
65565Federal Register / Vol. 60, No. 244 / Wednesday, December 20, 1995 / Rules and Regulations

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 exploit USS’ interest in covered
intangibles.

Example 3. U.S. Parent (USP), Foreign
Subsidiary 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

medicine to be produced by each. After ten
years of research and development, FS1
withdraws from the arrangement, transferring
its interests 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 provisions 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
arrangement to develop the next generation
technology for their business. Based on a

reliable 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
intangible 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:

[All amounts stated in X’s]

A B C D

Payments ................................................................................................................................................. <40> <21> <37.5> <30>
Receipts ................................................................................................................................................... 48 34 22.5 24

Final .......................................................................................................................................................... 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
provisional buy-in receipts equal to the sum
of the products of 80X and B’s, C’s, and D’s
anticipated benefits shares (15%, 25%, and
20%, respectively). The other entries in the
first two rows of the table are similarly
computed. The last row shows the final buy-
in receipts/payments after offsets. Thus, for
the taxable year, A and B are treated as
receiving the 8X and 13X, respectively, pro
rata out of payments by C and D of 15X and
6X, respectively.

Example 5. A and B, two members of a
controlled group form a cost sharing
arrangement with an unrelated third party C
to develop a new technology useable in their
respective businesses. Based on a reliable
projection of their future benefits, A and B
agree to bear shares of 60% and 40%,
respectively, of the costs incurred during the
term of the agreement. A also makes available
its existing technology for purposes of the
research 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
payment (before offsets) to A for the taxable
year is 40X (the product of 100X and B’s
anticipated benefits share of 40%). C’s
payment of 50X is shared provisionally
between A and B in accordance with their
shares of reasonably 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
pursuant to a qualified cost sharing
arrangement—(1) In general. Payments
made pursuant to a qualified cost
sharing arrangement (other than
payments described 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 uncontrolled participants.
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 taxable year
that the payee is allowed in connection
with the qualified cost sharing
arrangement. Payments received in
excess of such deductions will be
treated as in consideration for use of the
tangible property made available to the
qualified cost sharing arrangement by
the payee. For purposes of the research
credit determined under section 41, cost
sharing payments among controlled
participants will be treated as provided
for intra-group transactions in § 1.41–
8(e). Any payment made or received by
a taxpayer pursuant to an arrangement
that the district director determines not
to be a qualified 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 payment that in
substance constitutes a cost sharing

payment will be treated as such for
purposes of this section, regardless of its
characterization under foreign law.

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

Example 1. U.S. Parent (USP) and its
wholly owned Foreign Subsidiary (FS) form
a cost sharing arrangement to develop a
miniature widget, the Small R. Based on a
reliable projection of their future benefits,
USP agrees to bear 40% and FS to bear 60%
of the costs incurred during the term of the
agreement. The principal costs in the
intangible development area are operating
expenses incurred 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 payment 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 performed
in the United States.

Example 2. The facts are the same as in
Example 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 facility 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
accounting requirements of this
paragraph are that the controlled


