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Revenue’’, 137 F. 2d 600 (3d Cir. 1943), 
cert. denied 320 U.S. 794 (1943). 

(6) If payment or reimbursement for 
the sale, exchange, or use of property, 
the rendition of services, or the ad-
vance of other consideration among 
members of a group of controlled enti-
ties was prevented, or would have been 
prevented, at the time of the trans-
action because of currency or other re-
strictions imposed under the laws of 
any foreign country, any distributions, 
apportionments, or allocations which 
may be made under section 482 with re-
spect to such transactions may be 
treated as deferrable income or deduc-
tions, providing the taxpayer has, for 
the year to which the distributions, ap-
portionments, or allocations relate, 
elected to use a method of accounting 
in which the reporting of deferrable in-
come is deferred until the income 
ceases to be deferrable income. Under 
such method of accounting, referred to 
in this section as the deferred income 
method of accounting, any payments 
or reimbursements which were pre-
vented or would have been prevented, 
and any deductions attributable di-
rectly or indirectly to such payments 
or reimbursements, shall be deferred 
until they cease to be deferrable under 
such method of accounting. If such 
method of accounting has not been 
elected with respect to the taxable 
year to which the allocations under 
section 482 relate, the taxpayer may 
elect such method with respect to such 
allocations (but not with respect to 
other deferrable income) at any time 
before the first occurring of the fol-
lowing events with respect to the allo-
cations: 

(i) Execution by the taxpayer of 
Form 870 (Waiver of Restrictions on 
Assessment and Collection of Defi-
ciency in Tax and Acceptance of Over-
assessment); 

(ii) Expiration of the period ending 30 
days after the date of a letter by which 
the district director transmits an ex-
amination report notifying the tax-
payer of proposed adjustments reflect-
ing such allocations or before July 16, 
1968, whichever is later; or 

(iii) Execution of a closing agreement 
or offer-in-compromise. 
The principles of this subparagraph 
may be illustrated by the following ex-

ample in which it is assumed that X, a 
domestic corporation, and Y, a foreign 
corporation, are members of the same 
group of controlled entities: 

Example. X, which is in the business of ren-
dering a certain type of service to unrelated 
parties, renders such services for the benefit 
of Y in 1965. The direct and indirect costs al-
locable to such services are $60,000, and an 
arm’s length charge for such services is 
$100,000. Assume that the district director 
proposes to increase X’s income by $100,000, 
but that the country in which Y is located 
would have blocked payment in 1965 for such 
services. If, prior to the first occurring of the 
events described in subdivisions (i), (ii), or 
(iii) of this subparagraph, X elects to use the 
deferred income method of accounting with 
respect to such allocation, the $100,000 allo-
cation and the $60,000 of costs are deferrable 
until such amounts cease to be deferrable 
under X’s method of accounting. 

[T.D. 6595, 27 FR 3598, Apr. 14, 1962, as amend-
ed by T.D. 6952, 33 FR 5848, Apr. 16, 1968. Re-
designated by T.D. 8470, 58 FR 5271, Jan. 21, 
1993] 

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

(a)–(c) For applicable rules, see 
§ 1.482–2T (a) through (c). 

(d) Transfer or use of intangible prop-
erty—(1) In general. (i) Except as other-
wise provided in subparagraph (4) of 
this paragraph, where intangible prop-
erty or an interest therein is trans-
ferred, sold, assigned, loaned, or other-
wise made available in any manner by 
one member of a group of controlled 
entities (referred to in this paragraph 
as the transferor) to another member 
of the group (referred to in this para-
graph as the transferee) for other than 
an arm’s length consideration, the dis-
trict director may make appropriate 
allocations to reflect an arm’s length 
consideration for such property or its 
use. Subparagraph (2) of this paragraph 
provides rules for determining the form 
an amount of an appropriate alloca-
tion, subparagraph (3) of this para-
graph provides a definition of ‘‘intan-
gible property’’, and subparagraph (4) of 
this paragraph provides rules with re-
spect to certain cost-sharing arrange-
ments in connection with the develop-
ment of intangible property. For pur-
poses of this paragraph, an interest in 
intangible property may take the form 
of the right to use such property. 
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(ii)(a) In the absence of a bona fide 
cost-sharing arrangement (as defined 
in subparagraph (4) of this paragraph), 
where one member of a group of related 
entities undertakes the development of 
intangible property as a developer 
within the meaning of (c) of this sub-
division, no allocation with respect to 
such development activity shall be 
made under the rules of this paragraph 
or any other paragraph of this section 
(except as provided in (b) of this sub-
division) until such time as any prop-
erty developed, or any interest therein, 
is or is deemed to be transferred, sold, 
assigned, loaned, or otherwise made 
available in any manner by the devel-
oper to a related entity in a transfer 
subject to the rules of this paragraph. 
Where a member of the group other 
than the developer acquires an interest 
in the property developed by virtue of 
obtaining a patent or copyright, or by 
any other means, the developer shall be 
deemed to have transferred such inter-
est in such property to the acquiring 
member in a transaction subject to the 
rules of this paragraph. For example, if 
one member of a group (the developer) 
undertakes to develop a new patentable 
product and the costs of development 
are incurred by that entity over a pe-
riod of 3 years, no allocation with re-
spect to that entity’s activity shall be 
made during such period. The amount 
of any allocation that may be appro-
priate at the expiration of such devel-
opment period when, for example, the 
patent on the product is transferred, or 
deemed transferred, to a related entity 
for other than an arm’s length consid-
eration, shall be determined in accord-
ance with the rules of this paragraph. 

(b) Where one member of a group ren-
ders assistance in the form of loans, 
services, or the use of tangible or in-
tangible property to a developer in con-
nection with an attempt to develop in-
tangible property, the amount of any 
allocation that may be appropriate 
with respect to such assistance shall be 
determined in accordance with the 
rules of the appropriate paragraph or 
paragraphs of this section. Thus, where 
one entity allows a related entity, 
which is the developer, to use tangible 
property, such as laboratory equip-
ment, in connection with the develop-
ment of intangible property, the 

amount of any allocation that may be 
appropriate with respect to such use 
shall be determined in accordance with 
the rules of paragraph (c) of this sec-
tion. In the event that the district di-
rector does not exercise his discretion 
to make allocations with respect to the 
assistance rendered to the developer, 
the value of the assistance shall be al-
lowed as a set-off against any alloca-
tion that the district director may 
make under this paragraph as a result 
of the transfer of the intangible prop-
erty to the entity rendering the assist-
ance. 

(c) The determination as to which 
member of a group of related entities is 
a developer and which members of the 
group are rendering assistance to the 
developer in connection with its devel-
opment activities shall be based upon 
all the facts and circumstances of the 
individual case. Of all the facts and cir-
cumstances to be taken into account in 
making this determination, greatest 
weight shall be given to the relative 
amounts of all the direct and indirect 
costs of development and the cor-
responding risks of development borne 
by the various members of the group, 
and the relative values of the use of 
any intangible property of members of 
the group which is made available 
without adequate consideration for use 
in connection with the development ac-
tivity, which property is likely to con-
tribute to a substantial extent in the 
production of intangible property. For 
this purpose, the risk to be borne with 
respect to development activity is the 
possibility that such activity will not 
result in the production of intangible 
property or that the intangible prop-
erty produced will not be of sufficient 
value to allow for the recovery of the 
costs of developing it. A member will 
not be considered to have borne the 
costs and corresponding risks of devel-
opment unless such member is com-
mitted to bearing such costs in ad-
vance of, or contemporaneously with, 
their incurrence and without regard to 
the success of the project. Other fac-
tors that may be relevant in deter-
mining which member of the group is 
the developer include the location of 
the development activity, the capabili-
ties of the various members to carry on 
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the project independently, and the de-
gree of control over the project exer-
cised by the various members. 

(d) The principles of this subdivision 
(ii) may be illustrated by the following 
examples in which it is assumed that X 
and Y are corporate members of the 
same group: 

Example (1). X, at the request of Y, under-
takes to develop a new machine which will 
function effectively in the climate in which 
Y’s factory is located. Y agrees to bear all 
the direct and indirect costs of the project 
whether or not X successfully develops the 
machine. Assume that X does not make any 
of its own intangible property available for 
use in connection with the project. The ma-
chine is successfully developed and Y obtains 
possession of the intangible property nec-
essary to produce such machine. Based on 
the facts and circumstances as stated, Y 
shall be considered to be the developer of the 
intangible property and, therefore, Y shall 
not be treated as having obtained the prop-
erty in a transfer subject to the rules of this 
paragraph. Any amount which may be allo-
cable with respect to the assistance rendered 
by X shall be determined in accordance with 
the rules of (b) of this subdivision. 

Example (2). Assume the same facts as in 
example (1) except that Y agrees to reim-
burse X for its costs only in the event that 
the property is successfully developed. In 
such case X is the developer and Y is deemed 
to have received the property in a transfer 
subject to the rules of this paragraph. There-
fore, the district director may make an allo-
cation to reflect an arm’s length consider-
ation for such property. 

Example (3). In 1967 X undertakes to de-
velop product M in its research and develop-
ment department. X incurs direct and indi-
rect costs of $1 million per year in connec-
tion with the project in 1967, 1968, and 1969. 
In connection with the project, X employs 
the formula for compound N, which it owns, 
and which is likely to contribute substan-
tially to the success of the project. The value 
of the use of the formula for compound N in 
connection with this project is $750,000. In 
1968, 4 chemists employed by Y spend 6 
months working on the project in X’s labora-
tory. The salary and other expenses con-
nected with the chemists’ employment for 
that period ($100,000) are paid by Y, for which 
no charge is made to X. In 1969, product M is 
perfected and Y obtains patents thereon. X is 
considered to be the developer of product M 
since, among other things, it bore the great-
est relative share of the costs and risks in-
curred in connection with this project and 
made available intangible property (formula 
for compound N) which was likely to con-
tribute substantially in the development of 
product M. Accordingly, no allocation with 

respect to X’s development activity should 
be made before 1969. The property is deemed 
to have been transferred to Y at that time by 
virtue of the fact that Y obtained the patent 
rights to product M. In such case the district 
director may make an allocation to reflect 
an arm’s length consideration for such trans-
fer. In the event that the district director 
makes such an allocation and he has not 
made or does not make an allocation for 1968 
with respect to the services of the chemists 
in accordance with the principles of para-
graph (b) of this section, the value of the as-
sistance shall be allowed as a set-off against 
the amount of the allocation reflecting an 
arm’s length consideration for the transfer 
of the intangible property. 

(2) Arm’s length consideration. (i) An 
arm’s length consideration shall be in a 
form which is consistent with the form 
which would be adopted in transactions 
between unrelated parties under the 
same circumstances. To the extent ap-
propriate, an arm’s length consider-
ation may take any one or more of the 
following forms: 

(a) Royalties based on the trans-
feree’s output, sales, profits, or any 
other measure; 

(b) Lump-sum payments; or 
(c) Any other form, including recip-

rocal licensing rights, which might rea-
sonably have been adopted by unre-
lated parties under the circumstances, 
provided that the parties can establish 
that such form was adopted pursuant 
to an arrangement which in fact ex-
isted between them. 

However, where the transferee pays 
nominal or no consideration for the 
property or interest therein and where 
the transferor has retained a substan-
tial interest in the property, an alloca-
tion shall be presumed not to take the 
form of a lump-sum payment. 

(ii) In determining the amount of an 
arm’s length consideration, the stand-
ard to be applied is the amount that 
would have been paid by an unrelated 
party for the same intangible property 
under the same circumstances. Where 
there have been transfers by the trans-
feror to unrelated parties involving the 
same or similar intangible property 
under the same or similar cir-
cumstances the amount of the consid-
eration for such transfers shall gen-
erally be the best indication of an 
arm’s length consideration. 
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(iii) Where a sufficiently similar 
transaction involving an unrelated 
party cannot be found, the following 
factors, to the extent appropriate (de-
pending upon the type of intangible 
property and the form of the transfer), 
may be considered in arriving at the 
amount of the arm’s length consider-
ation: 

(a) The prevailing rates in the same 
industry or for similar property, 

(b) The offers of competing trans-
ferors or the bids of competing trans-
ferees, 

(c) The terms of the transfer, includ-
ing limitations on the geographic area 
covered and the exclusive or nonexclu-
sive character of any rights granted, 

(d) The uniqueness of the property 
and the period for which it is likely to 
remain unique, 

(e) The degree and duration of protec-
tion afforded to the property under the 
laws of the relevant countries. 

(f) Value of services rendered by the 
transferor to the transferee in connec-
tion with the transfer within the mean-
ing of paragraph (b)(8) of this section, 

(g) Prospective profits to be realized 
or costs to be saved by the transferee 
through its use or subsequent transfer 
of the property, 

(h) The capital investment and start-
ing up expenses required of the trans-
feree, 

(i) The next subdivision is (j), 
(j) The availability of substitutes for 

the property transferred, 
(k) The arm’s length rates and prices 

paid by unrelated parties where the 
property is resold or sublicensed to 
such parties, 

(l) The costs incurred by the trans-
feror in developing the property, and 

(m) Any other fact or circumstance 
which unrelated parties would have 
been likely to consider in determining 
the amount of an arm’s length consid-
eration for the property. 

(3) Definition of intangible property. (i) 
Solely for the purposes of this section, 
intangible property shall consist of the 
items described in subdivision (ii) of 
this subparagraph, provided that such 
items have substantial value inde-
pendent of the services of individual 
persons. 

(ii) The items referred to in subdivi-
sion (i) of this subparagraph are as fol-
lows: 

(a) Patents, inventions, formulas, 
processes, designs, patterns, and other 
similar items; 

(b) Copyrights, literary, musical, or 
artistic compositions, and other simi-
lar items; 

(c) Trademarks, trade names, brand 
names, and other similar items; 

(d) Franchises, licenses, contracts, 
and other similar items; 

(e) Methods, programs, systems, pro-
cedures, campaigns, surveys, studies, 
forecasts, estimates, customer lists, 
technical data, and other similar 
items. 

(4) Sharing of costs and risks. Where a 
member of a group of controlled enti-
ties acquires an interest in intangible 
property as a participating party in a 
bona fide cost sharing arrangement 
with respect to the development of 
such intangible property, the district 
director shall not make allocations 
with respect to such acquisition except 
as may be appropriate to reflect each 
participant’s arm’s length share of the 
costs and risks of developing the prop-
erty. A bona fide cost sharing arrange-
ment is an agreement, in writing, be-
tween two or more members of a group 
of controlled entities providing for the 
sharing of the costs and risks of devel-
oping intangible property in return for 
a specified interest in the intangible 
property that may be produced. In 
order for the arrangement to qualify as 
a bona fide arrangement, it must re-
flect an effort in good faith by the par-
ticipating members to bear their re-
spective shares of all the costs and 
risks of development on an arm’s 
length basis. In order for the sharing of 
costs and risk to be considered on an 
arm’s length basis, the terms and con-
ditions must be comparable to those 
which would have been adopted by un-
related parties similarly situated had 
they entered into such an arrange-
ment. If an oral cost sharing arrange-
ment, entered into prior to April 16, 
1968, and continued in effect after that 
date, is otherwise in compliance with 
the standards prescribed in this sub-
paragraph, it shall constitute a bona 
fide cost sharing arrangement if it is 
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reduced to writing prior to January 1, 
1969. 

(e) Sales of tangible property—(1) In 
general. (i) Where one member of a 
group of controlled entities (referred to 
in this paragraph as the ‘‘seller’’) sells 
or otherwise disposes of tangible prop-
erty to another member of such group 
(referred to in this paragraph as the 
‘‘buyer’’) at other than an arm’s length 
price (such a sale being referred to in 
this paragraph as a ‘‘controlled sale’’), 
the district director may make appro-
priate allocations between the seller 
and the buyer to reflect an arm’s 
length price for such sale or disposi-
tion. An arm’s length price is the price 
that an unrelated party would have 
paid under the same circumstances for 
the property involved in the controlled 
sale. Since unrelated parties normally 
sell products at a profit, an arm’s 
length price normally involves a profit 
to the seller. 

(ii) Subparagraphs (2), (3), and (4) of 
this paragraph describe three methods 
of determining an arm’s-length price 
and the standards for applying each 
method. They are, respectively, the 
comparable uncontrolled price method, 
the resale price method, and the cost- 
plus method. In addition, a special rule 
is provided in subdivision (v) of this 
subparagraph for use (notwithstanding 
any other provision of this subdivision) 
in determining an arm’s-length price 
for an ore or mineral. If there are com-
parable uncontrolled sales as defined in 
subparagraph (2) of this paragraph, the 
comparable uncontrolled price method 
must be utilized because it is the meth-
od likely to result in the most accurate 
estimate of an arm’s-length price (for 
the reason that it is based upon the 
price actually paid by unrelated parties 
for the same or similar products). If 
there are no comparable uncontrolled 
sales, then the resale price method 
must be utilized if the standards for its 
application are met because it is the 
method likely to result in the next 
most accurate estimate in such in-
stances (for the reason that, in such in-
stances, the arm’s-length price deter-
mined under such method is based 
more directly upon actual arm’s-length 
transactions than is the cost-plus 
method). A typical situation where the 
resale price method may be required is 

where a manufacturer sells products to 
a related distributor which, without 
further processing, resells the products 
in uncontrolled transactions. If all the 
standards for the mandatory applica-
tion of the resale price method are not 
satisfied, then, as provided in subpara-
graph (3)(iii) of this paragraph, either 
that method or the cost-plus method 
may be used, depending upon which 
method is more feasible and is likely to 
result in a more accurate estimate of 
an arm’s-length price. A typical situa-
tion where the cost-plus method may 
be appropriate is where a manufacturer 
sells products to a related entity which 
performs substantial manufacturing, 
assembly, or other processing of the 
product or adds significant value by 
reason of its utilization of its intan-
gible property prior to resale in uncon-
trolled transactions. 

(iii) Where the standards for applying 
one of the three methods of pricing de-
scribed in subdivision (ii) of this sub-
paragraph are met, such method must, 
for the purposes of this paragraph, be 
utilized unless the taxpayer can estab-
lish that, considering all the facts and 
circumstances, some method of pricing 
other than those described in subdivi-
sion (ii) of this subparagraph is clearly 
more appropriate. Where none of the 
three methods of pricing described in 
subdivision (ii) of this subparagraph 
can reasonably be applied under the 
facts and circumstances as they exist 
in a particular case, some appropriate 
method of pricing other than those de-
scribed in subdivision (ii) of this sub-
paragraph, or variations on such meth-
ods, can be used. 

(iv) The methods of determining 
arm’s length prices described in this 
section are stated in terms of their ap-
plication to individual sales of prop-
erty. However, because of the possi-
bility that a taxpayer may make con-
trolled sales of many different prod-
ucts, or many separate sales of the 
same product, it may be impractical to 
analyze every sale for the purposes of 
determining the arm’s length price. It 
is therefore permissible to determine 
or verify arm’s length prices by apply-
ing the appropriate methods of pricing 
to product lines or other groupings 
where it is impractical to ascertain an 
arm’s length price for each product or 
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sale. In addition, the district director 
may determine or verify the arm’s 
length price of all sales to a related en-
tity by employing reasonable statis-
tical sampling techniques. 

(v) The price for a mineral product 
which is sold at the stage at which 
mining or extraction ends shall be de-
termined under the provisions of 
§§ 1.613–3 and 1.613–4. 

(2) Comparable uncontrolled price meth-
od. (i) Under the method of pricing de-
scribed as the ‘‘comparable uncon-
trolled price method’’, the arm’s length 
price of a controlled sale is equal to the 
price paid in comparable uncontrolled 
sales, adjusted as provided in subdivi-
sion (ii) of this subparagraph. 

(ii) ‘‘Uncontrolled sales’’ are sales in 
which the seller and the buyer are not 
members of the same controlled group. 
These include (a) sales made by a mem-
ber of the controlled group to an unre-
lated party, (b) sales made to a member 
of the controlled group by an unrelated 
party, and (c) sales made in which the 
parties are not members of the con-
trolled group and are not related to 
each other. However, uncontrolled 
sales do not include sales at unrealistic 
prices, as for example where a member 
makes uncontrolled sales in small 
quantities at a price designed to justify 
a nonarm’s length price on a large vol-
ume of controlled sales. Uncontrolled 
sales are considered comparable to con-
trolled sales if the physical property 
and circumstances involved in the un-
controlled sales are identical to the 
physical property and circumstances 
involved in the controlled sales, or if 
such properties and circumstances are 
so nearly identical that any differences 
either have no effect on price, or such 
differences can be reflected by a rea-
sonable number of adjustments to the 
price of uncontrolled sales. For this 
purpose, differences can be reflected by 
adjusting prices only where such dif-
ferences have a definite and reasonably 
ascertainable effect on price. If the dif-
ferences can be reflected by such ad-
justment, then the price of the uncon-
trolled sale as adjusted constitutes the 
comparable uncontrolled sale price. 
Some of the differences which may af-
fect the price of property are dif-
ferences in the quality of the product, 
terms of sale, intangible property asso-

ciated with the sale, time of sale, and 
the level of the market and the geo-
graphic market in which the sale takes 
place. Whether and to what extent dif-
ferences in the various properties and 
circumstances affect price, and wheth-
er differences render sales noncom-
parable, depends upon the particular 
circumstances and property involved. 
The principles of this subdivision may 
be illustrated by the following exam-
ples, in each of which it is assumed 
that X makes both controlled and un-
controlled sales of the identical prop-
erty: 

Example (1). Assume that the cir-
cumstances surrounding the controlled and 
the uncontrolled sales are identical, except 
for the fact that the controlled sales price is 
a delivered price and the uncontrolled sales 
are made f.o.b. X’s factory. Since differences 
in terms of transportation and insurance 
generally have a definite and reasonably as-
certainable effect on price, such differences 
do not normally render the uncontrolled 
sales noncomparable to the controlled sales. 

Example (2). Assume that the cir-
cumstances surrounding the controlled and 
uncontrolled sales are identical, except for 
the fact that X affixes its valuable trade-
mark in the controlled sales, and does not 
affix its trademark in uncontrolled sales. 
Since the effects on price of differences in in-
tangible property associated with the sale of 
tangible property, such as trademarks, are 
normally not reasonably ascertainable, such 
differences would normally render the un-
controlled sales noncomparable. 

Example (3). Assume that the cir-
cumstances surrounding the controlled and 
uncontrolled sales are identical, except for 
the fact that X, a manufacturer of business 
machines, makes certain minor modifica-
tions in the physical properties of the ma-
chines to satisfy safety specifications or 
other specific requirements of a customer in 
controlled sales, and does not make these 
modifications in uncontrolled sales. Since 
minor physical differences in the product 
generally have a definite and reasonably as-
certainable effect on prices, such differences 
do not normally render the uncontrolled 
sales noncomparable to the controlled sales. 

(iii) Where there are two or more 
comparable uncontrolled sales suscep-
tible of adjustment as defined in sub-
division (ii) of this subparagraph, the 
comparable uncontrolled sale or sales 
requiring the fewest and simplest ad-
justments provided in subdivision (ii) 
of this subparagraph should generally 
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be selected. Thus, for example, if a tax-
payer makes comparable uncontrolled 
sales of a particular product which dif-
fer from the controlled sale only with 
respect to the terms of delivery, and 
makes other comparable uncontrolled 
sales of the product which differ from 
the controlled sale with respect to both 
terms of delivery and terms of pay-
ment, the comparable uncontrolled 
sales differing only with respect to 
terms of delivery should be selected as 
the comparable uncontrolled sale. 

(iv) One of the circumstances which 
may affect the price of property is the 
fact that the seller may desire to make 
sales at less than a normal profit for 
the primary purpose of establishing or 
maintaining a market for his products. 
Thus, a seller may be willing to reduce 
the price of a product, for a time, in 
order to introduce his product into an 
area or in order to meet competition. 
However, controlled sales may be 
priced in such a manner only if such 
price would have been charged in an 
uncontrolled sale under comparable 
circumstances. Such fact may be dem-
onstrated by showing that the buyer in 
the controlled sale made corresponding 
reductions in the resale price to uncon-
trolled purchasers, or that such buyer 
engaged in substantially greater sales 
promotion activities with respect to 
the product involved in the controlled 
sale than with respect to other prod-
ucts. For example, assume X, a manu-
facturer of batteries, commences to 
sell car batteries to Y, a subsidiary of 
X, for resale in a new market. In its ex-
isting markets X’s batteries sell to 
independent retailers at $20 per unit, 
and X sells them to wholesalers at $17 
per unit. Y also sells X’s batteries to 
independent retailers at $20 per unit. 
X’s batteries are not known in the new 
market in which Y is operating. In 
order to engage competitively in the 
new market Y incurs selling and adver-
tising costs substantially higher than 
those incurred for its sales of other 
products. Under these circumstances X 
may sell to Y, for a time, at less than 
$17 to take into account the increased 
selling and advertising activities of Y 
in penetrating and establishing the 
new market. This may be done even 
though it may result in a transfer price 

from X to Y which is below X’s full 
costs of manufacturing the product. 

(3) Resale price method. (i) Under the 
pricing method described as the ‘‘resale 
price method’’, the arm’s length price 
of a controlled sale is equal to the ap-
plicable resale price (as defined in sub-
division (iv) or (v) of this subpara-
graph), reduced by an appropriate 
markup, and adjusted as provided in 
subdivision (ix) of this subparagraph. 
An appropriate markup is computed by 
multiplying the applicable resale price 
by the appropriate markup percentage 
as defined in subdivision (vi) of this 
subparagraph. Thus, where one member 
of a group of controlled entities sells 
property to another member which re-
sells the property in uncontrolled 
sales, if the applicable resale price of 
the property involved in the uncon-
trolled sale is $100 and the appropriate 
markup percentage for resales by the 
buyer is 20 percent, the arm’s length 
price of the controlled sale is $80 ($100 
minus 20 percent × $100), adjusted as 
provided in subdivision (ix) of this sub-
paragraph. 

(ii) The resale price method must be 
used to compute an arm’s length price 
of a controlled sale if all the following 
circumstances exist: 

(a) There are no comparable uncon-
trolled sales as defined in subparagraph 
(2) of this paragraph. 

(b) An applicable resale price, as de-
fined in subdivision (iv) or (v) of this 
subparagraph, is available with respect 
to resales made within a reasonable 
time before or after the time of the 
controlled sale. 

(c) The buyer (reseller) has not added 
more than an insubstantial amount to 
the value of the property by physically 
altering the product before resale. For 
this purpose packaging, repacking, la-
beling, or minor assembly of property 
does not constitute physical alteration. 

(d) The buyer (reseller) has not added 
more than an insubstantial amount to 
the value of the property by the use of 
intangible property. See § 1.482–2(d)(3) 
for the definition of intangible prop-
erty. 

(iii) Notwithstanding the fact that 
one or both of the requirements of sub-
division (ii) (c) or (d) of this subpara-
graph may not be met, the resale price 
method may be used if such method is 
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more feasible and is likely to result in 
a more accurate determination of an 
arm’s length price than the use of the 
cost plus method. Thus, even though 
one of the requirements of such sub-
division is not satisfied, the resale 
price method may nevertheless be 
more appropriate than the cost plus 
method because the computations and 
evaluations required under the former 
method may be fewer and easier to 
make than under the latter method. In 
general, the resale price method is 
more appropriate when the functions 
performed by the seller are more exten-
sive and more difficult to evaluate 
than the functions performed by the 
buyer (reseller). The principle of this 
subdivision may be illustrated by the 
following examples in each of which it 
is assumed that corporation X devel-
oped a valuable patent covering prod-
uct M which it manufactures and sells 
to corporation Y in a controlled sale, 
and for which there is no comparable 
uncontrolled sale: 

Example (1). Corporation Y adds a compo-
nent to product M and resells the assembled 
product in an uncontrolled sale within a rea-
sonable time after the controlled sale of 
product M. Assume further that the addition 
of the component added more than an insub-
stantial amount to the value of product M, 
but that Y’s function in purchasing the com-
ponent and assembling the product prior to 
sale was subject to reasonably precise valu-
ation. Although the controlled sale and re-
sale does not meet the requirements of sub-
division (ii)(c) of this subparagraph, the re-
sale price method may be used under the cir-
cumstances because that method involves 
computations and evaluations which are 
fewer and easier to make than under the cost 
plus method. This is because X’s use of a pat-
ent may be more difficult to evaluate in de-
termining an appropriate gross profit per-
centage under the cost plus method, than is 
evaluation of Y’s assembling function in de-
termining the appropriate markup percent-
age under the resale price method. 

Example (2). Corporation Y resells product 
M in an uncontrolled sale within a reason-
able time after the controlled sale after at-
taching its valuable trademark to it. Assume 
further that it can be demonstrated through 
comparison with other uncontrolled sales of 
Y that the addition of Y’s trademark to a 
product usually adds 25 percent to the mark-
up on its sales. On the other hand, the effect 
of X’s use of its patent is difficult to evalu-
ate in applying the cost plus method because 
no reasonable standard of comparison is 
available. Although the controlled sale and 

resale does not meet the requirements of 
subdivision (ii)(d) of this subparagraph, the 
resale price method may be used because 
that method involves computations and eval-
uation which are fewer and easier to make 
than under the cost plus method. That is be-
cause, under the circumstances, X’s use of a 
patent is more difficult to evaluate in deter-
mining an appropriate gross profit percent-
age under the cost plus method, than is eval-
uation of the use of Y’s trademark in deter-
mining the appropriate markup percentage 
under the resale price method. 

(iv) For the purposes of this subpara-
graph the ‘‘applicable resale price’’ is 
the price at which it is anticipated 
that property purchased in the con-
trolled sale will be resold by the buyer 
in an uncontrolled sale. The ‘‘applicable 
resale price’’ will generally be equal to 
either the price at which current re-
sales of the same property are being 
made or the resale price of the par-
ticular item of property involved. 

(v) Where the property purchased in 
the controlled sale is resold in another 
controlled sale, the ‘‘applicable resale 
price’’ is the price at which such prop-
erty is finally resold in an uncontrolled 
sale, providing that the series of sales 
as a whole meets all the requirements 
of subdivision (ii) of this subparagraph 
or that the resale price method is used 
pursuant to subdivision (iii) of this 
subparagraph. In such case, the deter-
mination of the appropriate markup 
percentage shall take into account the 
function or functions performed by all 
members of the group participating in 
the series of sales and resales. Thus, if 
X sells a product to Y in a controlled 
sale, Y sells the product to Z in a con-
trolled sale, and Z sells the product in 
an uncontrolled sale, the resale price 
method must be used if Y and Z to-
gether have not added more than an in-
substantial amount to the value of the 
product through physical alteration or 
the application of intangible property, 
and the final resale occurs within a 
reasonable time of the sale from X to 
Y. In such case, the applicable resale 
price is the price at which Z sells the 
product in the uncontrolled sale, and 
the appropriate markup percentage 
shall take into account the functions 
performed by both Y and Z. 

(vi) For the purposes of this subpara-
graph, the appropriate markup per-
centage is equal to the percentage of 
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gross profit (expressed as a percentage 
of sales) earned by the buyer (reseller) 
or another party on the resale of prop-
erty which is both purchased and re-
sold in an uncontrolled transaction, 
which resale is most similar to the ap-
plicable resale of the property involved 
in the controlled sale. The following 
are the most important characteristics 
to be considered in determining the 
similarity of resales: 

(a) The type of property involved in 
the sales. For example: machine tools, 
men’s furnishings, small household ap-
pliances. 

(b) The functions performed by the 
reseller with respect to the property. 
For example: packaging, labeling, de-
livering, maintenance of inventory, 
minor assembly, advertising, selling at 
wholesale, selling at retail, billing, 
maintenance of accounts receivable, 
and servicing. 

(c) The effect on price of any intan-
gible property utilized by the reseller 
in connection with the property resold. 
For example: patents, trademarks, 
trade names. 

(d) The geographic market in which 
the functions are performed by the re-
seller. 
In general, the similarity to be sought 
relates to the probable effect upon the 
markup percentage of any differences 
in such characteristics between the un-
controlled purchases and resales on the 
one hand and the controlled purchases 
and resales on the other hand. Thus, 
close physical similarity of the prop-
erty involved in the sales compared is 
not required under the resale price 
method since a lack of close physical 
similarity is not necessarily indicative 
of dissimilar markup percentages. 

(vii) Whenever possible, markup per-
centages should be derived from uncon-
trolled purchases and resales of the 
buyer (reseller) involved in the con-
trolled sale, because similar character-
istics are more likely to be found 
among different resales of property 
made by the same reseller than among 
sales made by other resellers. In the 
absence of resales by the same buyer 
(reseller) which meet the standards of 
subdivision (vi) of this subparagraph, 
evidence of an appropriate markup per-
centage may be derived from resales by 
other resellers selling in the same or a 

similar market in which the controlled 
buyer (reseller) is selling providing 
such resellers perform comparable 
functions. Where the function per-
formed by the reseller is similar to the 
function performed by a sales agent 
which does not take title, such sales 
agent will be considered a reseller for 
the purpose of determining an appro-
priate markup percentage under this 
subparagraph and the commission 
earned by such sales agent, expressed 
as a percentage of the sales price of the 
goods, may constitute the appropriate 
markup percentage. If the controlled 
buyer (reseller) is located in a foreign 
country and information on resales by 
other resellers in the same foreign 
market is not available, then markup 
percentages earned by United States 
resellers performing comparable func-
tions may be used. In the absence of 
data on markup percentages of par-
ticular sales or groups of sales, the pre-
vailing markup percentage in the par-
ticular industry involved may be ap-
propriate. 

(viii) In calculating the markup per-
centage earned on uncontrolled pur-
chases and resales, and in applying 
such percentage to the applicable re-
sale price to determine the appropriate 
markup, the same elements which 
enter into the computation of the sales 
price and the costs of goods sold of the 
property involved in the comparable 
uncontrolled purchases and resales 
should enter into such computation in 
the case of the property involved in the 
controlled purchases and resales. Thus, 
if freight-in and packaging expense are 
elements of the cost of goods sold in 
comparable uncontrolled purchases, 
then such elements should also be 
taken into account in computing the 
cost of goods sold of the controlled pur-
chase. Similarly, if the comparable 
markup percentage is based upon net 
sales (after reduction for returns and 
allowances) of uncontrolled resellers, 
such percentage must be applied to net 
sales of the buyer (reseller). 

(ix) In determining an arm’s length 
price appropriate adjustment must be 
made to reflect any material dif-
ferences between the uncontrolled pur-
chases and resales used as the basis for 
the calculation of the appropriate 
markup percentage and the resales of 
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property involved in the controlled 
sale. The differences referred to in this 
subdivision are those differences in 
functions or circumstances which have 
a definite and reasonably ascertainable 
effect on price. The principles of this 
subdivision may be illustrated by the 
following example: 

Example. Assume that X and Y are mem-
bers of the same group of controlled entities 
and that Y purchases electric mixers from X 
and electric toasters from uncontrolled enti-
ties. Y performs substantially similar func-
tions with respect to resales of both the mix-
ers and the toasters, except that it does not 
warrant the toasters, but does provide a 90- 
day warranty for the mixers. Y normally 
earns a gross profit on toasters of 20 percent 
of gross selling price. The 20-percent gross 
profit on the resale of toasters is an appro-
priate markup percentage, but the price of 
the controlled sale computed with reference 
to such rate must be adjusted to reflect the 
difference in terms (the warranty). 

(4) Cost plus method. (i) Under the 
pricing method described as the ‘‘cost 
plus method’’, the arm’s length price of 
a controlled sale of property shall be 
computed by adding to the cost of pro-
ducing such property (as computed in 
subdivision (ii) of this subparagraph), 
an amount which is equal to such cost 
multiplied by the appropriate gross 
profit percentage (as computed in sub-
division (iii) of this subparagraph), plus 
or minus any adjustments as provided 
in subdivision (v) of this subparagraph. 

(ii) For the purposes of this subpara-
graph, the cost of producing the prop-
erty involved in the controlled sale, 
and the costs which enter into the 
computation of the appropriate gross 
profit percentage shall be computed in 
a consistent manner in accordance 
with sound accounting practices for al-
locating or apportioning costs, which 
neither favors nor burdens controlled 
sales in comparison with uncontrolled 
sales. Thus, if the costs used in com-
puting the appropriate gross profit per-
centage are comprised of the full cost 
of goods sold, including direct and indi-
rect costs, then the cost of producing 
the property involved in the controlled 
sales must be comprised of the full cost 
of goods sold, including direct and indi-
rect costs. On the other hand, if the 
costs used in computing the appro-
priate gross profit percentage are com-
prised only of direct costs, the cost of 

producing the property involved in the 
controlled sale must be comprised only 
of direct costs. The term ‘‘cost of pro-
ducing’’, as used in this subparagraph, 
includes the cost of acquiring property 
which is held for resale. 

(iii) For the purposes of this subpara-
graph, the appropriate gross profit per-
centage is equal to the gross profit per-
centage (expressed as a percentage of 
cost) earned by the seller or another 
party on the uncontrolled sale or sales 
of property which are most similar to 
the controlled sale in question. The fol-
lowing are the most important charac-
teristics to be considered in deter-
mining the similarity of the uncon-
trolled sale or sales: 

(a) The type of property involved in 
the sales. For example: machine tools, 
men’s furnishings, small household ap-
pliances. 

(b) The functions performed by the 
seller with respect to the property sold. 
For example: contract manufacturing, 
product assembly, selling activity, 
processing, servicing, delivering. 

(c) The effect of any intangible prop-
erty used by the seller in connection 
with the property sold. For example: 
patents, trademarks, trade names. 

(d) The geographic market in which 
the functions are performed by the sell-
er. In general, the similarity to be 
sought relates to the probable effect 
upon the margin of gross profit of any 
differences in such characteristics be-
tween the uncontrolled sales and the 
controlled sale. Thus, close physical 
similarity of the property involved in 
the sales compared is not required 
under the cost plus method since a lack 
of close physical similarity is not nec-
essarily indicative of dissimilar profit 
margins. See subparagraph (2)(iv) of 
this paragraph, relating to sales made 
at less than a normal profit for the pri-
mary purpose of establishing or main-
taining a market. 

(iv) Whenever possible, gross profit 
percentages should be derived from un-
controlled sales made by the seller in-
volved in the controlled sale, because 
similar characteristics are more likely 
to be found among sales of property 
made by the same seller than among 
sales made by other sellers. In the ab-
sence of such sales, evidence of an ap-
propriate gross profit percentage may 
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be derived from similar uncontrolled 
sales by other sellers whether or not 
such sellers are members of the con-
trolled group. Where the function per-
formed by the seller is similar to the 
function performed by a purchasing 
agent which does not take title, such 
purchasing agent will be considered a 
seller for the purpose of determining an 
appropriate gross profit percentage 
under this subparagraph and the com-
mission earned by such purchasing 
agent, expressed as a percentage of the 
purchase price of the goods, may con-
stitute the appropriate gross profit per-
centage. In the absence of data on 
gross profit percentages of particular 
sales or groups of sales which are simi-
lar to the controlled sale, the pre-
vailing gross profit percentages in the 
particular industry involved may be 
appropriate. 

(v) Where the most similar sale or 
sales from which the appropriate gross 
profit percentage is derived differ in 
any material respect from the con-
trolled sale, the arm’s length price 
which is computed by applying such 
percentage must be adjusted to reflect 
such differences to the extent such dif-
ferences would warrant an adjustment 
of price in uncontrolled transactions. 
The differences referred to in this sub-
division are those differences which 
have a definite and reasonably ascer-
tainable effect on price. 

(Sec. 385 and 7805 of the Internal Revenue 
Code of 1954 (83 Stat. 613 and 68A Stat. 917; 26 
U.S.C. 385 and 7805)) 

[T.D. 6952, 33 FR 5849, Apr. 16, 1968] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.482–2A, see the List of 
CFR Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and on GPO Access. 
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