a contract for the sale or exchange of
property (the overall contract) if the
contract provides for one or more con-
tingent payments and the contract is
subject to section 483. This section ap-
plies even if the contract provides for
adequate stated interest under §1.483-2.
If this section applies to a contract, in-
terest under the contract is generally
computed and accounted for using
rules similar to those that would apply
if the contract were a debt instrument
subject to §1.1275-4(c). Consequently,
all noncontingent payments under the
overall contract are treated as if made
under a separate contract, and interest
accruals on this separate contract are
computed under rules similar to those
contained in §1.1275-4(c)(3). Each con-
tingent payment under the overall con-
tract is characterized as principal and
interest under rules similar to those
contained in §1.1275-4(c)(4). However,
any interest, or amount treated as in-
terest, on a contract subject to this
section is taken into account by a tax-
payer under the taxpayer’s regular
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method of accounting (e.g., an accrual
method or the cash receipts and dis-
bursements method).

(b) Examples. The following examples
illustrate the provisions of paragraph
(a) of this section:

Example 1. Deferred payment sale with con-
tingent interest. (i) Facts. On December 31,
1996, A sells depreciable personal property to
B. As consideration for the sale, B issues to
A a debt instrument with a maturity date of
December 31, 2001. The debt instrument pro-
vides for a principal payment of $200,000 on
the maturity date, and a payment of interest
on December 31 of each year, beginning in
1997, equal to a percentage of the total gross
income derived from the property in that
year. However, the total interest payable on
the debt instrument over its entire term is
limited to a maximum of $50,000. Assume
that on December 31, 1996, the short-term ap-
plicable Federal rate is 4 percent, com-
pounded annually, and the mid-term applica-
ble Federal rate is 5 percent, compounded an-
nually.

(ii) Treatment of moncontingent payment as
separate contract. Each payment of interest is
a contingent payment. Accordingly, under
paragraph (a) of this section, for purposes of
applying section 483 to the debt instrument,
the right to the noncontingent payment of
$200,000 is treated as a separate contract. The
amount of unstated interest on this separate
contract is equal to $43,295, which is the
amount by which the payment ($200,000) ex-
ceeds the present value of the payment
($156,705), calculated using the test rate of 5
percent, compounded annually. The $200,000
payment is thus treated as consisting of a
payment of interest of $43,295 and a payment
of principal of $156,705. The interest is in-
cludible in A’s gross income, and deductible
by B, under their respective methods of ac-
counting.

(iii) Treatment of contingent payments. As-
sume that the amount of the contingent pay-
ment that is paid on December 31, 1997, is
$20,000. Under paragraph (a) of this section,
the $20,000 payment is treated as a payment
of principal of $19,231 (the present value, as
of the date of sale, of the $20,000 payment,
calculated using a test rate equal to 4 per-
cent, compounded annually) and a payment
of interest of $769. The $769 interest payment
is includible in A’s gross income, and deduct-
ible by B, in their respective taxable years in
which the payment occurs. The amount
treated as principal gives B additional basis
in the property on December 31, 1997. The re-
maining contingent payments on the debt in-
strument are accounted for similarly, using
a test rate of 4 percent, compounded annu-
ally, for the payments made on December 31,
1998, and December 31, 1999, and a test rate of
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5 percent, compounded annually, for the pay-
ments made on December 31, 2000, and De-
cember 31, 2001.

Example 2. Contingent stock payout. (i) Facts.
M Corporation and N Corporation each owns
one-half of the stock of O Corporation. On
December 31, 1996, pursuant to a reorganiza-
tion qualifying under section 368(a)(1)(B), M
acquires the one-half interest of O held by N
in exchange for 30,000 shares of M voting
stock and a non-assignable right to receive
up to 10,000 additional shares of M’s voting
stock during the next 3 years, provided the
net profits of O exceed certain amounts spec-
ified in the contract. No interest is provided
for in the contract. No additional shares are
received in 1997 or in 1998. In 1999, the annual
earnings of O exceed the specified amount,
and, on December 31, 1999, an additional 3,000
M voting shares are transferred to N. The
fair market value of the 3,000 shares on De-
cember 31, 1999, is $300,000. Assume that on
December 31, 1996, the short-term applicable
Federal rate is 4 percent, compounded annu-
ally. M and N are calendar year taxpayers.

(ii) Allocation of interest. Section 1274 does
not apply to the right to receive the addi-
tional shares because the right is not a debt
instrument for federal income tax purposes.
As a result, the transfer of the 3,000 M voting
shares to N is a deferred payment subject to
section 483 and a portion of the shares is
treated as unstated interest under that sec-
tion. The amount of interest allocable to the
shares is equal to the excess of $300,000 (the
fair market value of the shares on December
31, 1999) over $266,699 (the present value of
$300,000, determined by discounting the pay-
ment at the test rate of 4 percent, com-
pounded annually, from December 31, 1999, to
December 31, 1996). As a result, the amount
of interest allocable to the payment of the
shares is $33,301 ($300,000-$266,699). Both M
and N take the interest into account in 1999.

(c) Effective date. This section applies
to sales and exchanges that occur on or
after August 13, 1996.

[T.D. 8674, 61 FR 30138, June 14, 1996]

REGULATIONS APPLICABLE FOR TAXABLE
YEARS BEGINNING ON OR BEFORE APRIL
21, 1993

§1.482-1A Allocation of income and
deductions among taxpayers.

(a) Definitions. When used in this sec-
tion and in §1.482-2—

(1) The term ‘‘organization’ includes
any organization of any kind, whether
it be a sole proprietorship, a partner-
ship, a trust, an estate, an association,
or a corporation (as each is defined or
understood in the Internal Revenue

§1.482-1A

Code or the regulations thereunder), ir-
respective of the place where orga-
nized, where operated, or where its
trade or business is conducted, and re-
gardless of whether domestic or for-
eign, whether exempt, whether affili-
ated, or whether a party to a consoli-
dated return.

(2) The term ‘‘trade’ or ‘‘business’
includes any trade or business activity
of any kind, regardless of whether or
where organized, whether owned indi-
vidually or otherwise, and regardless of
the place where carried on.

(3) The term ‘‘controlled” includes
any kind of control, direct or indirect,
whether legally enforceable, and how-
ever exercisable or exercised. It is the
reality of the control which is decisive,
not its form or the mode of its exercise.
A presumption of control arises if in-
come or deductions have been arbi-
trarily shifted.

(4) The term ‘‘controlled taxpayer”
means any one of two or more organi-
zations, trades, or businesses owned or
controlled directly or indirectly by the
same interests.

(5) The terms ‘‘group’ and ‘‘group of
controlled taxpayers’ mean the organi-
zations, trades, or businesses owned or
controlled by the same interests.

(6) The term ‘‘true taxable income’
means, in the case of a controlled tax-
payer, the taxable income (or, as the
case may be, any item or element af-
fecting taxable income) which would
have resulted to the controlled tax-
payer, had it in the conduct of its af-
fairs (or, as the case may be, in the
particular contract, transaction, ar-
rangement, or other act) dealt with the
other member or members of the group
at arm’s length. It does not mean the
income, the deductions, the credits, the
allowances, or the item or element of
income, deductions, credits, or allow-
ances, resulting to the controlled tax-
payer by reason of the particular con-
tract, transaction, or arrangement, the
controlled taxpayer, or the interests
controlling it, chose to make (even
though such contract, transaction, or
arrangement be legally binding upon
the parties thereto).

(b) Scope and purpose. (1) The purpose
of section 482 is to place a controlled
taxpayer on a tax parity with an un-
controlled taxpayer, by determining,

857



		Superintendent of Documents
	2024-05-23T00:17:22-0400
	Government Publishing Office, Washington, DC 20401
	Government Publishing Office
	Government Publishing Office attests that this document has not been altered since it was disseminated by Government Publishing Office




