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(ii) Comparability and reliability consider-
ations. 

(A) In general. 
(B) Comparability. 
(C) Data and assumptions. 
(D) Other factors affecting reliability. 
(iii) Example. 

§ 1.482–7 Sharing of costs. 

(a) In general. 
(1) Scope and application of the rules in 

this section. 
(2) Limitation on allocations. 
(3) Coordination with § 1.482–1. 
(4) Cross references. 
(b) Qualified cost sharing arrangement. 
(c) Participant. 
(1) In general. 
(2) Treatment of a controlled taxpayer that 

is not a controlled participant. 
(i) In general. 
(ii) Example. 
(3) Treatment of consolidated group. 
(d) Costs. 
(1) Intangible development costs. 
(2) Stock-based compensation. 
(i) In general. 
(ii) Identification of stock-based compensa-

tion related to intangible development. 
(iii) Measurement and timing of stock- 

based compensation expense. 
(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 qualified 

cost sharing arrangement. 
(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. 
(3) Examples. 
(e) Anticipated benefits. 
(1) Benefits. 
(2) Reasonably anticipated benefits. 
(f) Cost allocations. 
(1) In general. 
(2) Share of intangible development costs. 
(i) In general. 
(ii) Example. 
(3) Share of reasonably anticipated bene-

fits. 
(i) In general. 
(ii) Measure of benefits. 
(iii) 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. 
(iv) Projections used to estimate antici-

pated benefits. 
(A) In general. 
(B) Unreliable projections. 
(C) Foreign-to-foreign adjustments. 
(D) Examples. 
(4) Timing of allocations. 
(g) Allocations of income, deductions or 

other tax items to reflect transfers of intan-
gibles (buy-in). 

(1) In general. 
(2) Pre-existing intangibles. 
(3) New controlled participant. 
(4) Controlled participant relinquishes in-

terests. 
(5) Conduct inconsistent with the terms of 

a cost sharing arrangement. 
(6)Failure to assign interests under a quali-

fied cost sharing arrangement. 
(7) Form of consideration. 
(i) Lump sum payments. 
(ii) Installment payments. 
(iii) Royalties. 
(8) Examples. 
(h) Character of payments made pursuant 

to a qualified cost sharing arrangement. 
(1) In general. 
(2) Examples. 
(i) Accounting requirements. 
(j) Administrative requirements. 
(1) In general. 
(2) Documentation. 
(i) Requirements. 
(ii) Coordination with penalty regulation. 
(3) Reporting requirements. 
(k) Effective date. 
(l) Transition rule. 

§ 1.482–8 Examples of the best method rule. 

(a) In general. 
(b) Examples. 

[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] 

§ 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 
income of the controlled taxpayer. This 
§ 1.482–1 sets forth general principles 
and guidelines to be followed under 
section 482. Section 1.482–2 provides 
rules for the determination of the true 
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taxable income of controlled taxpayers 
in specific situations, including con-
trolled transactions involving loans or 
advances, services, and property. Sec-
tions 1.482–3 through 1.482–6 elaborate 
on the rules that apply to controlled 
transactions involving property. Sec-
tion 1.482–7T sets forth the cost sharing 
provisions applicable to taxable years 
beginning on or after October 6, 1994, 
and before January 1, 1996. Section 
1.482–7 sets forth the cost sharing pro-
visions applicable to taxable years be-
ginning on or after January 1, 1996. Fi-
nally, § 1.482–8 provides examples illus-
trating the application of the best 
method rule. 

(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 
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 1.482–6 provide 
specific methods to be used to evaluate 
whether transactions between or 
among members of the controlled 
group satisfy the arm’s length stand-
ard, and if they do not, to determine 
the arm’s length result. Section 1.482–7 
provides the specific method to be used 
to evaluate whether a qualified cost 
sharing arrangement 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 
apply the methods applicable to serv-
ices and property in order to determine 
an arm’s length result. But see § 1.482– 
1(f)(2)(i) (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. 

(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. 

VerDate May<04>2004 08:00 May 19, 2004 Jkt 203087 PO 00000 Frm 00577 Fmt 8010 Sfmt 8010 Y:\SGML\203087T.XXX 203087T



578 

26 CFR Ch. I (4–1–04 Edition) § 1.482–1 

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 method in 
the case of a qualified cost sharing ar-
rangement. 

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

(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 
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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. 

(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 
uncontrolled transactions requires a 
comparison of the significant contrac-
tual terms that could affect the results 
of the two transactions. These terms 
include— 

(1) 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. 
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(B) Identifying contractual terms—(1) 
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 
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. FS 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 
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 term imputed from 
economic substance. (i) USD, a United States 
corporation, is the exclusive distributor of 
products manufactured by FP, its foreign 
parent. The FP products are sold under a 
tradename that is not known in the United 
States. USD does not have an agreement 
with FP for the use of FP’s tradename. For 
Years 1 through 6, USD bears marketing ex-
penses promoting FP’s tradename in the 
United States that are substantially above 
the level of such expenses incurred by com-
parable distributors in uncontrolled trans-
actions. FP does not directly or indirectly 
reimburse USD for its marketing expenses. 
By Year 7, the FP tradename has become 
very well known in the market and com-
mands a price premium. At this time, USD 
becomes a commission agent for FP. 
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(ii) In determining USD’s arm’s length re-
sult for Year 7, the district director con-
siders the economic substance of the ar-
rangements between USD and FP through-
out the course of their relationship. It is un-
likely that at arm’s length, USD would incur 
these above-normal expenses without some 
assurance it could derive a benefit from 
these expenses. In this case, these expendi-
tures indicate a course of conduct that is 
consistent with an agreement under which 
USD received a long-term right to use the 
FP tradename in the United States. Such 
conduct is inconsistent with the contractual 
arrangements between FP and USD under 
which USD was merely a distributor, and 
later a commission agent, for FP. Therefore, 
the district director may impute an agree-
ment between USD and FP under which USD 
will retain an appropriate portion of the 
price premium attributable to the FP 
tradename. 

(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— 

(1) 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; 

(3) Financial risks, including fluctua-
tions in foreign currency rates of ex-
change and interest rates; 

(4) Credit and collection risks; 
(5) 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— 

(1) 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 
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 
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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 
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 uncontrolled 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 intangibles that are embed-
ded in tangible property or services 
being transferred. The comparability of 
the embedded intangibles will be ana-
lyzed using the factors listed in § 1.482– 
4(c)(2)(iii)(B)(1) (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, see §§ 1.482–3 through 1.482–6; 
see also § 1.482–3(f), dealing with the co-
ordination of the intangible and tan-
gible property 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 
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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 
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 
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 
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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— 

(1) 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)(iii). 

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 
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 
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 
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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 valid 
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 
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 25 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)(iii)(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 
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 
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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: 

Comparable Result 
(price) 

1 ............................................................................. $44.00 
2 ............................................................................. 45.00 
3 ............................................................................. 45.00 
4 ............................................................................. 45.50 

(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. 

Example 3 Arm’s length range limited to inter-
quartile range. (i) The facts are the same as in 
Example 2, except in this case there are some 
product and functional differences between 
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: 

Uncontrolled comparable Result 
(price) 

1 ............................................................................. $42.00 
2 ............................................................................. 44.00 
3 ............................................................................. 45.00 
4 ............................................................................. 47.50 

(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 inter-
quartile 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. 

(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 tax not a 
prerequisite. In making allocations 
under section 482, the district director 
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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 
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. 
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) Aggregation of transactions—(A) In 
general. The combined effect of two or 
more separate transactions (whether 
before, during, or after the taxable 
year under review) may be considered, 
if such transactions, taken as a whole, 
are so interrelated that consideration 
of multiple transactions is the most re-
liable means of determining the arm’s 
length consideration for the controlled 
transactions. Generally, transactions 
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will be aggregated only when they in-
volve related products or services, as 
defined in § 1.6038A–3(c)(7)(vii). 

(B) Examples. The following examples 
illustrate this paragraph (f)(2)(i). 

Example 1. P enters into a license agree-
ment with S1, its subsidiary, that permits S1 
to use a proprietary manufacturing process 
and to sell the output from this process 
throughout a specified region. S1 uses the 
manufacturing process and sells its output 
to S2, another subsidiary of P, which in turn 
resells the output to uncontrolled parties in 
the specified region. In evaluating the arm’s 
length character of the royalty paid by S1 to 
P, it may be appropriate to consider the 
arm’s length character of the transfer prices 
charged by S1 to S2 and the aggregate profits 
earned by S1 and S2 from the use of the man-
ufacturing process and the sale to uncon-
trolled parties of the products produced by 
S1. 

Example 2. S1, S2, and S3 are Country Z 
subsidiaries of U.S. manufacturer P. S1 is 
the exclusive Country Z distributor of com-
puters manufactured by P. S2 provides mar-
keting services in connection with sales of P 
computers in Country Z, and in this regard 
uses significant marketing intangibles pro-
vided by P. S3 administers the warranty pro-
gram with respect to P computers in Coun-
try Z, including maintenance and repair 
services. In evaluating the arm’s length 
character of the transfer price paid by S1 to 
P, of the fees paid by S2 to P for the use of 
P marketing intangibles, and of the service 
fees earned by S2 and S3, it may be appro-
priate to consider the combined effects of 
these separate transactions because they are 
so interrelated that they are most reliably 
analyzed on an aggregated basis. 

Example 3. The facts are the same as in Ex-
ample 2. In addition, U1, U2, and U3 are un-
controlled taxpayers that carry out func-
tions comparable to those of S1, S2, and S3, 
respectively, with respect to computers pro-
duced by unrelated manufacturers. R1, R2, 
and R3 are a controlled group of taxpayers 
(unrelated to the P controlled group) that 
also carry out functions comparable to those 
of S1, S2, and S3 with respect to computers 
produced by their common parent. Prices 
charged to uncontrolled customers of the R 
group differ from the prices charged to cus-
tomers of U1, 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 determined that the inter-
related R group transactions are more reli-
able than the wholly independent trans-
actions of U1, U2, and U3, given the inter-
relationship of the P group transactions. 

Example 4. P enters into a license agree-
ment with S1 that permits S1 to use a pro-
priety process for manufacturing product X 

and to sell product X to uncontrolled parties 
throughout a specified region. P also sells to 
S1 product Y which is manufactured by P in 
the United States, and which is unrelated to 
product X. Product Y is resold by S1 to un-
controlled parties in the specified region. In 
evaluating the arm’s length character of 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, it would not be appropriate to 
consider the combined effects of these sepa-
rate and unrelated transactions. 

(ii) Allocation based on taxpayer’s ac-
tual transactions—(A) In general. The 
district director will evaluate the re-
sults of a transaction as actually struc-
tured by the taxpayer unless its struc-
ture lacks economic substance. How-
ever, the district director may consider 
the alternatives available to the tax-
payer in determining whether the 
terms of the controlled transaction 
would be acceptable to an uncontrolled 
taxpayer faced with the same alter-
natives and operating under com-
parable circumstances. In such cases 
the district director may adjust the 
consideration charged in the controlled 
transaction based on the cost or profit 
of an alternative as adjusted to ac-
count for material 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 
§ 1.482–1(d)(3) (Factors for determining 
comparability, Contractual terms and 
Risk); §§ 1.482–3(e) and 1.482–4(d) (Un-
specified methods). 

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

Example. P and S are controlled taxpayers. 
P enters into a license agreement with S 
that permits S to use a proprietary process 
for manufacturing product X. Using its sales 
and marketing employees, S sells product X 
to related and unrelated customers outside 
the United States. If the license agreement 
between P and S has economic substance, 
the district director ordinarily will not re-
structure the taxpayer’s transaction to treat 
P as if it had elected to exploit directly the 
manufacturing process. However, the fact 
that P could have manufactured product X 
may be taken into account under § 1.482–4(d) 
in determining the arm’s length consider-
ation for the controlled transaction. For an 
example of such an analysis, see Example in 
§ 1.482–4(d)(2). 
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(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 
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 is 
available for the taxable year under re-
view, the effect of business cycles in 
the controlled taxpayer’s industry, or 
the effects of life cycles of the product 
or intangible being examined. Data 
from one or more years before or after 
the taxable year under review must or-
dinarily be considered for purposes of 
applying the provisions of § 1.482– 
1(d)(3)(iii) (Risk), § 1.482–1(d)(4)(i) (Mar-
ket share strategy), § 1.482–4(f)(2) (Peri-
odic adjustments), and § 1.482–5 (Com-
parable profits method). On the other 
hand, multiple-year data ordinarily 
will not be considered for purposes of 
applying the comparable uncontrolled 
price method (except 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-
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 

VerDate May<04>2004 08:00 May 19, 2004 Jkt 203087 PO 00000 Frm 00590 Fmt 8010 Sfmt 8010 Y:\SGML\203087T.XXX 203087T



591 

Internal Revenue Service, Treasury § 1.482–1 

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 
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 
(f)(2)(iii). 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 $56 to $58 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%. 

(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 
(f)(3)(iii)(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: 

1992 1993 1994 Aver-
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 
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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 
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 (f)(2)(v). 

Example. (i) FS is a foreign subsidiary of P, 
a U.S. corporation. P manufactures and sells 
household appliances. FS operates as P’s ex-
clusive distributor in Europe. P annually es-
tablishes the price for each of its appliances 
sold to FS 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%. 

(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 
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computation of a shareholder of the 
other member, for example, under the 
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 
(g)(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 
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. 
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(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 
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 $5 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—(i) In general. If an alloca-
tion is made under section 482 with re-
spect to a transaction between con-
trolled taxpayers, the district director 
will also take into account the effect of 
any other non-arm’s length transaction 
between the same controlled taxpayers 
in the same taxable year which will re-
sult in a setoff against the original sec-
tion 482 allocation. Such setoff, how-
ever, will be taken into account only if 
the requirements of § 1.482–1(g)(4)(ii) 
are satisfied. If the effect of the setoff 
is to change the characterization or 
source of the income or deductions, 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 income or 
deductions. For purposes of this setoff 
provision, the term arm’s length refers 
to the amount defined in paragraph (b) 
(Arm’s length standard) of this section, 

without regard to the rules in § 1.482–2 
under which certain charges are 
deemed to be equal to arm’s length. 

(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 
services to S, its foreign subsidiary in Coun-
try Y, in connection with the construction of 
S’s factory. An arm’s length charge for such 
services determined under § 1.482–2(b) 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 ma-
chine is $25,000. P bills S $125,000 for the serv-
ices, but does not charge S for the use of the 
machine. No allocation will be made with re-
spect to the undercharge for the machine if 
P notifies the district director of the basis of 
the claimed setoff within 30 days after the 
date of the letter from the district director 
transmitting the examination report noti-
fying P of the proposed adjustment, estab-
lishes that the excess amount charged for 
services was equal to an arm’s length charge 
for the use of the machine and that the tax-
able income and income tax liabilities of P 
are not distorted, and documents the correl-
ative 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 taxpayer 
safe harbor. [Reserved] 

(2) Effect of foreign legal restrictions— 
(i) In general. The district director will 
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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, 
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). 

(ii) 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 
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, 
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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 
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)(ii)(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 
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—(i) 
Cost sharing under section 936. If a pos-
sessions corporation makes an election 
under section 936(h)(5)(C)(i)(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)(i)(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)(i)(I), 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)(ii)(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 (10) 
of this section apply to §§ 1.482–1 
through 1.482–8. 
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(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 
(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 kind, 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) Taxpayer means any person, orga-
nization, trade or business, whether or 
not subject to any internal revenue 
tax. 

(4) Controlled includes any kind 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 taxpayer 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 taxpayer 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 taxpayers 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-
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 uncontrolled trans-
action means any transaction between 
two or more taxpayers that are not 
members of the same group of con-
trolled taxpayers. 

(9) True taxable 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 
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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 
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. 

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

[T.D. 8552, 59 FR 34990, July 8, 1994, as amend-
ed by T.D. 9088, 68 FR 51177, Aug. 26, 2003] 

§ 1.482–2 Determination of taxable in-
come in specific situations. 

(a) Loans or advances—(1) Interest on 
bona fide indebtedness—(i) In general. 
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— 

(1) 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). 

(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 
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