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the chemical formula for Nulon. Since its in-
troduction in the U.S., Nulon has captured a
substantial share of the U.S. market for bul-
letproof material.

(ii) XYZ licensed its European subsidiary,
XYZ-Europe, to manufacture and market
Nulon in Europe. XYZ-Europe is a well- es-
tablished company that manufactures and
markets XYZ products in Europe. XYZ-Eu-
rope has a research unit that adapts XYZ
products for the defense market, as well as a
well-developed marketing network that em-
ploys brand names that it developed.

(iii) XYZ-Europe’s research unit alters
Nulon to adapt it to military specifications
and develops a high-intensity marketing
campaign directed at the defense industry in
several European countries. Beginning with
the 1995 taxable year, XYZ-Europe manufac-
tures and sells Nulon in Europe through its
marketing network under one of its brand
names.

(iv) For the 1995 taxable year, XYZ has no
direct expenses associated with the license of
Nulon to XYZ-Europe and incurs no expenses
related to the marketing of Nulon in Europe.
For the 1995 taxable year, XYZ-Europe’s
Nulon sales and pre-royalty expenses are $500
million and $300 million, respectively, result-
ing in net pre-royalty profit of $200 million
related to the Nulon business. The operating
assets employed in XYZ-Europe’s Nulon
business are $200 million. Given the facts and
circumstances, the district director deter-
mines under the best method rule that a re-
sidual profit split will provide the most reli-
able measure of an arm’s length result.
Based on an examination of a sample of Eu-
ropean companies performing functions simi-
lar to those of XYZ-Europe, the district di-
rector determines that an average market
return on XYZ-Europe’s operating assets in
the Nulon business is 10 percent, resulting in
a market return of $20 million (10% X $200
million) for XYZ- Europe’s Nulon business,
and a residual profit of $180 million.

(v) Since the first stage of the residual
profit split allocated profits to XYZ-Europe’s
contributions other than those attributable
to highly valuable intangible property, it is
assumed that the residual profit of $180 mil-
lion is attributable to the valuable intangi-
bles related to Nulon, i.e., the European
brand name for Nulon and the Nulon formula
(including XYZ-Europe’s modifications). To
estimate the relative values of these intangi-
bles, the district director compares the ra-
tios of the capitalized value of expenditures
as of 1995 on Nulon-related research and de-
velopment and marketing over the 1995 sales
related to such expenditures.

(vi) Because XYZ’s protective product re-
search and development expenses support the
worldwide protective product sales of the
XYZ group, it is necessary to allocate such
expenses among the worldwide business ac-
tivities to which they relate. The district di-
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rector determines that it is reasonable to al-
locate the value of these expenses based on
worldwide protective product sales. Using in-
formation on the average useful life of its in-
vestments in protective product research and
development, the district director capitalizes
and amortizes XYZ’s protective product re-
search and development expenses. This anal-
ysis indicates that the capitalized research
and development expenditures have a value
of $0.20 per dollar of global protective prod-
uct sales in 1995.

(vii) XYZ-Europe’s expenditures on Nulon
research and development and marketing
support only its sales in Europe. Using infor-
mation on the average useful life of XYZ-Eu-
rope’s investments in marketing and re-
search and development, the district director
capitalizes and amortizes XYZ-Europe’s ex-
penditures and determines that they have a
value in 1995 of $0.40 per dollar of XYZ-Eu-
rope’s Nulon sales.

(viii) Thus, XYZ and XYZ-Europe together
contributed $0.60 in capitalized intangible
development expenses for each dollar of
XYZ-Europe’s protective product sales for
1995, of which XYZ contributed one-third (or
$0.20 per dollar of sales). Accordingly, the
district director determines that an arm’s
length royalty for the Nulon license for the
1995 taxable year is $60 million, i.e., one-
third of XYZ-Europe’s $180 million in resid-
ual Nulon profit.

[T.D. 8552, 59 FR 35025, July 8, 1994; 60 FR
16382, Mar. 30, 1995]

§1.482-7 Sharing of costs.

(@) In general—(1) Scope and applica-
tion of the rules in this section. A cost
sharing arrangement is an agreement
under which the parties agree to share
the costs of development of one or
more intangibles in proportion to their
shares of reasonably anticipated bene-
fits from their individual exploitation
of the interests in the intangibles as-
signed to them under the arrangement.
A taxpayer may claim that a cost shar-
ing arrangement is a qualified cost
sharing arrangement only if the agree-
ment meets the requirements of para-
graph (b) of this section. Consistent
with the rules of §1.482-1(d)(3)(ii)(B)
(ldentifying contractual terms), the
district director may apply the rules of
this section to any arrangement that
in substance constitutes a cost sharing
arrangement, notwithstanding a fail-
ure to comply with any requirement of
this section. A qualified cost sharing
arrangement, or an arrangement to
which the district director applies the
rules of this section, will not be treated

642



Internal Revenue Service, Treasury

as a partnership to which the rules of
subchapter K apply. See §301.7701-3(e)
of this chapter. Furthermore, a partici-
pant that is a foreign corporation or
nonresident alien individual will not be
treated as engaged in trade or business
within the United States solely by rea-
son of its participation in such an ar-
rangement. See generally §1.864-2(a).

(2) Limitation on allocations. The dis-
trict director shall not make alloca-
tions with respect to a qualified cost
sharing arrangement except to the ex-
tent necessary to make each controlled
participant’s share of the costs (as de-
termined under paragraph (d) of this
section) of intangible development
under the qualified cost sharing ar-
rangement equal to its share of reason-
ably anticipated benefits attributable
to such development, under the rules of
this section. If a controlled taxpayer
acquires an interest in intangible prop-
erty from another controlled taxpayer
(other than in consideration for bear-
ing a share of the costs of the intangi-
ble’s development), then the district
director may make appropriate alloca-
tions to reflect an arm’s length consid-
eration for the acquisition of the inter-
est in such intangible under the rules
of §§1.482-1 and 1.482-4 through 1.482-6.
See paragraph (g) of this section. An
interest in an intangible includes any
commercially transferable interest, the
benefits of which are susceptible of
valuation. See §1.482-4(b) for the defini-
tion of an intangible.

(3) Coordination with §1.482-1. A quali-
fied cost sharing arrangement produces
results that are consistent with an
arm’s length result within the meaning
of §1.482-1(b)(1) if, and only if, each
controlled participant’s share of the
costs (as determined under paragraph
(d) of this section) of intangible devel-
opment under the qualified cost shar-
ing arrangement equals its share of
reasonably anticipated benefits attrib-
utable to such development (as re-
quired by paragraph (a)(2) of this sec-
tion) and all other requirements of this
section are satisfied.

(4) Cross references. Paragraph (c) of
this section defines participant. Para-
graph (d) of this section defines the
costs of intangible development. Para-
graph (e) of this section defines the an-
ticipated benefits of intangible devel-
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opment. Paragraph (f) of this section
provides rules governing cost alloca-
tions. Paragraph (g) of this section pro-
vides rules governing transfers of in-
tangibles other than in consideration
for bearing a share of the costs of the
intangible’s development. Rules gov-
erning the character of payments made
pursuant to a qualified cost sharing ar-
rangement are provided in paragraph
(h) of this section. Paragraph (i) of this
section provides accounting require-
ments. Paragraph (j) of this section
provides administrative requirements.
Paragraph (k) of this section provides
an effective date. Paragraph (I) pro-
vides a transition rule.

(b) Qualified cost sharing arrangement.
A qualified cost sharing arrangement
must—

(1) Include two or more participants;

(2) Provide a method to calculate
each controlled participant’s share of
intangible development costs, based on
factors that can reasonably be expected
to reflect that participant’s share of
anticipated benefits;

(3) Provide for adjustment to the con-
trolled participants’ shares of intan-
gible development costs to account for
changes in economic conditions, the
business operations and practices of
the participants, and the ongoing de-
velopment of intangibles under the ar-
rangement; and

(4) Be recorded in a document that is
contemporaneous with the formation
(and any revision) of the cost sharing
arrangement and that includes—

(i) A list of the arrangement’s par-
ticipants, and any other member of the
controlled group that will benefit from
the use of intangibles developed under
the cost sharing arrangement;

(ii) The information described in
paragraphs (b)(2) and (b)(3) of this sec-
tion;

(iii) A description of the scope of the
research and development to be under-
taken, including the intangible or class
of intangibles intended to be developed;

(iv) A description of each partici-
pant’s interest in any covered intangi-
bles. A covered intangible is any intan-
gible property that is developed as a re-
sult of the research and development
undertaken under the cost sharing ar-
rangement (intangible development
area);
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(v) The duration of the arrangement;
and

(vi) The conditions under which the
arrangement may be modified or ter-
minated and the consequences of such
modification or termination, such as
the interest that each participant will
receive in any covered intangibles.

(c) Participant—(1) In general. For
purposes of this section, a participant
is a controlled taxpayer that meets the
requirements of this paragraph (c)(1)
(controlled participant) or an uncon-
trolled taxpayer that is a party to the
cost sharing arrangement (uncon-
trolled participant). See §1.482-1(i)(5)
for the definitions of controlled and un-
controlled taxpayers. A controlled tax-
payer may be a controlled participant
only if it—

(i) Reasonably anticipates that it
will derive benefits from the use of cov-
ered intangibles;

(if) Substantially complies with the
accounting requirements described in
paragraph (i) of this section; and

(iii) Substantially complies with the
administrative requirements described
in paragraph (j) of this section.

(iv) The following example illustrates
paragraph (c)(1)(i) of this section:

Example. Foreign Parent (FP) is a foreign
corporation engaged in the extraction of a
natural resource. FP has a U.S. subsidiary
(USS) to which FP sells supplies of this re-
source for sale in the United States. FP en-
ters into a cost sharing arrangement with
USS to develop a new machine to extract the
natural resource. The machine uses a new
extraction process that will be patented in
the United States and in other countries.
The cost sharing arrangement provides that
USS will receive the rights to use the ma-
chine in the extraction of the natural re-
source in the United States, and FP will re-
ceive the rights in the rest of the world. This
resource does not, however, exist in the
United States. Despite the fact that USS has
received the right to use this process in the
United States, USS is not a qualified partici-
pant because it will not derive a benefit from
the use of the intangible developed under the
cost sharing arrangement.

(2) Treatment of a controlled taxpayer
that is not a controlled participant—(i) In
general. If a controlled taxpayer that is
not a controlled participant (within
the meaning of this paragraph (c)) pro-
vides assistance in relation to the re-
search and development undertaken in
the intangible development area, it
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must receive consideration from the
controlled participants under the rules
of §1.482-4(f)(3)(iii) (Allocations with
respect to assistance provided to the
owner). For purposes of paragraph (d)
of this section, such consideration is
treated as an operating expense and
each controlled participant must be
treated as incurring a share of such
consideration equal to its share of rea-
sonably anticipated benefits (as defined
in paragraph (f)(3) of this section).

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

Example. (i) U.S. Parent (USP), one foreign
subsidiary (FS), and a second foreign sub-
sidiary constituting the group’s research
arm (R+D) enter into a cost sharing agree-
ment to develop manufacturing intangibles
for a new product line A. USP and FS are as-
signed the exclusive rights to exploit the in-
tangibles respectively in the United States
and the rest of the world, where each pres-
ently manufactures and sells various exist-
ing product lines. R+D is not assigned any
rights to exploit the intangibles. R+D’s ac-
tivity consists solely in carrying out re-
search for the group. It is reliably projected
that the shares of reasonably anticipated
benefits of USP and FS will be 667:% and
33Ys, respectively, and the parties’ agreement
provides that USP and FS will reimburse
66%3% and 33%3%, respectively, of the intan-
gible development costs incurred by R+D
with respect to the new intangible.

(ii) R+D does not qualify as a controlled
participant within the meaning of paragraph
(c) of this section, because it will not derive
any benefits from the use of covered intangi-
bles. Therefore, R+D is treated as a service
provider for purposes of this section and
must receive arm’s length consideration for
the assistance it is deemed to provide to USP
and FS, under the rules of §1.482-4(f)(3)(iii).
Such consideration must be treated as intan-
gible development costs incurred by USP and
FS in proportion to their shares of reason-
ably anticipated benefits (i.e., 66%:% and
33Y3%, respectively). R+D will not be consid-
ered to bear any share of the intangible de-
velopment costs under the arrangement.

(3) Treatment of consolidated group.
For purposes of this section, all mem-
bers of the same affiliated group (with-
in the meaning of section 1504(a)) that
join in the filing of a consolidated re-
turn for the taxable year under section
1501 shall be treated as one taxpayer.

(d) Costs—(1) Intangible development
costs. For purposes of this section, a
controlled participant’s costs of devel-
oping intangibles for a taxable year
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mean all of the costs incurred by that
participant related to the intangible
development area, plus all of the cost
sharing payments it makes to other
controlled and uncontrolled partici-
pants, minus all of the cost sharing
payments it receives from other con-
trolled and uncontrolled participants.
Costs incurred related to the intangible
development area consist of the fol-
lowing items: operating expenses as de-
fined in §1.482-5(d)(3), other than depre-
ciation or amortization expense, plus
(to the extent not included in such op-
erating expenses, as defined in §1.482-
5(d)(3)) the charge for the use of any
tangible property made available to
the qualified cost sharing arrangement.
If tangible property is made available
to the qualified cost sharing arrange-
ment by a controlled participant, the
determination of the appropriate
charge will be governed by the rules of
§1.482-2(c) (Use of tangible property).
Intangible development costs do not in-
clude the consideration for the use of
any intangible property made available
to the qualified cost sharing arrange-
ment. See paragraph (g)(2) of this sec-
tion. If a particular cost contributes to
the intangible development area and
other areas or other business activi-
ties, the cost must be allocated be-
tween the intangible development area
and the other areas or business activi-
ties on a reasonable basis. In such a
case, it is necessary to estimate the
total benefits attributable to the cost
incurred. The share of such cost allo-
cated to the intangible development
area must correspond to covered intan-
gibles’ share of the total benefits. Costs
that do not contribute to the intan-
gible development area are not taken
into account.

(2) Stock-based compensation—(i) In
general. For purposes of this section, a
controlled participant’s operating ex-
penses include all costs attributable to
compensation, including stock-based
compensation. As used in this section,
the term stock-based compensation
means any compensation provided by a
controlled participant to an employee
or independent contractor in the form
of equity instruments, options to ac-
quire stock (stock options), or rights
with respect to (or determined by ref-
erence to) equity instruments or stock
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options, including but not limited to
property to which section 83 applies
and stock options to which section 421
applies, regardless of whether ulti-
mately settled in the form of cash,
stock, or other property.

(ii) ldentification of stock-based com-
pensation related to intangible develop-
ment. The determination of whether
stock-based compensation is related to
the intangible development area within
the meaning of paragraph (d)(1) of this
section is made as of the date that the
stock-based compensation is granted.
Accordingly, all stock-based compensa-
tion that is granted during the term of
the qualified cost sharing arrangement
and is related at date of grant to the
development of intangibles covered by
the arrangement is included as an in-
tangible development cost under para-
graph (d)(1) of this section. In the case
of a repricing or other modification of
a stock option, the determination of
whether the repricing or other modi-
fication constitutes the grant of a new
stock option for purposes of this para-
graph (d)(2)(ii) will be made in accord-
ance with the rules of section 424(h)
and related regulations.

(iii) Measurement and timing of stock-
based compensation expense—(A) In gen-
eral. Except as otherwise provided in
this paragraph (d)(2)(iii), the operating
expense attributable to stock-based
compensation is equal to the amount
allowable to the controlled participant
as a deduction for Federal income tax
purposes with respect to that stock-
based compensation (for example,
under section 83(h)) and is taken into
account as an operating expense under
this section for the taxable year for
which the deduction is allowable.

(1) Transfers to which section 421 ap-
plies. Solely for purposes of this para-
graph (d)(2)(iii)(A), section 421 does not
apply to the transfer of stock pursuant
to the exercise of an option that meets
the requirements of section 422(a) or
423(a).

(2) Deductions of foreign controlled par-
ticipants. Solely for purposes of this
paragraph (d)(2)(iii)(A), an amount is
treated as an allowable deduction of a
controlled participant to the extent
that a deduction would be allowable to
a United States taxpayer.
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(3) Modification of stock option. Solely
for purposes of this paragraph
(d)(2)(iii)(A), if the repricing or other
modification of a stock option is deter-
mined, under paragraph (d)(2)(ii) of this
section, to constitute the grant of a
new stock option not related to the de-
velopment of intangibles, the stock op-
tion that is repriced or otherwise modi-
fied will be treated as being exercised
immediately before the modification,
provided that the stock option is then
exercisable and the fair market value
of the underlying stock then exceeds
the price at which the stock option is
exercisable. Accordingly, the amount
of the deduction that would be allow-
able (or treated as allowable under this
paragraph (d)(2)(iii)(A)) to the con-
trolled participant upon exercise of the
stock option immediately before the
modification must be taken into ac-
count as an operating expense as of the
date of the modification.

(4) Expiration or termination of quali-
fied cost sharing arrangement. Solely for
purposes of this paragraph (d)(2)(iii)(A),
if an item of stock-based compensation
related to the development of intangi-
bles is not exercised during the term of
a qualified cost sharing arrangement,
that item of stock-based compensation
will be treated as being exercised im-
mediately before the expiration or ter-
mination of the qualified cost sharing
arrangement, provided that the stock-
based compensation is then exercisable
and the fair market value of the under-
lying stock then exceeds the price at
which the stock-based compensation is
exercisable. Accordingly, the amount
of the deduction that would be allow-
able (or treated as allowable under this
paragraph (d)(2)(iii)(A)) to the con-
trolled participant upon exercise of the
stock-based compensation must be
taken into account as an operating ex-
pense as of the date of the expiration
or termination of the qualified cost
sharing arrangement.

(B) Election with respect to options on
publicly traded stock—(1) In general.
With respect to stock-based compensa-
tion in the form of options on publicly
traded stock, the controlled partici-
pants in a qualified cost sharing ar-
rangement may elect to take into ac-
count all operating expenses attrib-
utable to those stock options in the
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same amount, and as of the same time,
as the fair value of the stock options
reflected as a charge against income in
audited financial statements or dis-
closed in footnotes to such financial
statements, provided that such state-
ments are prepared in accordance with
United States generally accepted ac-
counting principles by or on behalf of
the company issuing the publicly trad-
ed stock.

(2) Publicly traded stock. As used in
this paragraph (d)(2)(iii)(B), the term
publicly traded stock means stock that
is regularly traded on an established
United States securities market and is
issued by a company whose financial
statements are prepared in accordance
with United States generally accepted
accounting principles for the taxable
year.

(3) Generally accepted accounting prin-
ciples. For purposes of this paragraph
(d)(2)(iii)(B), a financial statement pre-
pared in accordance with a comprehen-
sive body of generally accepted ac-
counting principles other than United
States generally accepted accounting
principles is considered to be prepared
in accordance with United States gen-
erally accepted accounting principles
provided that either—

(i) The fair value of the stock options
under consideration is reflected in the
reconciliation between such other ac-
counting principles and United States
generally accepted accounting prin-
ciples required to be incorporated into
the financial statement by the securi-
ties laws governing companies whose
stock is regularly traded on United
States securities markets; or

(ii) In the absence of a reconciliation
between such other accounting prin-
ciples and United States generally ac-
cepted accounting principles that re-
flects the fair value of the stock op-
tions under consideration, such other
accounting principles require that the
fair value of the stock options under
consideration be reflected as a charge
against income in audited financial
statements or disclosed in footnotes to
such statements.

(4) Time and manner of making the elec-
tion. The election described in this
paragraph (d)(2)(iii)(B) is made by an
explicit reference to the election in the
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written cost sharing agreement re-
quired by paragraph (b)(4) of this sec-
tion or in a written amendment to the
cost sharing agreement entered into
with the consent of the Commissioner
pursuant to paragraph (d)(2)(iii)(C) of
this section. In the case of a qualified
cost sharing arrangement in existence
on August 26, 2003, the election must be
made by written amendment to the
cost sharing agreement not later than
the latest due date (with regard to ex-
tensions) of a Federal income tax re-
turn of any controlled participant for
the first taxable year beginning after
August 26, 2003, and the consent of the
Commissioner is not required.

(C) Consistency. Generally, all con-
trolled participants in a qualified cost
sharing arrangement taking options on
publicly traded stock into account
under paragraph (d)(2)(iii)(A) or (B) of
this section must use that same meth-
od of measurement and timing for all
options on publicly traded stock with
respect to that qualified cost sharing
arrangement. Controlled participants
may change their method only with
the consent of the Commissioner and
only with respect to stock options
granted during taxable years subse-
quent to the taxable year in which the
Commissioner’s consent is obtained.
All controlled participants in the
qualified cost sharing arrangement
must join in requests for the Commis-
sioner’s consent under this paragraph.
Thus, for example, if the controlled
participants make the election de-
scribed in paragraph (d)(2)(iii)(B) of
this section upon the formation of the
qualified cost sharing arrangement, the
election may be revoked only with the
consent of the Commissioner, and the
consent will apply only to stock op-
tions granted in taxable years subse-
quent to the taxable year in which con-
sent is obtained. Similarly, if con-
trolled participants already have
granted stock options that have been
or will be taken into account under the
general rule of paragraph (d)(2)(iii)(A)
of this section, then except in cases
specified in the last sentence of para-
graph (d)(2)(iii)(B)(4) of this section,
the controlled participants may make
the election described in paragraph
d)(@)(iii)(B) of this section only with
the consent of the Commissioner, and
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the consent will apply only to stock
options granted in taxable years subse-
quent to the taxable year in which con-
sent is obtained.

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

Example 1. Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a qualified cost
sharing arrangement to develop a better
mousetrap. USS and FP share the costs of
FP’s research and development facility that
will be exclusively dedicated to this re-
search, the salaries of the researchers, and
reasonable overhead costs attributable to
the project. They also share the cost of a
conference facility that is at the disposal of
the senior executive management of each
company but does not contribute to the re-
search and development activities in any
measurable way. In this case, the cost of the
conference facility must be excluded from
the amount of intangible development costs.

Example 2. U.S. Parent (USP) and Foreign
Subsidiary (FS) enter into a qualified cost
sharing arrangement to develop a new de-
vice. USP and FS share the costs of a re-
search and development facility, the salaries
of researchers, and reasonable overhead costs
attributable to the project. USP also incurs
costs related to field testing of the device,
but does not include them in the amount of
intangible development costs of the cost
sharing arrangement. The district director
may determine that the field testing costs
are intangible development costs that must
be shared.

(e) Anticipated benefits—(1) Benefits.
Benefits are additional income gen-
erated or costs saved by the use of cov-
ered intangibles.

(2) Reasonably anticipated benefits. For
purposes of this section, a controlled
participant’s reasonably anticipated
benefits are the aggregate benefits that
it reasonably anticipates that it will
derive from covered intangibles.

(f) Cost allocations—(1) In general. For
purposes of determining whether a cost
allocation authorized by paragraph
(a)(2) of this section is appropriate for
a taxable year, a controlled partici-
pant’s share of intangible development
costs for the taxable year under a
qualified cost sharing arrangement
must be compared to its share of rea-
sonably anticipated benefits under the
arrangement. A controlled partici-
pant’s share of intangible development
costs is determined under paragraph
(f)(2) of this section. A controlled par-
ticipant’s share of reasonably antici-
pated benefits under the arrangement
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is determined under paragraph (f)(3) of
this section. In determining whether
benefits were reasonably anticipated,
it may be appropriate to compare ac-
tual benefits to anticipated benefits, as
described in paragraph (f)(3)(iv) of this
section.

(2) Share of intangible development
costs—(i) In general. A controlled par-
ticipant’s share of intangible develop-
ment costs for a taxable year is equal
to its intangible development costs for
the taxable year (as defined in para-
graph (d) of this section), divided by
the sum of the intangible development
costs for the taxable year (as defined in
paragraph (d) of this section) of all the
controlled participants.

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

Example (i) U.S. Parent (USP), Foreign
Subsidiary (FS), and Unrelated Third Party
(UTP) enter into a cost sharing arrangement
to develop new audio technology. In the first
year of the arrangement, the controlled par-
ticipants incur $2,250,000 in the intangible de-
velopment area, all of which is incurred di-
rectly by USP. In the first year, UTP makes
a $250,000 cost sharing payment to USP, and
FS makes a $800,000 cost sharing payment to
USP, under the terms of the arrangement.
For that year, the intangible development
costs borne by USP are $1,200,000 (its
$2,250,000 intangible development costs di-
rectly incurred, minus the cost sharing pay-
ments it receives of $250,000 from UTP and
$800,000 from FS); the intangible develop-
ment costs borne by FS are $800,000 (its cost
sharing payment); and the intangible devel-
opment costs borne by all of the controlled
participants are $2,000,000 (the sum of the in-
tangible development costs borne by USP
and FS of $1,200,000 and $800,000, respec-
tively). Thus, for the first year, USP’s share
of intangible development costs is 60%
($1,200,000 divided by $2,000,000), and FS’s
share of intangible development costs is 40%
($800,000 divided by $2,000,000).

(i) For purposes of determining whether a
cost allocation authorized by paragraph
§1.482-7(a)(2) is appropriate for the first year,
the district director must compare USP’s
and FS’s shares of intangible development
costs for that year to their shares of reason-
ably anticipated benefits. See paragraph
(F)(3) of this section.

(3) Share of reasonably anticipated ben-
efits—(i) In general. A controlled par-
ticipant’s share of reasonably antici-
pated benefits under a qualified cost
sharing arrangement is equal to its
reasonably anticipated benefits (as de-
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fined in paragraph (e)(2) of this sec-
tion), divided by the sum of the reason-
ably anticipated benefits (as defined in
paragraph (e)(2) of this section) of all
the controlled participants. The antici-
pated benefits of an uncontrolled par-
ticipant will not be included for pur-
poses of determining each controlled
participant’s share of anticipated bene-
fits. A controlled participant’s share of
reasonably anticipated benefits will be
determined using the most reliable es-
timate of reasonably anticipated bene-
fits. In determining which of two or
more available estimates is most reli-
able, the quality of the data and as-
sumptions used in the analysis must be
taken into account, consistent with
§1.482-1(c)(2)(ii) (Data and assump-
tions). Thus, the reliability of an esti-
mate will depend largely on the com-
pleteness and accuracy of the data, the
soundness of the assumptions, and the
relative effects of particular defi-
ciencies in data or assumptions on dif-
ferent estimates. If two estimates are
equally reliable, no adjustment should
be made based on differences in the re-
sults. The following factors will be par-
ticularly relevant in determining the
reliability of an estimate of antici-
pated benefits—

(A) The reliability of the basis used
for measuring benefits, as described in
paragraph (f)(3)(ii) of this section; and

(B) The reliability of the projections
used to estimate benefits, as described
in paragraph (f)(3)(iv) of this section.

(ii) Measure of benefits. In order to es-
timate a controlled participant’s share
of anticipated benefits from covered in-
tangibles, the amount of benefits that
each of the controlled participants is
reasonably anticipated to derive from
covered intangibles must be measured
on a basis that is consistent for all
such participants. See paragraph
(P B)(iii)(E), Example 8, of this section.
If a controlled participant transfers
covered intangibles to another con-
trolled taxpayer, such participant’s
benefits from the transferred intangi-
bles must be measured by reference to
the transferee’s benefits, disregarding
any consideration paid by the trans-
feree to the controlled participant
(such as a royalty pursuant to a license
agreement). Anticipated benefits are
measured either on a direct basis, by
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reference to estimated additional in-
come to be generated or costs to be
saved by the use of covered intangibles,
or on an indirect basis, by reference to
certain measurements that reasonably
can be assumed to be related to income
generated or costs saved. Such indirect
bases of measurement of anticipated
benefits are described in paragraph
M (B)(iii) of this section. A controlled
participant’s anticipated benefits must
be measured on the most reliable basis,
whether direct or indirect. In deter-
mining which of two bases of measure-
ment of reasonably anticipated bene-
fits is most reliable, the factors set
forth in §1.482-1(c)(2)(ii) (Data and as-
sumptions) must be taken into ac-
count. It normally will be expected
that the basis that provided the most
reliable estimate for a particular year
will continue to provide the most reli-
able estimate in subsequent years, ab-
sent a material change in the factors
that affect the reliability of the esti-
mate. Regardless of whether a direct or
indirect basis of measurement is used,
adjustments may be required to ac-
count for material differences in the
activities that controlled participants
undertake to exploit their interests in
covered intangibles. See Example 6 of
paragraph (f)(3)(iii)(E) of this section.

(iii) Indirect bases for measuring antici-
pated benefits. Indirect bases for meas-
uring anticipated benefits from partici-
pation in a qualified cost sharing ar-
rangement include the following:

(A) Units used, produced or sold. Units
of items used, produced or sold by each
controlled participant in the business
activities in which covered intangibles
are exploited may be used as an indi-
rect basis for measuring its anticipated
benefits. This basis of measurement
will be more reliable to the extent that
each controlled participant is expected
to have a similar increase in net profit
or decrease in net loss attributable to
the covered intangibles per unit of the
item or items used, produced or sold.
This circumstance is most likely to
arise when the covered intangibles are
exploited by the controlled partici-
pants in the use, production or sale of
substantially uniform items under
similar economic conditions.

(B) Sales. Sales by each controlled
participant in the business activities in
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which covered intangibles are exploited
may be used as an indirect basis for
measuring its anticipated benefits.
This basis of measurement will be more
reliable to the extent that each con-
trolled participant is expected to have
a similar increase in net profit or de-
crease in net loss attributable to cov-
ered intangibles per dollar of sales.
This circumstance is most likely to
arise if the costs of exploiting covered
intangibles are not substantial relative
to the revenues generated, or if the
principal effect of using covered intan-
gibles is to increase the controlled par-
ticipants’ revenues (e.g., through a
price premium on the products they
sell) without affecting their costs sub-
stantially. Sales by each controlled
participant are unlikely to provide a
reliable basis for measuring benefits
unless each controlled participant op-
erates at the same market level (e.g.,
manufacturing, distribution, etc.).

(C) Operating profit. Operating profit
of each controlled participant from the
activities in which covered intangibles
are exploited may be used as an indi-
rect basis for measuring its anticipated
benefits. This basis of measurement
will be more reliable to the extent that
such profit is largely attributable to
the use of covered intangibles, or if the
share of profits attributable to the use
of covered intangibles is expected to be
similar for each controlled participant.
This circumstance is most likely to
arise when covered intangibles are in-
tegral to the activity that generates
the profit and the activity could not be
carried on or would generate little
profit without use of those intangibles.

(D) Other bases for measuring antici-
pated benefits. Other bases for meas-
uring anticipated benefits may, in
some circumstances, be appropriate,
but only to the extent that there is ex-
pected to be a reasonably identifiable
relationship between the basis of meas-
urement used and additional income
generated or costs saved by the use of
covered intangibles. For example, a di-
vision of costs based on employee com-
pensation would be considered unreli-
able unless there were a relationship
between the amount of compensation
and the expected income of the con-
trolled participants from the use of
covered intangibles.
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(E) Examples. The following examples
illustrate this paragraph (f)(3)(iii):

Example 1. Foreign Parent (FP) and U.S.
Subsidiary (USS) both produce a feedstock
for the manufacture of various high-perform-
ance plastic products. Producing the feed-
stock requires large amounts of electricity,
which accounts for a significant portion of
its production cost. FP and USS enter into a
cost sharing arrangement to develop a new
process that will reduce the amount of elec-
tricity required to produce a unit of the feed-
stock. FP and USS currently both incur an
electricity cost of X% of its other production
costs and rates for each are expected to re-
main similar in the future. How much the
new process, if it is successful, will reduce
the amount of electricity required to
produce a unit of the feedstock is uncertain,
but it will be about the same amount for
both companies. Therefore, the cost savings
each company is expected to achieve after
implementing the new process are similar
relative to the total amount of the feedstock
produced. Under the cost sharing arrange-
ment FP and USS divide the costs of devel-
oping the new process based on the units of
the feedstock each is anticipated to produce
in the future. In this case, units produced is
the most reliable basis for measuring bene-
fits and dividing the intangible development
costs because each participant is expected to
have a similar decrease in costs per unit of
the feedstock produced.

Example 2. The facts are the same as in Ex-
ample 1, except that USS pays X% of its
other production costs for electricity while
FP pays 2X% of its other production costs.
In this case, units produced is not the most
reliable basis for measuring benefits and di-
viding the intangible development costs be-
cause the participants do not expect to have
a similar decrease in costs per unit of the
feedstock produced. The district director de-
termines that the most reliable measure of
benefit shares may be based on units of the
feedstock produced if FP’s units are weight-
ed relative to USS’ units by a factor of 2.
This reflects the fact that FP pays twice as
much as USS as a percentage of its other
production costs for electricity and, there-
fore, FP’s savings per unit of the feedstock
would be twice USS’s savings from any new
process eventually developed.

Example 3. The facts are the same as in Ex-
ample 2, except that to supply the particular
needs of the U.S. market USS manufactures
the feedstock with somewhat different prop-
erties than FP’s feedstock. This requires
USS to employ a somewhat different produc-
tion process than does FP. Because of this
difference, it will be more costly for USS to
adopt any new process that may be devel-
oped under the cost sharing agreement. In
this case, units produced is not the most re-
liable basis for measuring benefit shares. In
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order to reliably determine benefit shares,
the district director offsets the reasonably
anticipated costs of adopting the new process
against the reasonably anticipated total sav-
ings in electricity costs.

Example 4. U.S. Parent (USP) and Foreign
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new anesthetic drugs.
USP obtains the right to use any resulting
patent in the U.S. market, and FS obtains
the right to use the patent in the European
market. USP and FS divide costs on the
basis of anticipated operating profit from
each patent under development. USP antici-
pates that it will receive a much higher prof-
it than FS per unit sold because drug prices
are uncontrolled in the U.S., whereas drug
prices are regulated in many European coun-
tries. In this case, the controlled taxpayers’
basis for measuring benefits is the most reli-
able.

Example 5. (i) Foreign Parent (FP) and U.S.
Subsidiary (USS) both manufacture and sell
fertilizers. They enter into a cost sharing ar-
rangement to develop a new pellet form of a
common agricultural fertilizer that is cur-
rently available only in powder form. Under
the cost sharing arrangement, USS obtains
the rights to produce and sell the new form
of fertilizer for the U.S. market while FP ob-
tains the rights to produce and sell the fer-
tilizer for the rest of the world. The costs of
developing the new form of fertilizer are di-
vided on the basis of the anticipated sales of
fertilizer in the participants’ respective mar-
kets.

(ii) If the research and development is suc-
cessful the pellet form will deliver the fer-
tilizer more efficiently to crops and less fer-
tilizer will be required to achieve the same
effect on crop growth. The pellet form of fer-
tilizer can be expected to sell at a price pre-
mium over the powder form of fertilizer
based on the savings in the amount of fer-
tilizer that needs to be used. If the research
and development is successful, the costs of
producing pellet fertilizer are expected to be
approximately the same as the costs of pro-
ducing powder fertilizer and the same for
both FP and USS. Both FP and USS operate
at approximately the same market levels,
selling their fertilizers largely to inde-
pendent distributors.

(iii) In this case, the controlled taxpayers’
basis for measuring benefits is the most reli-
able.

Example 6. The facts are the same as in Ex-
ample 5, except that FP distributes its fer-
tilizers directly while USS sells to inde-
pendent distributors. In this case, sales of
USS and FP are not the most reliable basis
for measuring benefits unless adjustments
are made to account for the difference in
market levels at which the sales occur.

Example 7. Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a cost sharing
arrangement to develop materials that will
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be used to train all new entry-level employ-
ees. FP and USS determine that the new ma-
terials will save approximately ten hours of
training time per employee. Because their
entry-level employees are paid on differing
wage scales, FP and USS decide that they
should not divide costs based on the number
of entry-level employees hired by each.
Rather, they divide costs based on compensa-
tion paid to the entry-level employees hired
by each. In this case, the basis used for
measuring benefits is the most reliable be-
cause there is a direct relationship between
compensation paid to new entry-level em-
ployees and costs saved by FP and USS from
the use of the new training materials.

Example 8. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1) and Foreign Subsidiary 2
(FS2) enter into a cost sharing arrangement
to develop computer software that each will
market and install on customers’ computer
systems. The participants divide costs on the
basis of projected sales by USP, FS1, and FS2
of the software in their respective geo-
graphic areas. However, FS1 plans not only
to sell but also to license the software to un-
related customers, and FSl’s licensing in-
come (which is a percentage of the licensees’
sales) is not counted in the projected bene-
fits. In this case, the basis used for meas-
uring the benefits of each participant is not
the most reliable because all of the benefits
received by participants are not taken into
account. In order to reliably determine ben-
efit shares, FS1’s projected benefits from li-
censing must be included in the measure-
ment on a basis that is the same as that used
to measure its own and the other partici-
pants’ projected benefits from sales (e.g., all
participants might measure their benefits on
the basis of operating profit).

(iv) Projections used to estimate antici-
pated benefits—(A) In general. The reli-
ability of an estimate of anticipated
benefits also depends upon the reli-
ability of projections used in making
the estimate. Projections required for
this purpose generally include a deter-
mination of the time period between
the inception of the research and devel-
opment and the receipt of benefits, a
projection of the time over which bene-
fits will be received, and a projection of
the benefits anticipated for each year
in which it is anticipated that the in-
tangible will generate benefits. A pro-
jection of the relevant basis for meas-
uring anticipated benefits may require
a projection of the factors that under-
lie it. For example, a projection of op-
erating profits may require a projec-
tion of sales, cost of sales, operating
expenses, and other factors that affect
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operating profits. If it is anticipated
that there will be significant variation
among controlled participants in the
timing of their receipt of benefits, and
consequently benefit shares are ex-
pected to vary significantly over the
years in which benefits will be re-
ceived, it may be necessary to use the
present discounted value of the pro-
jected benefits to reliably determine
each controlled participant’s share of
those benefits. If it is not anticipated
that benefit shares will significantly
change over time, current annual ben-
efit shares may provide a reliable pro-
jection of anticipated benefit shares.
This circumstance is most likely to
occur when the cost sharing arrange-
ment is a long-term arrangement, the
arrangement covers a wide variety of
intangibles, the composition of the
covered intangibles is unlikely to
change, the covered intangibles are un-
likely to generate unusual profits, and
each controlled participant’s share of
the market is stable.

(B) Unreliable projections. A signifi-
cant divergence between projected ben-
efit shares and actual benefit shares
may indicate that the projections were
not reliable. In such a case, the district
director may use actual benefits as the
most reliable measure of anticipated
benefits. If benefits are projected over
a period of years, and the projections
for initial years of the period prove to
be unreliable, this may indicate that
the projections for the remaining years
of the period are also unreliable and
thus should be adjusted. Projections
will not be considered unreliable based
on a divergence between a controlled
participant’s projected benefit share
and actual benefit share if the amount
of such divergence for every controlled
participant is less than or equal to 20%
of the participant’s projected benefit
share. Further, the district director
will not make an allocation based on
such divergence if the difference is due
to an extraordinary event, beyond the
control of the participants, that could
not reasonably have been anticipated
at the time that costs were shared. For
purposes of this paragraph, all con-
trolled participants that are not U.S.
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persons will be treated as a single con-
trolled participant. Therefore, an ad-
justment based on an unreliable projec-
tion will be made to the cost shares of
foreign controlled participants only if
there is a matching adjustment to the
cost shares of controlled participants
that are U.S. persons. Nothing in this
paragraph (f)(3)(iv)(B) will prevent the
district director from making an allo-
cation if the taxpayer did not use the
most reliable basis for measuring an-
ticipated benefits. For example, if the
taxpayer measures anticipated benefits
based on units sold, and the district di-
rector determines that another basis is
more reliable for measuring antici-
pated benefits, then the fact that ac-
tual units sold were within 20% of the
projected unit sales will not preclude
an allocation under this section.

(C) Foreign-to-foreign  adjustments.
Notwithstanding the limitations on ad-
justments provided in paragraph
(N (3)(iv)(B) of this section, adjustments
to cost shares based on an unreliable
projection also may be made solely
among foreign controlled participants
if the variation between actual and
projected benefits has the effect of sub-
stantially reducing U.S. tax.

(D) Examples. The following examples
illustrate this paragraph (f)(3)(iv):

Example 1. (i) Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a cost sharing
arrangement to develop a new car model.
The participants plan to spend four years de-
veloping the new model and four years pro-
ducing and selling the new model. USS and
FP project total sales of $4 billion and $2 bil-
lion, respectively, over the planned four
years of exploitation of the new model. Cost
shares are divided for each year based on
projected total sales. Therefore, USS bears
6673% of each year’s intangible development
costs and FP bears 33%:% of such costs.

(ii) USS typically begins producing and
selling new car models a year after FP be-
gins producing and selling new car models.
The district director determines that in
order to reflect USS’ one-year lag in intro-
ducing new car models, a more reliable pro-
jection of each participant’s share of benefits
would be based on a projection of all four
years of sales for each participant, dis-
counted to present value.

Example 2. U.S. Parent (USP) and Foreign
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new and improved
household cleaning products. Both partici-
pants have sold household cleaning products
for many years and have stable market
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shares. The products under development are
unlikely to produce unusual profits for ei-
ther participant. The participants divide
costs on the basis of each participant’s cur-
rent sales of household cleaning products. In
this case, the participants’ future benefit
shares are reliably projected by current sales
of cleaning products.

Example 3. The facts are the same as in Ex-
ample 2, except that FS’s market share is
rapidly expanding because of the business
failure of a competitor in its geographic
area. The district director determines that
the participants’ future benefit shares are
not reliably projected by current sales of
cleaning products and that FS’s benefit pro-
jections should take into account its growth
in sales.

Example 4. Foreign Parent (FP) and U.S.
Subsidiary (USS) enter into a cost sharing
arrangement to develop synthetic fertilizers
and insecticides. FP and USS share costs on
the basis of each participant’s current sales
of fertilizers and insecticides. The market
shares of the participants have been stable
for fertilizers, but FP’s market share for in-
secticides has been expanding. The district
director determines that the participants’
projections of benefit shares are reliable
with regard to fertilizers, but not reliable
with regard to insecticides; a more reliable
projection of benefit shares would take into
account the expanding market share for in-
secticides.

Example 5. U.S. Parent (USP) and Foreign
Subsidiary (FS) enter into a cost sharing ar-
rangement to develop new food products, di-
viding costs on the basis of projected sales
two years in the future. In year 1, USP and
FS project that their sales in year 3 will be
equal, and they divide costs accordingly. In
year 3, the district director examines the
participants’ method for dividing costs. USP
and FS actually accounted for 42% and 58%
of total sales, respectively. The district di-
rector agrees that sales two years in the fu-
ture provide a reliable basis for estimating
benefit shares. Because the differences be-
tween USP’s and FS’s actual and projected
benefit shares are less than 20% of their pro-
jected benefit shares, the projection of fu-
ture benefits for year 3 is reliable.

Example 6. The facts are the same as in Ex-
ample 5, except that the in year 3 USP and
FS actually accounted for 35% and 65% of
total sales, respectively. The divergence be-
tween USP’s projected and actual benefit
shares is greater than 20% of USP’s projected
benefit share and is not due to an extraor-
dinary event beyond the control of the par-
ticipants. The district director concludes
that the projection of anticipated benefit
shares was unreliable, and uses actual bene-
fits as the basis for an adjustment to the
cost shares borne by USP and FS.

Example 7. U.S. Parent (USP), a U.S. cor-
poration, and its foreign subsidiary (FS)
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enter a cost sharing arrangement in year 1.
They project that they will begin to receive
benefits from covered intangibles in years 4
through 6, and that USP will receive 60% of
total benefits and FS 40% of total benefits.
In years 4 through 6, USP and FS actually
receive 50% each of the total benefits. In
evaluating the reliability of the partici-
pants’ projections, the district director com-
pares these actual benefit shares to the pro-
jected benefit shares. Although USP’s actual
benefit share (50%) is within 20% of its pro-
jected benefit share (60%), FS’s actual ben-
efit share (50%) is not within 20% of its pro-
jected benefit share (40%). Based on this dis-
crepancy, the district director may conclude
that the participants’ projections were not
reliable and may use actual benefit shares as
the basis for an adjustment to the cost
shares borne by USP and FS.

Example 8. Three controlled taxpayers,
USP, FS1 and FS2 enter into a cost sharing
arrangement. FS1 and FS2 are foreign. USP
is a United States corporation that controls
all the stock of FS1 and FS2. The partici-
pants project that they will share the total
benefits of the covered intangibles in the fol-
lowing percentages: USP 50%; FS1 30%; and
FS2 20%. Actual benefit shares are as fol-
lows: USP 45%; FS1 25%; and FS2 30%. In
evaluating the reliability of the partici-
pants’ projections, the district director com-
pares these actual benefit shares to the pro-
jected benefit shares. For this purpose, FS1
and FS2 are treated as a single participant.
The actual benefit share received by USP
(45%) is within 20% of its projected benefit
share (50%). In addition, the non-US partici-
pants’ actual benefit share (55%) is also
within 20% of their projected benefit share
(50%). Therefore, the district director con-
cludes that the participants’ projections of
future benefits were reliable, despite the fact
that FS2’s actual benefit share (30%) is not
within 20% of its projected benefit share
(20%).

Example 9. The facts are the same as in Ex-
ample 8. In addition, the district director de-
termines that FS2 has significant operating
losses and has no earnings and profits, and
that FS1 is profitable and has earnings and
profits. Based on all the evidence, the dis-
trict director concludes that the participants
arranged that FS1 would bear a larger cost
share than appropriate in order to reduce
FS1’s earnings and profits and thereby re-
duce inclusions USP otherwise would be
deemed to have on account of FS1 under sub-
part F. Pursuant to §1.482-7 (f)(3)(iv)(C), the
district director may make an adjustment
solely to the cost shares borne by FS1 and
FS2 because FS2’s projection of future bene-
fits was unreliable and the variation between
actual and projected benefits had the effect
of substantially reducing USP’s U.S. income
tax liability (on account of FS1 subpart F in-
come).
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Example 10. (i)(A) Foreign Parent (FP) and
U.S. Subsidiary (USS) enter into a cost shar-
ing arrangement in 1996 to develop a new
treatment for baldness. USS’s interest in
any treatment developed is the right to
produce and sell the treatment in the U.S.
market while FP retains rights to produce
and sell the treatment in the rest of the
world. USS and FP measure their antici-
pated benefits from the cost sharing arrange-
ment based on their respective projected fu-
ture sales of the baldness treatment. The fol-
lowing sales projections are used:

SALES

[In millions of dollars]

Year uss FP
1997 . e ———— 5 10
1998 . - 20 20
1999 . 30 30
2000 . 40 40
2001 . 40 40
2002 . 40 40
2003 . 40 40
2004 . 20 20
2005 . . 10 10
2006 . e 5 5

(B) In 1997, the first year of sales, USS is
projected to have lower sales than FP due to
lags in U.S. regulatory approval for the
baldness treatment. In each subsequent year
USS and FP are projected to have equal
sales. Sales are projected to build over the
first three years of the period, level off for
several years, and then decline over the final
years of the period as new and improved
baldness treatments reach the market.

(ii) To account for USS’s lag in sales in the
first year, the present discounted value of
sales over the period is used as the basis for
measuring benefits. Based on the risk associ-
ated with this venture, a discount rate of 10
percent is selected. The present discounted
value of projected sales is determined to be
approximately $154.4 million for USS and
$158.9 million for FP. On this basis USS and
FP are projected to obtain approximately
49.3% and 50.7% of the benefit, respectively,
and the costs of developing the baldness
treatment are shared accordingly.

(iii) (A) In the year 2002 the district direc-
tor examines the cost sharing arrangement.
USS and FP have obtained the following
sales results through the year 2001:

SALES

[In millions of dollars]

Year uss FP
1997 . e 0 17
1998 . 17 35
1999 . 25 41
2000 . e 38 41
2001 . e 39 41
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(B) USS'’s sales initially grew more slowly
than projected while FP’s sales grew more
quickly. In each of the first three years of
the period the share of total sales of at least
one of the parties diverged by over 20% from
its projected share of sales. However, by the
year 2001 both parties’ sales had leveled off
at approximately their projected values.
Taking into account this leveling off of sales
and all the facts and circumstances, the dis-
trict director determines that it is appro-
priate to use the original projections for the
remaining years of sales. Combining the ac-
tual results through the year 2001 with the
projections for subsequent years, and using a
discount rate of 10%, the present discounted
value of sales is approximately $141.6 million
for USS and $187.3 million for FP. This result
implies that USS and FP obtain approxi-
mately 43.1% and 56.9%, respectively, of the
anticipated benefits from the baldness treat-
ment. Because these benefit shares are with-
in 20% of the benefit shares calculated based
on the original sales projections, the district
director determines that, based on the dif-
ference between actual and projected benefit
shares, the original projections were not un-
reliable. No adjustment is made based on the
difference between actual and projected ben-
efit shares.

Example 11. (i) The facts are the same as in
Example 10, except that the actual sales re-
sults through the year 2001 are as follows:

SALES

[In millions of dollars]

Year uss FP
1997 . e 0 17
1998 . e —————— 17 35
1999 . e 25 44
2000 . e 34 54
2001 . e —————— 36 55

(ii) Based on the discrepancy between the
projections and the actual results and on
consideration of all the facts, the district di-
rector determines that for the remaining
years the following sales projections are
more reliable than the original projections:

SALES

[In millions of dollars]

Year uss FP
2002 .. 36 55
2003 .. 36 55
2004 .. 18 28
2005 .. 9 14
2006 .. 4.5 7

(iii) Combining the actual results through
the year 2001 with the projections for subse-
quent years, and using a discount rate of
10%, the present discounted value of sales is
approximately $131.2 million for USS and
$229.4 million for FP. This result implies
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that USS and FP obtain approximately 35.4%
and 63.6%, respectively, of the anticipated
benefits from the baldness treatment. These
benefit shares diverge by greater than 20%
from the benefit shares calculated based on
the original sales projections, and the dis-
trict director determines that, based on the
difference between actual and projected ben-
efit shares, the original projections were un-
reliable. The district director adjusts costs
shares for each of the taxable years under ex-
amination to conform them to the recal-
culated shares of anticipated benefits.

(4) Timing of allocations. If the district
director reallocates costs under the
provisions of this paragraph (f), the al-
location must be reflected for tax pur-
poses in the year in which the costs
were incurred. When a cost sharing
payment is owed by one member of a
qualified cost sharing arrangement to
another member, the district director
may make appropriate allocations to
reflect an arm’s length rate of interest
for the time value of money, consistent
with the provisions of §1.482-2(a)
(Loans or advances).

(g) Allocations of income, deductions or
other tax items to reflect transfers of in-
tangibles (buy-in)—(1) In general. A con-
trolled participant that makes intan-
gible property available to a qualified
cost sharing arrangement will be treat-
ed as having transferred interests in
such property to the other controlled
participants, and such other controlled
participants must make buy-in pay-
ments to it, as provided in paragraph
(9)(2) of this section. If the other con-
trolled participants fail to make such
payments, the district director may
make appropriate allocations, under
the provisions of §§1.482-1 and 1.482-4
through 1.482-6, to reflect an arm’s
length consideration for the trans-
ferred intangible property. Further, if
a group of controlled taxpayers partici-
pates in a qualified cost sharing ar-
rangement, any change in the con-
trolled participants’ interests in cov-
ered intangibles, whether by reason of
entry of a new participant or otherwise
by reason of transfers (including
deemed transfers) of interests among
existing participants, is a transfer of
intangible property, and the district di-
rector may make appropriate alloca-
tions, under the provisions of §§1.482-1
and 1.482-4 through 1.482-6, to reflect an
arm’s length consideration for the

654



Internal Revenue Service, Treasury

transfer. See paragraphs (g) (3), (4), and
(5) of this section. Paragraph (g)(6) of
this section provides rules for assign-
ing unassigned interests under a quali-
fied cost sharing arrangement.

(2) Pre-existing intangibles. If a con-
trolled participant makes pre-existing
intangible property in which it owns an
interest available to other controlled
participants for purposes of research in
the intangible development area under
a qualified cost sharing arrangement,
then each such other controlled partic-
ipant must make a buy-in payment to
the owner. The buy-in payment by each
such other controlled participant is the
arm’s length charge for the use of the
intangible under the rules of §§1.482-1
and 1.482-4 through 1.482-6, multiplied
by the controlled participant’s share of
reasonably anticipated benefits (as de-
fined in paragraph (f)(3) of this sec-
tion). A controlled participant’s pay-
ment required under this paragraph
(9)(2) is deemed to be reduced to the ex-
tent of any payments owed to it under
this paragraph (g)(2) from other con-
trolled participants. Each payment re-
ceived by a payee will be treated as
coming pro rata out of payments made
by all payors. See paragraph (g)(8), Ex-
ample 4, of this section. Such payments
will be treated as consideration for a
transfer of an interest in the intangible
property made available to the quali-
fied cost sharing arrangement by the
payee. Any payment to or from an un-
controlled participant in consideration
for intangible property made available
to the qualified cost sharing arrange-
ment will be shared by the controlled
participants in accordance with their
shares of reasonably anticipated bene-
fits (as defined in paragraph (f)(3) of
this section). A controlled participant’s
payment required under this paragraph
(9)(2) is deemed to be reduced by such
a share of payments owed from an un-
controlled participant to the same ex-
tent as by any payments owed from
other controlled participants under
this paragraph (g)(2). See paragraph
(9)(8), Example 5, of this section.

(3) New controlled participant. If a new
controlled participant enters a quali-
fied cost sharing arrangement and ac-
quires any interest in the covered in-
tangibles, then the new participant
must pay an arm’s length consider-
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ation, under the provisions of §§1.482-1
and 1.482-4 through 1.482-6, for such in-
terest to each controlled participant
from whom such interest was acquired.

(4) Controlled participant relinquishes
interests. A controlled participant in a
qualified cost sharing arrangement
may be deemed to have acquired an in-
terest in one or more covered intangi-
bles if another controlled participant
transfers, abandons, or otherwise relin-
quishes an interest under the arrange-
ment, to the benefit of the first partici-
pant. If such a relinquishment occurs,
the participant relinquishing the inter-
est must receive an arm’s length con-
sideration, under the provisions of
§§1.482-1 and 1.482-4 through 1.482-6, for
its interest. If the controlled partici-
pant that has relinquished its interest
subsequently uses that interest, then
that participant must pay an arm’s
length consideration, under the provi-
sions of §§1.482-1 and 1.482-4 through
1.482-6, to the controlled participant
that acquired the interest.

(5) Conduct inconsistent with the terms
of a cost sharing arrangement. If, after
any cost allocations authorized by
paragraph (a)(2) of this section, a con-
trolled participant bears costs of intan-
gible development that over a period of
years are consistently and materially
greater or lesser than its share of rea-
sonably anticipated benefits, then the
district director may conclude that the
economic substance of the arrange-
ment between the controlled partici-
pants is inconsistent with the terms of
the cost sharing arrangement. In such
a case, the district director may dis-
regard such terms and impute an
agreement consistent with the con-
trolled participants’ course of conduct,
under which a controlled participant
that bore a disproportionately greater
share of costs received additional in-
terests in covered intangibles. See
§1.482-1(d)(3)(ii)(B) (ldentifying con-
tractual terms) and §1.482- 4(f)(3)(ii)
(Identification of owner). Accordingly,
that participant must receive an arm’s
length payment from any controlled
participant whose share of the intan-
gible development costs is less than its
share of reasonably anticipated bene-
fits over time, under the provisions of
§§1.482-1 and 1.482-4 through 1.482-6.
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(6) Failure to assign interests under a
qualified cost sharing arrangement. If a
qualified cost sharing arrangement
fails to assign an interest in a covered
intangible, then each controlled partic-
ipant will be deemed to hold a share in
such interest equal to its share of the
costs of developing such intangible.
For this purpose, if cost shares have
varied materially over the period dur-
ing which such intangible was devel-
oped, then the costs of developing the
intangible must be measured by their
present discounted value as of the date
when the first such costs were in-
curred.

(7) Form of consideration. The consid-
eration for an acquisition described in
this paragraph (g) may take any of the
following forms:

(i) Lump sum payments. For the treat-
ment of lump sum payments, see
§1.482-4(f)(5) (Lump sum payments);

(i) Installment payments. Installment
payments spread over the period of use
of the intangible by the transferee,
with interest calculated in accordance
with §1.482-2(a) (Loans or advances);
and

(iii) Royalties. Royalties or other pay-
ments contingent on the use of the in-
tangible by the transferee.

(8) Examples. The following examples
illustrate allocations described in this

paragraph (g):

Example 1. In year one, four members of a
controlled group enter into a cost sharing ar-
rangement to develop a commercially fea-
sible process for capturing energy from nu-
clear fusion. Based on a reliable projection of
their future benefits, each cost sharing par-
ticipant bears an equal share of the costs.
The cost of developing intangibles for each
participant with respect to the project is ap-
proximately $1 million per year. In year ten,
a fifth member of the controlled group joins
the cost sharing group and agrees to bear
one-fifth of the future costs in exchange for
part of the fourth member’s territory reason-
ably anticipated to yield benefits amounting
to one-fifth of the total benefits. The fair
market value of intangible property within
the arrangement at the time the fifth com-
pany joins the arrangement is $45 million.
The new member must pay one-fifth of that
amount (that is, $9 million total) to the
fourth member from whom it acquired its in-
terest in covered intangibles.

Example 2. U.S. Subsidiary (USS), Foreign
Subsidiary (FS) and Foreign Parent (FP)
enter into a cost sharing arrangement to de-
velop new products within the Group X prod-
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uct line. USS manufactures and sells Group
X products in North America, FS manufac-
tures and sells Group X products in South
America, and FP manufactures and sells
Group X products in the rest of the world.
USS, FS and FP project that each will man-
ufacture and sell a third of the Group X
products under development, and they share
costs on the basis of projected sales of manu-
factured products. When the new Group X
products are developed, however, USS ceases
to manufacture Group X products, and FP
sells its Group X products to USS for resale
in the North American market. USS earns a
return on its resale activity that is appro-
priate given its function as a distributor, but
does not earn a return attributable to ex-
ploiting covered intangibles. The district di-
rector determines that USS’ share of the
costs (one-third) was greater than its share
of reasonably anticipated benefits (zero) and
that it has transferred an interest in the in-
tangibles for which it should receive a pay-
ment from FP, whose share of the intangible
development costs (one-third) was less than
its share of reasonably anticipated benefits
over time (two-thirds). An allocation is made
under §§1.482-1 and 1.482-4 through 1.482-6
from FP to USS to recognize USS’ one-third
interest in the intangibles. No allocation is
made from FS to USS because FS did not ex-
ploit USS’ interest in covered intangibles.

Example 3. U.S. Parent (USP), Foreign Sub-
sidiary 1 (FS1), and Foreign Subsidiary 2
(FS2) enter into a cost sharing arrangement
to develop a cure for the common cold. Costs
are shared USP-50%, FS1-40% and FS2-10%
on the basis of projected units of cold medi-
cine to be produced by each. After ten years
of research and development, FS1 withdraws
from the arrangement, transferring its inter-
ests in the intangibles under development to
USP in exchange for a lump sum payment of
$10 million. The district director may review
this lump sum payment, under the provi-
sions of §1.482-4(f)(5), to ensure that the
amount is commensurate with the income
attributable to the intangibles.

Example 4. (i) Four members A, B, C, and D
of a controlled group form a cost sharing ar-
rangement to develop the next generation
technology for their business. Based on a re-
liable projection of their future benefits, the
participants agree to bear shares of the costs
incurred during the term of the agreement in
the following percentages: A 40%; B 15%; C
25%; and D 20%. The arm’s length charges,
under the rules of §§1.482-1 and 1.482-4
through 1.482-6, for the use of the existing in-
tangible property they respectively make
available to the cost sharing arrangement
are in the following amounts for the taxable
year: A 80X; B 40X; C 30X; and D 30X. The
provisional (before offsets) and final buy-in
payments/receipts among A, B, C, and D are
shown in the table as follows:
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[All amounts stated in X’s]

A B C D
Payments ... <40> <21> <37.5> <30>
Receipts ..... 48 34 225 24
FINAL e 8 13 <15> <6>

(ii) The first row/first column shows A’s
provisional buy-in payment equal to the
product of 100X (sum of 40X, 30X, and 30X)
and A’s share of anticipated benefits of 40%.
The second row/first column shows A’s provi-
sional buy-in receipts equal to the sum of
the products of 80X and B’s, C’s, and D’s an-
ticipated benefits shares (15%, 25%, and 20%,
respectively). The other entries in the first
two rows of the table are similarly com-
puted. The last row shows the final buy-in
receipts/payments after offsets. Thus, for the
taxable year, A and B are treated as receiv-
ing the 8X and 13X, respectively, pro rata out
of payments by C and D of 15X and 6X, re-
spectively.

Example 5. A and B, two members of a con-
trolled group form a cost sharing arrange-
ment with an unrelated third party C to de-
velop a new technology useable in their re-
spective businesses. Based on a reliable pro-
jection of their future benefits, A and B
agree to bear shares of 60% and 40%, respec-
tively, of the costs incurred during the term
of the agreement. A also makes available its
existing technology for purposes of the re-
search to be undertaken. The arm’s length
charge, under the rules of §§1.482-1 and 1.482-
4 through 1.482-6, for the use of the existing
technology is 100X for the taxable year.
Under its agreement with A and B, C must
make a specified cost sharing payment as
well as a payment of 50X for the taxable year
on account of the pre- existing intangible
property made available to the cost sharing
arrangement. B’s provisional buy-in pay-
ment (before offsets) to A for the taxable
year is 40X (the product of 100X and B’s an-
ticipated benefits share of 40%). C’s payment
of 50X is shared provisionally between A and
B in accordance with their shares of reason-
ably anticipated benefits, 30X (50X times
60%) to A and 20X (50X times 40%) to B. B’s
final buy-in payment (after offsets) is 20X
(40X less 20X). A is treated as receiving the
70X total provisional payments (40X plus
30X) pro rata out of the final payments by B
and C of 20X and 50X, respectively.

(h) Character of payments made pursu-
ant to a qualified cost sharing arrange-
ment—(1) In general. Payments made
pursuant to a qualified cost sharing ar-
rangement (other than payments de-
scribed in paragraph (g) of this section)
generally will be considered costs of
developing intangibles of the payor and

reimbursements of the same kind of
costs of developing intangibles of the
payee. For purposes of this paragraph
(h), a controlled participant’s payment
required under a qualified cost sharing
arrangement is deemed to be reduced
to the extent of any payments owed to
it under the arrangement from other
controlled or wuncontrolled partici-
pants. Each payment received by a
payee will be treated as coming pro
rata out of payments made by all
payors. Such payments will be applied
pro rata against deductions for the tax-
able year that the payee is allowed in
connection with the qualified cost
sharing arrangement. Payments re-
ceived in excess of such deductions will
be treated as in consideration for use of
the tangible property made available
to the qualified cost sharing arrange-
ment by the payee. For purposes of the
research credit determined under sec-
tion 41, cost sharing payments among
controlled participants will be treated
as provided for intra-group trans-
actions in §1.41-6(e). Any payment
made or received by a taxpayer pursu-
ant to an arrangement that the district
director determines not to be a quali-
fied cost sharing arrangement, or a
payment made or received pursuant to
paragraph (g) of this section, will be
subject to the provisions of §§1.482-1
and 1.482-4 through 1.482-6. Any pay-
ment that in substance constitutes a
cost sharing payment will be treated as
such for purposes of this section, re-
gardless of its characterization under
foreign law.

(2) Examples. The following examples
illustrate this paragraph (h):

Example 1. U.S. Parent (USP) and its whol-
ly owned Foreign Subsidiary (FS) form a
cost sharing arrangement to develop a mini-
ature widget, the Small R. Based on a reli-
able projection of their future benefits, USP
agrees to bear 40% and FS to bear 60% of the
costs incurred during the term of the agree-
ment. The principal costs in the intangible
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development area are operating expenses in-
curred by FS in Country Z of 100X annually,
and operating expenses incurred by USP in
the United States also of 100X annually. Of
the total costs of 200X, USP’s share is 80X
and FS’s share is 120X, so that FS must
make a payment to USP of 20X. This pay-
ment will be treated as a reimbursement of
20X of USP’s operating expenses in the
United States. Accordingly, USP’s Form 1120
will reflect an 80X deduction on account of
activities performed in the United States for
purposes of allocation and apportionment of
the deduction to source. The Form 5471 for
FS will reflect a 100X deduction on account
of activities performed in Country Z, and a
20X deduction on account of activities per-
formed in the United States.

Example 2. The facts are the same as in Ex-
ample 1, except that the 100X of costs borne
by USP consist of 5X of operating expenses
incurred by USP in the United States and
95X of fair market value rental cost for a fa-
cility in the United States. The depreciation
deduction attributable to the U.S. facility is
7X. The 20X net payment by FS to USP will
first be applied in reduction pro rata of the
5X deduction for operating expenses and the
7X depreciation deduction attributable to
the U.S. facility. The 8X remainder will be
treated as rent for the U.S. facility.

(i) Accounting requirements. The ac-
counting requirements of this para-
graph are that the controlled partici-
pants in a qualified cost sharing ar-
rangement must use a consistent meth-
od of accounting to measure costs and
benefits, and must translate foreign
currencies on a consistent basis.

(J) Administrative requirements—(1) In
general. The administrative require-
ments of this paragraph consist of the
documentation requirements of para-
graph (j)(2) of this section and the re-
porting requirements of paragraph
(J)(3) of this section.

(2) Documentation—(i) Requirements. A
controlled participant must maintain
sufficient documentation to establish
that the requirements of paragraphs
(b)(4) and (c)(1) of this section have
been met, as well as the additional doc-
umentation specified in this paragraph
(3)(2)(i), and must provide any such doc-
umentation to the Internal Revenue
Service within 30 days of a request (un-
less an extension is granted by the dis-
trict director). Documents necessary to
establish the following must also be
maintained—

(A) The total amount of costs in-
curred pursuant to the arrangement;
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(B) The costs borne by each con-
trolled participant;

(C) A description of the method used
to determine each controlled partici-
pant’s share of the intangible develop-
ment costs, including the projections
used to estimate benefits, and an expla-
nation of why that method was se-
lected;

(D) The accounting method used to
determine the costs and benefits of the
intangible development (including the
method used to translate foreign cur-
rencies), and, to the extent that the
method materially differs from U.S.
generally accepted accounting prin-
ciples, an explanation of such material
differences;

(E) Prior research, if any, undertaken
in the intangible development area,
any tangible or intangible property
made available for use in the arrange-
ment, by each controlled participant,
and any information used to establish
the value of pre-existing and covered
intangibles; and

(F) The amount taken into account
as operating expenses attributable to
stock-based compensation, including
the method of measurement and timing
used with respect to that amount as
well as the data, as of date of grant,
used to identify stock-based compensa-
tion related to the development of cov-
ered intangibles.

(ii) Coordination with penalty regula-
tion. The documents described in para-
graph (J)(2)(i) of this section will sat-
isfy the principal documents require-
ment under §1.6662-6(d)(2)(iii)(B) with
respect to a qualified cost sharing ar-
rangement.

(3) Reporting requirements. A con-
trolled participant must attach to its
U.S. income tax return a statement in-
dicating that it is a participant in a
qualified cost sharing arrangement,
and listing the other controlled partici-
pants in the arrangement. A controlled
participant that is not required to file
a U.S. income tax return must ensure
that such a statement is attached to
Schedule M of any Form 5471 or to any
Form 5472 filed with respect to that
participant.

(k) Effective date. This section applies
for taxable years beginning on or after
January 1, 1996. However, paragraphs
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(@(@®), (d)(2) and (§)(2)(i)(F) of this sec-
tion apply for stock-based compensa-
tion granted in taxable years beginning
on or after August 26, 2003.

(I) Transition rule. A cost sharing ar-
rangement will be considered a quali-
fied cost sharing arrangement, within
the meaning of this section, if, prior to
January 1, 1996, the arrangement was a
bona fide cost sharing arrangement
under the provisions of §1.482-7T (as
contained in the 26 CFR part 1 edition
revised as of April 1, 1995), but only if
the arrangement is amended, if nec-
essary, to conform with the provisions
of this section by December 31, 1996.

[T.D. 8632, 60 FR 65557, Dec. 20, 1995, as
amended by T.D. 8670, 61 FR 21956, May 13,
1996; 61 FR 33656, June 28, 1996; T.D. 8930, 66
FR 295, Jan. 3, 2001; T.D. 9088, 68 FR 51177,
Aug. 26, 2003; 69 FR 13473, Mar. 23, 2004]

§1.482-8 Examples of the best method
rule.

In accordance with the best method
rule of §1.482-1(c), a method may be ap-
plied in a particular case only if the
comparability, quality of data, and re-
liability of assumptions under that
method make it more reliable than any
other available measure of the arm’s
length result. The following examples
illustrate the comparative analysis re-
quired to apply this rule. As with all of
the examples in these regulations,
these examples are based on simplified
facts, are provided solely for purposes
of illustrating the type of analysis re-
quired under the relevant rule, and do
not provide rules of general applica-
tion. Thus, conclusions reached in
these examples as to the relative reli-
ability of methods are based on the as-
sumed facts of the examples, and are
not general conclusions concerning the
relative reliability of any method.

Example 1. Preference for comparable uncon-
trolled price method. Company A is the U.S.
distribution subsidiary of Company B, a for-
eign manufacturer of consumer electrical ap-
pliances. Company A purchases toaster ovens
from Company B for resale in the U.S. mar-
ket. To exploit other outlets for its toaster
ovens, Company B also sells its toaster ovens
to Company C, an unrelated U.S. distributor
of toaster ovens. The products sold to Com-
pany A and Company C are identical in every
respect and there are no material differences
between the transactions. In this case appli-
cation of the CUP method, using the sales of
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toaster ovens to Company C, generally will
provide a more reliable measure of an arm’s
length result for the controlled sale of toast-
er ovens to Company A than the application
of any other method. See 8§§1.482-1(c)(2)(i)
and -3(b)(2)(ii)(A).

Example 2. Resale price method preferred to
comparable uncontrolled price method. The
facts are the same as in Example 1, except
that the toaster ovens sold to Company A
are of substantially higher quality than
those sold to Company C and the effect on
price of such quality differences cannot be
accurately determined. In addition, in order
to round out its line of consumer appliances
Company A purchases blenders from unre-
lated parties for resale in the United States.
The blenders are resold to substantially the
same customers as the toaster ovens, have a
similar resale value to the toaster ovens, and
are purchased under similar terms and in
similar volumes. The distribution functions
performed by Company A appear to be simi-
lar for toaster ovens and blenders. Given the
product differences between the toaster
ovens, application of the resale price method
using the purchases and resales of blenders
as the uncontrolled comparables is likely to
provide a more reliable measure of an arm’s
length result than application of the com-
parable uncontrolled price method using
Company B’s sales of toaster ovens to Com-
pany C.

Example 3. Resale price method preferred to
comparable profits method. (i) The facts are
the same as in Example 2 except that Com-
pany A purchases all its products from Com-
pany B and Company B makes no uncon-
trolled sales into the United States. How-
ever, six uncontrolled U.S. distributors are
identified that purchase a similar line of
products from unrelated parties. The uncon-
trolled distributors purchase toaster ovens
from unrelated parties, but there are signifi-
cant differences in the characteristics of the
toaster ovens, including the brandnames
under which they are sold.

(i) Under the facts of this case, reliable ad-
justments for the effect of the different
brandnames cannot be made. Except for
some differences in payment terms and in-
ventory levels, the purchases and resales of
toaster ovens by the three uncontrolled dis-
tributors are closely similar to the con-
trolled purchases in terms of the markets in
which they occur, the volume of the trans-
actions, the marketing activities undertaken
by the distributor, inventory levels, warran-
ties, allocation of currency risk, and other
relevant functions and risks. Reliable adjust-
ments can be made for the differences in pay-
ment terms and inventory levels. In addi-
tion, sufficiently detailed accounting infor-
mation is available to permit adjustments to
be made for differences in accounting meth-
ods or in reporting of costs between cost of
goods sold and operating expenses. There are
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