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P entered into a cost-sharing agreenent to devel op
intangibles with S, its foreign subsidiary. Each party
was required to pay a percentage of the total research
and devel opnent costs based on its respective
anticipated benefits fromthe intangibles. P issued
stock options to its enpl oyees perform ng research and
devel opnment. In determning the allocation of costs
pursuant to the agreenent, P did not include in
research and devel opnent costs any anount related to
t he i ssuance of stock options to, or exercise of stock
options by, its enployees. R, in his notices of
deficiency, determned that for cost-sharing purposes,
pursuant to sec. 1.482-7(d), Incone Tax Regs., the
spread (i.e., the stock’s market price on the exercise
date over the exercise price) or, in the alternative,
the grant date value, relating to conpensatory stock
options, should have been included as a research and
devel opnent cost.



1. Held: R s allocation is contrary to the
arm s-1ength standard nandated by sec. 1.482-1(b),

| nconme Tax Regs., because uncontrolled parties would
not allocate the spread or the grant date val ue

relating to enpl oyee stock options.

2. Held, further, P s allocation satisfies the armnis-
| ength standard nmandated by sec. 1.482-1, Incone Tax Regs.
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David P. Fuller, Jeffrey A. Hatfield, Bryce A. Kranzthor,
Lloyd T. Silberzweig, Kendall WIllians, David N. Bowen, John E
H ndi ng, and Paul K. Webb, for respondent.

OPI NI ON

FOLEY, Judge: Respondent determ ned deficiencies in the
amounts of $24, 653, 660, $25,930, 531, $27,857,516, and $27, 243, 975
and section 6662(a) accuracy-related penalties in the anounts of
$4, 935, 813, $5, 189,389, $5,573,412, and $5,448,795 relating to
petitioners’ 1996,! 1997, 1998, and 1999 Federal incone taxes,
respectively. The issues for decision are whether: (1)
Petitioner and its foreign subsidiary nust share the cost, if
any, of stock options petitioner issued to research and
devel opnent enpl oyees, (2) respondent’s allocations neet the
arms-length requirement set forth in section 1.482-1(b), Incone
Tax Regs., and (3) petitioners are liable for section 6662(a)

accuracy-rel ated penalties.

! Pursuant to the parties’ Apr. 4, 2002, stipulation of
settled issues, the 1996 taxable year is no longer in issue.
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Backgr ound

Xilinx’s Line of Business and Corporate Structure

Xilinx Inc.,?2 is in the business of researching, devel oping,
manuf acturing, marketing, and selling field programuable |ogic
devices,® integrated circuit devices, and other devel opnent
software systens. Petitioner uses unrel ated producers to
fabricate and assenble its wafers into integrated circuit
devi ces.

During the years in issue, petitioner was the parent of a
group of affiliated subsidiaries including, but not limted to
Xilinx Holding One Ltd., Xilinx Holding Two Ltd., Xilinx
Devel opnment Corporation (XDC), NeoCAD Inc.,* Xilinx lIreland (XlI),
and Xilinx International Corporation. X was established in 1994
as an unlimted liability conpany under the | aws of Ireland and
was owned by Xilinx Holding One Ltd., and Xilinx Holding Two Ltd.
(1.e., Irish subsidiaries of petitioner). X was created to
manuf acture field programmabl e | ogic devices and to increase
petitioner’s European market share. |t manufactured, marketed,

and sold field programmabl e | ogic devices, prinmarily to custoners

2 Al references to “petitioner” are to Xilinx Inc. Al
references to “petitioners” are to Xilinx Inc. and its
consol i dat ed subsidi ari es.

% Field programmabl e | ogic devices are integrated circuits
that can be programred, using devel opnent software, to perform
conpl ex functi ons.

4 NeoCAD Inc., was liquidated in 1998.
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i n Europe, and conducted research and devel opnent.

1. The Cost-Sharing Agreenent

On April 2, 1995, petitioner and XI entered into a
Technol ogy Cost and R sk Sharing Agreenment (cost-sharing
agreenent). The cost-sharing agreenent provided that all *New
Technol ogy” devel oped by either petitioner or XI would be jointly
owned. New Technol ogy was defined as technol ogy devel oped by
petitioner, X, or petitioner’s consolidated subsidiaries, on or
after the execution date of the cost-sharing agreenent. Each
party was required to pay a percentage of the total research and
devel opnent costs based on the respective anticipated benefits
from New Technol ogy. The cost-sharing agreenent further provided
that each year the parties would review and, when appropri ate,
adj ust such percentages to ensure that costs continued to be
based on the anticipated benefits to each party.

Petitioner and XI were required to share direct costs,
indirect costs, and acquired intellectual property rights costs.
Direct costs were defined in the agreenent as those costs
directly related to the research and devel opnent of New
Technol ogy including, but not limted to, salaries, bonuses, and
ot her payroll costs and benefits. Indirect costs were defined as
t hose costs, incurred by other departnents, that generally
benefit all research and devel opnent including, but not limted

to, admnistrative, |legal, accounting, and insurance costs.
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Acquired intellectual property rights costs were defined as costs
incurred in connection with the acquisition of products or
intellectual property rights. In determning the allocation of
costs pursuant to the cost-sharing agreenent, petitioner did not
include in research and devel opnent costs any anmount related to
t he i ssuance of enpl oyee stock options (ESGs).

Cost-sharing percentages for petitioner and XI relating to

1997, 1998, and 1999 were as fol |l ows:

Year Petitioner Xl
1997 73.61% 26. 39%
1998 73. 35 26. 65
1999 65. 09 34.91

In 1997, 1998, and 1999, the foll ow ng nunber of petitioner’s and

Xl"s enpl oyees engaged in research and devel opnent:

Year Petitioner Xl
1997 338 6

1998 343 10
1999 394 16

[11. Petitioner’'s Stock Option Plans

ESCs are offers to sell stock at a stated price (i.e., the
exercise price) for a stated period of tine. They are used by
many conpanies to attract, retain, and notivate enpl oyees and
al i gn enpl oyee and enpl oyer goals. There are basically three
types of ESOs: statutory or incentive stock options (I SGs),
nonstatutory stock options (NSGs), and purchase rights issued

pursuant to an enpl oyee stock purchase plan (ESPP purchase
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rights). [1SGs and NSGs al | ow enpl oyees to purchase stock at a
fixed price for a specified period of time. ESPP purchase rights
al | ow enpl oyees to purchase stock at a discount through the use
of payroll deductions. |1S0Cs and ESPP purchase rights receive
special tax treatnent and are typically not subject to tax when
they are granted or exercised, but the stock acquired pursuant to
the exercise of these options is subject to tax when such stock
is sold.®> NSOs, however, are, pursuant to section 83,° Property
Transferred in Connection with the Performance of Services,
subj ect to tax upon exercise unless the option has a readily

ascertainable fair market value.’” Sec. 83(a). |If an NSO has a

> Pursuant to secs. 422 and 423, respectively, 1SOs and
ESPP purchase rights are subject to a holding period requirenent.
This period begins on the exercise date and ends on the date that
is the later of 2 years after the grant date or 1 year after the
transfer of the share of stock. Secs. 422(a)(1l) and 423(a)(1).
I f the enpl oyee di sposes of the stock before the hol ding period
expires, this disposition wll be considered a “disqualifying
di sposition”. A disqualifying disposition requires the enpl oyee
to recogni ze ordinary incone (i.e., equal to the stock’ s market
price on the exercise date over the exercise price) in the
taxabl e year in which the disposition occurred. Sec. 421(b).

6 Unless otherwise indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

" An option has a readily ascertainable fair market val ue
if it is actively traded on an established market or the taxpayer
can establish all of the followi ng conditions: (1) The option is
transferable by the optionee; (2) the option is exercisable
imredi ately in full by the optionee; (3) the option is not
subject to any restriction which has a significant effect on the
fair market value of the option; and (4) the fair market val ue of

(continued. . .)
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readily ascertainable fair market value, incone is recognized on
the grant date, and the issuer is entitled to a deduction. Sec.
83(h); sec. 1.83-7(a), Incone Tax Regs.

NSCs, when granted, may be “in-the-noney”, “out-of-the-
nmoney”, or “at-the-noney”. |SGs, however, nmay only be *“at-the-
noney” or “out-of-the-noney”.® An option is deened in-the-noney
when the exercise price on the grant date is bel ow the stock’s
mar ket price. Conversely, an option is out-of-the-noney when the
exercise price on the grant date is above the stock’s market
price. An option that has an exercise price equal to the stock’s
mar ket price on the grant date is considered at-the-noney.

An enpl oyee typically cannot exercise options, until the
enpl oyee has a vested right (i.e., a legal right that is not
contingent on the performance of additional services) in the
option pursuant to the stock option plan’s terns. Sone conpani es
permt imed ate vesting upon issuance of an option, while others
del ay vesting several years or allow increnental vesting over a

period of years.

(...continued)
the option privilege is readily ascertainable. Sec. 1.83-7(b)(1)
and (2), Inconme Tax Regs. “Option privilege” is the value of the
right to benefit fromany future increase in the value of the
property subject to the option, w thout risking any capital.
Sec. 1.83-7(b)(3), Incone Tax Regs.

8 Pursuant to sec. 422, the exercise price relating to | SCs
may not be | ess than the stock’s market price on the grant date.
Sec. 422(b)(4).
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Petitioner, pursuant to broad-based plans (i.e., plans that
offer ESCs to 20 percent or nore of a conpany’s enpl oyees),
offered three types of stock option conpensation: |SGs, NSGCs,
and ESPP purchase rights. Al 1S0Gs and NSGs i ssued by petitioner
were at-the-noney. All ESPP purchase rights were issued with an
exercise price equal to 85 percent of the stock’s market price.
Prior to and during the 1997 taxable year, the options were
generally subject to a 5-year vesting period. After 1997,

petitioner decreased the vesting period from5 to 4 years.

Pursuant to the stock option plan, enpl oyees coul d exercise
options by delivering to petitioner’s broker a notice of exercise
with irrevocable instructions and consideration equal to the
exercise price. The broker would then deliver the instructions
and consideration to petitioner. Enployees could elect to
exercise their options in either a “sane-day-sale” or “buy-and-
hol d” transaction. |In a same-day-sale, the enployee does not
make a paynent for the stock relating to the option. |nstead,
si mul t aneous execution of the option and sale of the stock
results in the excess of the stock’s nmarket price on the grant
date over the exercise price going to the enpl oyee and t he anount
of the exercise price going to petitioner. 1In a buy-and-hold
transaction, the enpl oyee pays the exercise price by presenting a
check or other form of consideration to petitioner’s broker and

i n exchange receives the shares of stock
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A. 1988 Stock Option Pl an

In 1988, petitioner established the Xilinx 1988 Stock Option
Plan (1988 Stock Option Plan). The 1988 Stock Option Plan
provided for the grant of 1SGs and NSGs. Under the 1988 Stock
Option Plan, petitioner granted options as part of the enpl oyee
hiring process and retention program Petitioner also granted
merit and discretionary stock options. Merit options were based
on job performance and granted after an enpl oyee’ s annual review.
Di scretionary stock options were a separate pool of options nade
avai lable to petitioner’s vice presidents to reward their

subordi nates for significant project achievenents.

Under the 1988 Stock Option Plan, former enployees generally
coul d exercise options if the exercise occurred wthin 30 days
after the cessation of the enployee’'s tenure at the conpany. In
April of 1998, the 1988 Stock Option Plan was replaced by the
Xilinx, Inc. 1997 Stock Plan (1997 Stock Option Plan). The 1997
Stock Option Plan provided for the grant of ESPP purchase rights
in addition to | SGs and NSCs.

B. 1990 Empl oyee Qualified Stock Purchase Pl an

The Xilinx, Inc. 1990 Enpl oyee Qualified Stock Purchase Pl an
(ESPP) allowed full-tinme enpl oyees to purchase petitioner’s stock
at a discount. Beginning January 1, 1990, the ESPP provi ded 24-

mont h of fering periods which conmmenced during the begi nning of
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January and July. Eligible enployees could participate in the
ESPP by conpl eting a Subscription Agreenent authorizing payroll
deductions. During a 24-nonth offering period, enployees could
contribute to the plan through payroll deductions in any anobunt
between 2 and 15 percent of their total conpensation. Upon
exercise, petitioner would deduct the exercise price fromthe
enpl oyee’ s accunul at ed payroll deductions. The exercise price
was equal to the I ower of 85 percent of the stock’s market price
on the offering date (i.e., the first day of each offering
period), or 85 percent of the stock’s market price on the
exercise date. Stock could be purchased twice a year (i.e., on

June 30 and Decenber 31).

Petitioner al so maintained a stock buy-back program
Pursuant to the program petitioner, during 1997, 1998, and 1999,
purchased stock from stockhol ders and transferred such stock
(1.e., treasury shares) to enpl oyees who had exercised options or

purchased stock pursuant to petitioner’s ESPP

| V. Petitioner’'s Stock Option |Interconpany Agreenents Wth Xl

On March 31, 1996, petitioner and Xl entered into The Xilinx
Ireland/ Xilinx, Inc. Stock Option Interconpany Agreenent. The
pur pose of the Stock Option |Interconpany Agreenment was to all ow
Xl enployees to acquire stock in petitioner. The Stock Option
| nt erconpany Agreenent provided that the cost incurred by

petitioner for the grant or exercise of options by Xl enpl oyees
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woul d be borne by XI. The cost equal ed the stock’s market price
on the exercise date over the exercise price. Upon receipt of
petitioner’s notice specifying the appropriate anmount, Xl was

required to pay petitioner.

On March 31, 1996, petitioner and Xl also entered into the
Xilinx, Inc./Xilinx Ireland Enpl oyee Stock Purchase Pl an
Rei mbur senment Agreenment (ESPP Rei nbursenment Agreenent), which
al l oned Xl enpl oyees to purchase, with payroll deductions,
petitioner’s stock. Xl was required to pay petitioner the cost
associated wth the exercise of the options. Pursuant to the
agreenent, the cost equal ed the stock’s narket price on the
exerci se date over the exercise price. Upon receipt of
petitioner’s notice specifying the appropriate anmount, Xl was

required to pay petitioner.

V. Fi nanci al Accounting Di scl osure Rul es

A. Backgr ound

The Fi nancial Accounting Standards Board (FASB) is the
pr of essi onal organi zation primarily responsible for establishing
financial reporting standards in the United States. FASB' s
standards are known as Generally Accepted Accounting Principles
(GAAP). For nore than 30 years, FASB has recogni zed certain ESCs

as an expense to the issuing corporation.
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B. Accounting Principles Board Opinion No. 25, “Accounting
for Stock |Issued to Enpl oyees” (APB 25)

In 1972, FASB aut horized APB 25, which required ESCs to be
val ued using the “intrinsic value nethod” (IVM. From 1972 to
Decenber 15, 1995, the IVMwas the only authorized financi al
accounting nmethod for valuing ESCs. Under the IVM the val ue of
ESCs is the excess of the stock’s market price on the grant date
over the exercise price. This value is reported directly on the
enpl oyer’ s incone statenent relating to the year in which the
ESCs are granted. ESGs granted at-the-noney have no intrinsic
val ue because the stock’s market price on the grant date is equal

to the exercise price.

C. Statenent of Fi nancial Accounting Standard No. 123,
“Accounting for Stock-Based Conmpensation” (SFAS 123)

I n Cctober of 1995, FASB issued SFAS 123, which is effective
for fiscal years ending after Decenber 15, 1995. SFAS 123 added
the “fair value nmethod” (FVM as the preferred nmethod for val uing
ESCs. Pursuant to SFAS 123, conpanies continuing to use the |VM
were required to “make pro forma disclosures of net incone and,
if presented, earnings per share, as if the * * * [FVYM had been

applied.”

The val ue of an ESO is conposed of two conponents: the
intrinsic value and the call premum \Wile the intrinsic val ue

is equal to the stock’s market price on the grant date over the
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exercise price, the call premumis the anpount, in excess of an
ESO s intrinsic value, that a purchaser would be willing to pay
for the ESO An ESO s call premumis difficult to neasure
because it, unlike the call premumof a publicly traded option,
cannot be val ued daily based on market transactions. FASB
readily recogni zed that the IVMfails to neasure adequately the
call premiumrelating to ESCs.° Nevertheless, the | VMrenmai ned a
perm ssi bl e accounting nmethod during the years in issue.
Al t hough the FVM was added as the preferred nethod in 1996, nost

conpani es continued to use the VM during the years in issue.

Pursuant to the FVM a corporation nmust neasure the anmount
of the expense as equal to the fair value of the ESO on the grant
date and anortize such expense over the vesting period. Under
SFAS 123, fair value is nmeasured using option pricing nodels that
consider the followng six attributes of equity-based
instrunments: (1) The exercise price, (2) the expected |ife of
the option, (3) the current price of the underlying stock, (4)
the expected price volatility of the underlying stock, (5)
expected dividends, and (6) the risk-free interest rate for the

expected life of the option.

The FVM utilizes option pricing nodels, such as the Bl ack

® FASB, in SFAS 123, stated: “Zero is not within the range
of reasonable estimates of the val ue of enpl oyee stock options at
the date they are granted, the date they vest, or at other dates
before they expire.”
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Schol es nodel (BS nodel), for purposes of neasuring the val ue of
ESGCs. The BS nodel was originally designed to neasure publicly
traded options and, as a result, fails to adequately take into
account nunerous differences between ESGs and publicly traded
options. For exanple, ESOCs are nontransferable and have terns to
maturity that are usually |longer than those of publicly traded
options. The extended term of an ESO conplicates the task of
estimating the volatility of the stock price, which is an
essential input in the pricing of any option. Furthernore, ESOs
cannot be traded, so they nust be discounted to account for the
difference in val ue between tradeabl e and nontradeabl e opti ons
(1.e., tradeable options are worth nore than nontradeabl e
options). Yet, the appropriate discount is difficult to
determ ne with reasonabl e accuracy because the discount is based
on the value of the ESO to an enpl oyee. Mbreover, an ESO s val ue
is affected by whether an enployee forfeits the option by failing
to exercise it or exercises the option prior to the expiration of
the ESOs maxinmumlife. These enpl oyee deci sions cannot be
reliably nodel ed. Thus, FAS 123 requires conpanies to nake
certain adjustnents to take into account the differences between
ESGCs and publicly traded options. For exanple, to account for
option forfeiture, SFAS 123 requires that an ESO s val ue be

di scounted to reflect the anmount of forfeitures expected

annually. Wth respect to early exercise, the expected |ife of



-15-
the option is used instead of the ESO s actual or maxinmumlife.
During the years in issue, petitioners, on their Securities
and Exchange Comm ssion Forns 10-K, elected to use the IVM as
prescribed in APB 25, to neasure expenses attributable to ESGCs.
As required by SFAS 123, petitioners disclosed net incone and
earnings per share as if the FVM had been applied. In

determning the fair value of ESGCs, petitioners used an adjusted

BS nodel .
VI . Procedural History
A. Petitioners’ Federal |ncone Tax Returns

Petitioners are accrual basis taxpayers and tinely filed
consol i dated Federal incone tax returns for their taxable years
ended March 29, 1996, March 29, 1997, March 28, 1998, and Apri
3, 1999. During the years in issue, GAAP, pursuant to APB 25,
provi ded that the issuing conpany did not incur an expense
related to options granted at-the-noney. |In accordance with APB
25, petitioner did not, for purposes of its cost-sharing
agreenent with X, include any costs related to ESOs issued to

enpl oyees.

On Decenber 28, 2000, and Cctober 17, 2002, respondent
i ssued notices of deficiency relating to 1996 through 1998 and
1999, respectively. 1In his notices of deficiency, respondent

determ ned that petitioners were required, pursuant to its cost-
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sharing agreenent, to share with XI the costs of certain ESGCs.
Respondent determ ned that the cost required to be taken into
account equal ed the spread (i.e., the stock’s narket price on the
exerci se date over the exercise price) relating to ESCs exerci sed
by petitioner’s enployees (spread theory). Respondent defined
the spread as the amount of petitioners’ section 83 deduction
relating to the exercise of NSGs and di squalifying dispositions
of 1SCs and ESPP purchase rights.!® Respondent’s determ nation

resulted in the follow ng deficiencies and penalties:!!

Penal ty
Year_ Defi ci ency Sec. 6662(a)
1996 $24, 653, 660 $4, 935, 813
1997 25, 930, 531 5,189, 389
1998 27,857,516 5,573,412
1999 27,243,975 5,448, 795

On March 26, 2001, and January 14, 2003, respectively,
petitioners tinely filed their petitions wwth the Court seeking a
redeterm nation of the deficiencies set forth in the Decenber 28,
2000, and Cctober 17, 2002, notices. Petitioner’s principal

pl ace of business was San Jose, California, at the tinme the

101 SCs and ESPP purchase rights neeting the requirenents
of secs. 422 and 423, however, were not included in respondent’s
definition because they are not subject to tax under sec. 83 (see

supra note 5).

11 Respondent’s reallocation of petitioner’s expenses, in
turn, reduced petitioner’s deductibl e business expenses and
i ncreased petitioner’s taxable incone.
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petitions were filed. On April 4, 2002, the parties stipul ated
that no anmount relating to ESGs would be included in petitioner’s

1996 cost-sharing pool .

B. Summary Judgnent Mbti ons

The Court filed petitioners’ notion for partial summary
j udgnment on February 4, 2002, and on March 6, 2002, filed
respondent’s cross-notion for partial sunmary judgnent. On
Cct ober 28, 2003, we denied both parties’ notions, addressed
whet her the spread is a cost pursuant to section 1.482-7(d) (1),

| ncone Tax Regs., and concl uded:

respondent has not established that the spread is
i ndeed a cost or that the exercise date is the
approprlate time to determ ne and neasure such cost.

* * |n addition, * * * petitioner has not
sufficiently established that it did not incur an
expense upon the enployee’s exercise of the options at
i ssue.

The Court al so addressed whet her respondent’s | ack of know edge
of conparable transactions (i.e., where unrelated parties agree
to share the spread), or a finding that uncontrolled parties
woul d not share the spread, would have any effect on respondent’s
authority to nmake all ocations pursuant to section 1.482-1(a)(2),

| ncone Tax Regs. W concl uded:

Section 1.482-1(b)(2), Inconme Tax Regs., does not
requi re respondent to have actual know edge of an
arm s-length transaction as a prerequisite to
determ ning that an allocation should be nade. See
Seagat e Technology, Inc. v. Conm ssioner, T.C Meno.
2000-388. If, however, it is established that
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uncontroll ed parties would not share the spread, we nay concl ude
that respondent’s determ nation is arbitrary, capricious, or
unreasonable. * * * neither party has presented sufficient

evi dence or established facts adequately addressi ng whet her the
arm s-length standard has been net.

C. Pronul gati on of Requl ati ons Addressi ng Cost Shari ng of

St ock- Based Conmpensati on

On July 29, 2002, the U S. Departnent of the Treasury
(Treasury) issued proposed regul ations regardi ng the treatnent of
ESCs for cost-sharing purposes. In the preanble acconpanying

t hese proposed regul ati ons, Treasury stated:

The proposed regul ations provide that in determning a
controlled participant's operati ng expenses wthin the
meani ng of 8§ 1.482-7(d)(1), all conpensation, including
st ock- based conpensation, * * * nust be taken into
account .

67 Fed. Reg. 48999 (July 29, 2002). As a result of this change
(i.e., the inclusion of stock-based conpensation) to section
1.482-7(d) (1), Income Tax Regs., Treasury stated that it was

addi ng:

express provisions coordinating the cost sharing rules
of § 1.482-7 with the armis |l ength standard as set
forth in 8 1.482-1. New 8§ 1.482-7(a)(3) clarifies that
in order for a qualified cost sharing arrangenent to
produce results consistent with an arms length result
wi thin the neaning of 8 1.482-1(b)(1), all requirenments
of 8 1.482-7 nmust be net, including the requirenent
that each controlled participant's share of intangible
devel opnent costs equal its share of reasonably
anticipated benefits attributable to the devel opnent of
i ntangi bl es. The proposed regul ati ons al so make
amendnents to § 1.482-1 to clarify that § 1.482-7

provi des the specific nethod to be used to eval uate
whet her a qualified cost sharing arrangenment produces
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results consistent wwth an armis length result, and to
clarify that under the best nmethod rule, the provisions
of § 1.482-7 set forth the applicable nethod with
respect to qualified cost sharing arrangenents.

Id. at 49000. Sections 1.482-1 and 1.482-7, Incone Tax Regs.

were nodified as foll ows:

SEC. 1.482-1. Allocation of Incone and Deducti ons Anong
Taxpayers.

* * * * * * *

(2) * * * Section 1.482-7 provides the specific method
to be used to evaluate whether a qualified cost sharing
arrangenent produces results consistent with an arm s

l ength result.

* * * * * * *
SEC. 1.482-7. Sharing of Costs.
* * * * * * *

(3) Coordination with 8 1.482-1.--A qualified cost
sharing arrangenent produces results that are
consistent wwth an armis length result wthin the
meani ng of 8§ 1.482-1(b)(1) if, and only if, each
controlled participant's share of the costs (as

determ ned under paragraph (d) of this section) of

i nt angi bl e devel opnent under the qualified cost sharing
arrangenment equals its share of reasonably anticipated
benefits attri butable to such devel opnent (as required
by paragraph (a)(2) of this section) and all other
requi renents of this section are satisfied.

* * * * * * *

(2) Stock-based conpensation.--(i)* * * a controlled
participant's operating expenses include all costs
attri butable to conpensation, including stock-based
conpensation. * * * stock-based conpensation neans any
conpensati on provided by a controlled participant to an
enployee * * * in the formof equity instrunents,
options to acquire stock (stock options), or rights
wth respect to (or determned by reference to) equity
instrunments or stock options, including but not limted
to property to which section 83 applies and stock
options to which section 421 applies, regardl ess of
whether ultimately settled in the formof cash, stock
or other property.
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(ii) * * * all stock-based conpensation that is granted
during the termof the qualified cost sharing
arrangenment and is related at date of grant to the
devel opnent of intangibles * * * is included as an

i nt angi bl e devel opnent cost * * *.

(1i1) Measurenent and tim ng of stock-based
conpensati on expense.--(A) I n general.-Except as
otherwi se provided in this paragraph (d)(2)(iii), the
operating expense attributable to stock-based
conpensation is equal to the anount allowable to the
controlled participant as a deduction for federal

i ncome tax purposes with respect to that stock-based
conpensation (for exanple, 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
al | onabl e.

(1) Transfers to which section 421 applies.--Solely for
pur poses of this paragraph (d)(2)(iii)(A), section 421
does not apply to the transfer of stock pursuant to the
exerci se of an option that neets the requirenents of
section 422(a) or 423(a).

Id. at 49001. On August 26, 2003, Treasury finalized its
proposed regul ati ons wi thout nodifying the above-referenced
provisions. The final regulations are applicable to stock-based
conpensati on provided to enpl oyees in taxable years begi nning on

or after August 26, 2003.

D. Respondent’s Anendnents to Answer

In the Decenber 28, 2000, notice of deficiency, respondent
determ ned that the cost-sharing pool included ESOCs granted to
petitioner’s research and devel opnent enpl oyees prior to and
after April 2, 1995 (i.e., the cost-sharing agreenent’s execution
date), and exercised during 1997 and 1998. On August 4, 2003,

the Court filed respondent’s notion for |leave to file an
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amendnent to the answer in docket No. 4142-01 (i.e., relating to
1997 and 1998). On Cctober 21, 2003, the Court granted the
nmotion and filed respondent’s anendnent to answer which asserted
that the only ESGCs at issue were those granted on or after Apri
2, 1995, and exercised during 1997 and 1998. As a result of this
anendnent, respondent’s adjustnents to petitioner’s cost-sharing
pool, relating to ESGs exercised in 1997 and 1998, decreased from
$4, 504, 781 to $389, 037 and $5, 195,104 to $1, 263, 006,

respectively.

On Novenber 25, 2003, the Court granted the parties' joint
nmotion to consolidate docket No. 4142-01 and docket No. 702-03
(1.e., relating to 1999) for purposes of trial, briefing, and

opi ni on.

The Court, on February 6, 2004, filed respondent’s notion
for leave to file a second anendnent to the answer in docket No.
4142-01 and an amendnent to the anmended answer in docket No. 702-
03. In this notion, respondent sought perm ssion to contend that
ESCs provided to petitioner’s research and devel opnent enpl oyees
be val ued as of the date those options were granted (grant date
theory). On April 8, 2004, the Court denied respondent’s notion
because the notion failed to provide sufficient information
(1.e., the nunber of options at issue or the amobunts of the
revi sed deficiencies) relating to respondent’s grant date theory.

The Court, on May 11, 2004, filed respondent’s notion for
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| eave to file a second anmendnent to the answer in docket No.
4142-01 and an anmendnent to the anmended answer in docket No. 702-
03. In this notion, respondent included the nunber of options at
i ssue and the anmounts of the revised deficiencies. Pursuant to
his grant date theory, the anmounts of the revised deficiencies
relating to 1997, 1998, and 1999 are $25,121,951, $27, 854, 698,
and $24, 784, 465, respectively. On June 3, 2004, the Court
granted respondent’s notion but concluded that respondent’s
amendnent raised a new matter because “the grant date theory
requires different evidence (i.e., includes additional options
and utilizes a different nethod of valuation)” and alters the

original deficiency. On July 14, 2004, the trial comenced.

Di scussi on

Applicable Statute and Requl ati ons

A. Pur pose and Scope of Section 482

Section 482 was enacted to prevent tax evasion and ensure
that taxpayers clearly reflect inconme relating to transactions
bet ween controlled entities. It acconplishes this purpose by

aut hori zi ng respondent:

[to] distribute, apportion, or allocate gross incone,
deductions, credits, or allowances between or anong

* * * Tcontrolled entities], if he determ nes that such
di stribution, apportionnent, or allocation is necessary
* * * to prevent evasion of taxes or clearly to reflect
the incone of * * * [such entities].
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Section 482 places a controlled taxpayer on a tax parity
wi th an uncontroll ed taxpayer by determning the true taxable
i ncone of the controlled taxpayer. Sec. 1.482-1(a)(1l), Incone
Tax Regs. In determning true taxable incone, “the standard to
be applied in every case is that of a taxpayer dealing at arms

length with an uncontrolled taxpayer.” See United States Steel

Corp. v. Conm ssioner, 617 F.2d 942, 947 (2d G r. 1980) (stating

the “*arms length’ standard is * * * meant to be an objective
standard that does not depend on the absence or presence of any
intent on the part of the taxpayer to distort his incone.”),
revg. T.C. Meno. 1977-140; sec. 1.482-1(b)(1), Inconme Tax Regs.
Because identical transactions are rare, the arms-length result
will “generally * * * be determ ned by reference to the results
of conparabl e transacti ons under conparabl e circunstances.” Sec.

1.482-1(b) (1), Income Tax Regs.

B. Application of Section 482 to Qualified Cost-Sharing
AQr eenent s

Section 482 provides that “In the case of any transfer * * *
of intangible property * * * the income with respect to such
transfer * * * shall be comensurate wth the incone attributable
to the intangible.” Participants in a qualified cost-sharing
agreenent (QCSA) relinquish exclusive owership of al
exploitation rights in new intangi bles they individually devel op

and agree to share ownership of, and costs associated with, such
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i ntangi bl es. For purposes of section 482, this relinquishnent
constitutes a transfer of specified future exploitation rights.

See sec. 1.482-7(a)(3), (g), Incone Tax Regs.

Section 1.482-7(a)(1), Inconme Tax Regs., requires
participants “to share the costs of devel opnment of one or nore
intangi bles in proportion to their * * * [respective] shares of
reasonably antici pated benefits.” Anticipated benefits are
defined as “additional inconme generated or costs saved by the use
of covered intangibles”. Sec. 1.482-7(e)(1l), Incone Tax Regs.
|f parties fail to share such costs in proportion with their
benefits, respondent is authorized to make allocations “to the
extent necessary to nmake each controlled participant’s share of
the costs * * * equal to its share of reasonably antici pated

benefits”. Sec. 1.482-7(a)(2), Incone Tax Regs.

. Are the Spread and Grant Date Val ue Costs for Purposes of
Section 1.482-7, I ncone Tax Regs.?

| nt angi bl e devel opnent costs are defined as “all of the
costs incurred * * * related to the intangi bl e devel opnent area
* * * [which] consist of the followng itenms: operating expenses
as defined in * * * [section] 1.482-5(d)(3), other than
depreciation or anortization expense”. Sec. 1.482-7(d)(1),
I ncone Tax Regs. Operating expenses are defined as “all expenses
not included in cost of goods sold except for interest expense,

foreign incone taxes * * * donestic incone taxes, and any ot her
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expenses not related to the operation of the rel evant business

activity.” Sec. 1.482-5(d)(3), Incone Tax Regs.

Respondent contends that petitioner paid its enpl oyees ESGCs
i n exchange for research and devel opnent services, and such
services contributed to petitioner’s devel opnent of intangi bl es.
I n support of his position, respondent enphasizes petitioners’
tax treatnment of options for section 41, Credit For Increasing

Research Activities, and section 83 purposes.

Petitioners contend that there was no outlay of cash upon
t he i ssuance of its ESGs, and thus, no cost was incurred.
Petitioners further contend that any cost associated with the
ESCs was borne by sharehol ders because the exercise of ESGCs
i ncreased the outstandi ng shares and reduced exi sting
sharehol ders’ earnings per share. |In addition, petitioners
contend that the costs determ ned by respondent are not rel ated
to petitioner’s intangible devel opnent area. Assuni ng arguendo
that the spread and the grant date value are costs for purposes
of section 1.482-7(d), Inconme Tax Regs., we concl ude that
respondent’s allocations fail to neet the requirenents of section

1.482-1(b), Inconme Tax Regs. (discussed infra section IIl.D).
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[11. Respondent’s Allocations Are I nconsistent Wth the Arni s-
Length Standard Mandated by Section 1.482-1, |ncone Tax

Regs.

A. Respondent’s Authority To Make All ocati ons

Section 482 provides respondent with wde latitude in
al l ocating i ncome and deductions between controlled parties to
ensure such parties report their true taxable inconme. This broad
grant of authority, however, is constrained by section 1.482-1,
| nconme Tax Regs., which sets forth the “general principles and
guidelines to be foll owed under section 482.” Sec. 1.482-
1(a) (1), Income Tax Regs. The sections to which these general
principles and guidelines apply include, but are not limted to,

section 1.482-7, Incone Tax Regs. 1d.

Section 1.482-1(a)(2), Inconme Tax Regs., authorizes
respondent to “make allocations between or anong the nenbers of a
controlled group if a controlled taxpayer has not reported its
true taxable incone.” |In determning true taxable incone, “the

standard to be applied in every case is that of a taxpayer

dealing at armis length wwth an uncontroll ed taxpayer” (i.e.,

arm s-length standard). Sec. 1.482-1(b)(1), Incone Tax Regs.
(enphasis added). The armis-length standard is enployed to
ensure that related party transactions clearly reflect the incone

of each party and to prevent tax evasion.
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B. Respondent’s Interpretation of Sections 1.482-1 and
1.482-7, I ncone Tax Regs., |Is Incorrect

Nei t her party disputes the absence of conparable
transactions in which unrelated parties agree to share the spread
or the grant date value. Nor do the parties dispute the fact
that unrelated parties would not “explicitly” (i.e., wthin the
witten terns of their agreenents) share the spread or the grant
date value. The parties, however, disagree about what effect
these facts have on respondent’s authority to nmake all ocati ons

pursuant to section 1.482-1, Incone Tax Regs.

Pursuant to section 1.482-1(b)(1), Incone Tax Regs., “A
controlled transaction neets the arms length standard if the
results of the transaction are consistent with the results that
woul d have been realized if uncontrolled taxpayers had engaged in
t he sane transaction under the sanme circunstances”. Section

1.482-1(b)(1), Incone Tax Regs., further states:

because identical transactions can rarely be | ocated,
whet her a transaction produces an arm s |length result
generally will be determ ned by reference to the
results of conparable transactions under conparable
circunstances. [Enphasis added. ]

Respondent presented no evidence or testinony establishing
that his determ nations are armis length. He sinply contends
that the “application of the express terns of Treas. Reg. 8§
1.482-7 itself produces an armis-length result,” and that “it is

unnecessary to performany type of conparability analysis to
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determine * * * whether parties at arms length would share * * *
[the spread or the grant date value]”. Thus, respondent contends
that the spread and the grant date val ue anmounts he determ ned
automatically neet the armis-length standard. In support of his
contention, respondent focuses on the neaning of the term
“generally” in section 1.482-1(b)(1), Income Tax Regs. He

asserts:

A rule that applies only “generally” nust, by its own
terms, have exceptions. 1In light of the |egislative

hi story and extensive regulations interpreting the 1986
commensurate wth inconme statutory anmendment, qualified
cost sharing arrangenents constitute an appropriate
exception fromthe general rule.

According to respondent, “the identification of costs, and the
correspondi ng adjustments to the cost pool under qualified cost-
sharing arrangenents, should be determ ned wi thout regard to the
exi stence of uncontrolled transactions.” W disagree.
Respondent’s interpretation of the word “generally” is
i ncorrect because he ignores the preceding clause (i.e., “because
identical transactions can rarely be |located”). The regulation
sinply states that “conparable transactions” are the broad
exception avail abl e when there are no identical transactions.

See Union Carbide Corp. & Subs. v. Comm ssioner, 110 T.C. 375,

384 (1998) (stating “Wien the plain | anguage of the statute or
regulation is clear and unanbi guous, * * * the inquiry * * *

[ends].”). The regul ation does not state that any allocation
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proposed by respondent automatically produces an arm s-1length
result without reference to what arm s-length parties would do.
Therefore, respondent’s litigating position is contrary to his

regul ations. See Phillips v. Conmm ssioner, 88 T.C 529, 534

(1987) (stating respondent “may not choose to |itigate against
the officially published rulings * * * without first w thdraw ng
or nodifying those rulings. The result of contrary action is
capricious application of the law'), affd. 851 F.2d 1492 (D.C
Cr. 1988). Pursuant to the express | anguage of section 1.482-
1(a)(1), Income Tax Regs., we conclude that the arm s-1length
standard is applicable in determ ning the appropriate allocation

of costs pursuant to section 1.482-7, Incone Tax Regs.

C. Leqgi sl ati ve and Requl atory H story Support the
Applicability of the Arnis-Length Standard to Section
1.482-7, I ncone Tax Regs.

Respondent contends that the |legislative and regul atory
history relating to the 1986 anendnent to section 482 establishes
that, for purposes of determning the arm s-length result in
cost-sharing arrangenents, Congress intended to supplant the use
of conparabl e transactions with internal neasures of cost and

profit.

It is unnecessary and i nappropriate to resort to
| egislative, and certainly not to regulatory, history, because
section 1.482-1(b)(1), Inconme Tax Regs., is unanbiguous. Union

Carbide Corp. & Subs. v. Conm ssioner, supra at 384. Even if the
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regul ati ons were anbi guous, our concl usion would not change
because the legislative and regulatory history relating to
section 482 supports our holding that the arm s-1ength standard
is applicable in determ ning the appropriate allocation of costs

pursuant to section 1.482-7, Incone Tax Regs.

In 1986, Congress anended section 482 by adding “In the case
of any transfer * * * of intangible property * * * the incone
W th respect to such transfer * * * shall be commensurate with
the incone attributable to the intangible.” This change
reflected a concern that the statute had failed to effectively
prevent transfer pricing abuses in controlled transactions (e.g.,
conpanies transferring intangibles to related foreign conpanies
in exchange for a “relatively lowroyalty [rate]” based on
“industry nornms for transfers of |less profitable intangibles.”).
H. Rept. 99-426, at 424 (1985), 1986-3 C.B. (Vol. 2) 424; accord
Staff of Joint Comm on Taxation, General Explanation of the Tax
Ref orm Act of 1986, at 1014-1015 (J. Comm Print 1987); see H
Rept. 99-426, supra at 424-425, 1986-3 C. B. (Vol. 2) 424-425.

The comm ttee stated:

In making this change, Congress intended to nake it
clear that industry norns or other unrelated party
transactions do not provide a safe-harbor paynent for
related party intangibles transfers.

H Rept. 99-426, at 414 (1985), 1986-23 C.B. (Vol. 2) 424. The

commttee concluded: “it is appropriate to require that the
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paynment made on a transfer of intangibles to a related foreign
corporation * * * pe commensurate with the incone attributable to
the intangible.” H Rept. 99-426 at 414 (1985), 1986-23 C. B

(Vol . 2) 424.

Respondent contends that the regulatory history, including
Treasury’s publication of Notice 88-123, 1988-2 C. B. 458 (the
Wi te Paper), establishes that the comrensurate with i ncone
standard replaced the arm s-length standard nmandated in section
1.482-1, Income Tax Regs. W note that regulatory history, |ike
| egislative history, is a far | ess accurate enbodi nent of intent
than pl ain | anguage and is susceptible to a wde array of
interpretations. Nevertheless, our conclusion is consistent with
the White Paper and the 1992 and 1995 regul ations. Contrary to
respondent’ s contentions, the comensurate with i ncone standard
was i ntended to suppl ement and support, not supplant, the arm s-
| ength standard. Nothing in section 482, its acconpanying
regul ations, or its legislative history indicates that internal
measures of cost and profit should be used to the exclusion of

the arm s-length standard.

The Wite Paper reexam ned the theory and adm nistration of

section 482 and concl uded:

Looking at the incone related to the intangi ble and
splitting it according to relative econom c
contributions is consistent wwth what unrel ated parties
do. The general goal of the commensurate with incone
standard is, therefore, to ensure that each party earns
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the incone or return fromthe intangible that an

unrel ated party would earn in an armis length transfer
of the intangible.

Notice 88-123, 1988-2 C B. 458, 472. In 1992, respondent

pronul gated regul ations, interpreting section 482, which were
finalized in 1995. Neither the 1992 nor 1995 regul ati ons contain
| anguage indicating any intention to renove the arm s-length
standard with respect to cost-sharing determ nations or prevent
consi deration of uncontrolled transactions. |In fact, the
preanble to the 1992 proposed regul ations states that section
1.482-1(b)(1), Income Tax Regs., “clarifies the general neaning
of the armis length standard * * * [as] whether uncontrolled

t axpayers exercising sound business judgnent woul d have agreed to
the sanme terns given the actual circunstances under which

control |l ed taxpayers dealt.” See DHL Corp. & Subs. v.

Comm ssi oner, 285 F.3d 1210, 1222 (9th G r. 2002) (relying on the

preanble to interpret section 1.482-2(d), Inconme Tax Regs.);

Arnco, Inc. v. Conm ssioner, 87 T.C. 865, 868 (1986) (stating "A

preanble will frequently express the intended effect of sone part
of a regulation * * * [and] m ght be helpful in interpreting an
anbiguity in a regulation."); Proposed |Incone Tax Regs., 57 Fed.

Reg. 3571 (Jan. 30, 1992).

Finally, respondent contends that the general rules of
statutory interpretation require us to construe the regul ati ons

in a manner that “avoids conflict within the regul atory schene,
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and harnoni zes with the underlying * * * [statute’s]” purpose.
The Court, however, wll not ignore the regulations’ explicit
terms in order to accomobdate respondent’s litigating position.
Wil e Treasury has the authority to nodify its regulations to
resolve any conflict within the regul atory schene, we nust “apply
t he provisions of respondent's regulations as we find them and
not as we think they m ght or ought to have been witten.”

Larson v. Conmi ssioner, 66 T.C 159, 186 (1976). The arms-

| ength standard is included w thout exception, and the 1986

nodi fication of section 482 did not elimnate the use of
conparabl e transactions in determning a controlled taxpayer’s

i ncone. Section 1.482-1, Inconme Tax Regs., explicitly provides
that the arnmis-length standard applies to “all transactions”.
Cost-sharing determ nations pursuant to section 1.482-7, |ncone
Tax Regs., are not exenpted. Accordingly, if unrelated parties
woul d not share the spread or the grant date val ue, respondent’s

determ nations are arbitrary and caprici ous.

D. Unrel ated Parties Wuld Not Share the Spread or
G ant Date Val ue

Respondent contends that unrelated parties “inplicitly”

share the spread!? and the grant date val ue,®® but both parties

12 As a result of respondent’s Cct. 21, 2003, anendnent to
answer, the parties dispute who has the burden of proof with
respect to the spread theory. Qur conclusion is based on the
preponderance of the evidence. Thus, the burden of proof is

(continued. . .)
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agree that unrelated parties would not explicitly share these
anmounts. Indeed, Scott T. Newlon, the only witness proffered by
respondent to address this issue, testified that parties “don’t
* x * explicitly [share any anpbunt for ESOs] because * * * it
woul d be hard for the parties to agree on a neasurenent * * * and
it my * * * [leave them open to * * * potential disputes.”
These considerations are aptly summari zed by Irving Plotkin, one

of petitioners’ experts, who testified:

In the real world, these neasures [the spread and grant
date value] are so specul ative and controversial, and
the Iink between them and the val ue of R&D functions
performed by the ESO holder is so tenuous, that

unrel ated parties in joint research arrangenent sinply
do not agree to pay any anount for ESOs granted to the
enpl oyees of an entity providing R&D services.

Petitioners also established that, for product pricing purposes,
conpanies (i.e., those who enter into cost-sharing arrangenents
relating to intangi bles) do not take into account the spread or

the grant date value relating to ESCs.

Wi | e respondent concedes that unrelated parties do not
explicitly share costs attributable to ESGs, he contends that

unrel ated parties “negotiate terns that inplicitly conpensate

2, .. continued)
i mmateri al . See Martin Ice Cteam Co. v. Commi ssioner, 110 T.C.
189, 210 n. 16 (1998).

13 Because we determined, in our June 3, 2004, order, that
the grant date theory is a new matter, respondent bears the
burden of proof with respect to this theory. Rule 142(a); Shea
v. Comm ssioner, 112 T.C 183 (1999).
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* * * [devel opnent] costs not directly shared or reinbursed.”
(Enphasi s added.) Respondent, however, did not present any
credi bl e evidence that unrelated parties inplicitly share the
spread or grant date value related to ESOCs. Scott T. New on, the
only witness respondent proffered to address this issue, did not
reference any ot her econom sts, unpublished or published
articles, or any transactions supporting his theory. 1In fact, he
conceded that it was not possible to test whether parties
inplicitly include ESGs as a conpensation cost in cost-sharing
agreenents. Petitioners, however, through the testinony of
numer ous credi bl e witnesses, established that conmpani es do not
inplicitly take into account the spread or the grant date val ue
for purposes of determning costs relating to cost-sharing
agreenents. Furthernore, petitioners established that if
unrel ated parties believed that the spread and grant date val ue
were costs related to intangi bl e devel opnent activities, such
parties would be very explicit about their treatnment for purposes
of their agreenents. |In short, respondent’s inplicit cost theory

IS specious and unsupport ed.

1. The Spread

Unrel ated parties would not share the spread because it is
difficult to estimate, unpredictable, and potentially large in
anount. Petitioners’ uncontradicted evidence established that

certainty and control are of paranmount inportance to unrel ated
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parties involved in cost-sharing arrangenents. Yet, the size of
the spread is affected by a variety of factors, many of which are
not wwthin the control of the contracting parties. Mre
specifically, the size of the spread is based on the exercise
price and the stock price on the exercise date. It is
i ndi sput abl e that changes in stock prices are frequent and
unpredi ctable, and that a wide variety of external factors may
i nfluence such prices. 1In fact, the entire market, or stock in
i ndi vi dual conpani es, may nove up or down based on market and
industry trends and a nyriad of factors including, but not
limted to, inflation, interest and unenpl oynent rates, consuner
demand, energy prices, programed trading, etc. As a result,
petitioner’s stock price may nove in response to such trends and
be affected by these factors. For exanple, respondent concedes
t hat he does not know whether the rises in petitioner’s stock
price were attributable to increases in the market as a whole or

the sem conductor industry in particular.

Stock prices are also sonetines affected by investor trading
based on erroneous information. |In such cases, a tenporary
change in stock price may be based on transient m sperceptions of

val ue anong i nvestors.

The spread is also significantly affected by an enpl oyee’s
i nvest ment deci sion regardi ng when to exercise the option.

| ndeed, the timng of the ESO hol der’ s decision to exercise the
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ESO may have a dranatic inpact on the size of the spread. Wile
the exercise price is fixed at the grant date, the value of the
stock is not fixed until the ESO hol der exercises the option.
Thi s personal decision is based on the enployee’s liquidity
needs, aversion to risks, and other m scell aneous factors. In
essence, the market and ESO hol der, rather than the contracting
parties, determ ne the size of the spread and when the spread
will be incurred. Sinply put, rational profit-maxim zing
unrel ated parties would not cede this control over costs or be
willing to accept such a high degree of uncertainty relating to

costs.

In short, the value of petitioner’s stock, and thus the
potential size of the spread relating to ESGs, could rise and
fall inline wwth the vicissitudes and vagaries of the market.
The sem conductor industry, of which petitioner is a prom nent
menber, may be particularly subject to these types of market
swings and trends. Thus, the spread is affected by a nyriad of
factors and cal cul ated and incurred at a point in tinme when the

contracting parties have no control over the anount.

Finally, we note that sharing the spread could al so create
perverse incentives for unrelated parties. One of petitioners’

experts, Mikesh Bajaj, stated:

A wel | - desi gned econom ¢ contract woul d ensure that
both partners have an incentive in seeing the val ue of
the other partner rise. If * * * the Spread * * * has
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to be cost-shared, the cost sharing partner has a
perverse incentive to dimnish (or at |least help
contain) the stock price of the other firm because the

| ower this price, the | ess the spread-based cost that
the partner has to bear.

Unrel ated parties would not be inclined to enter into a contract
whi ch contains terns that could encourage such counterproductive
conduct. Accordingly, respondent’s allocation relating to the
spread theory fails to neet the arnis-length standard nmandated by

section 1.482-1(b), Inconme Tax Regs.!*

2. G ant Date Val ue

Respondent, who had the burden of proof with respect to the
grant date theory, presented no evidence that unrelated parties
woul d, pursuant to the FVYM nake a cost-sharing allocation of at-
t he- noney options or ESPP purchase rights. To the contrary,
petitioners’ uncontradicted evidence established that in
determ ning cost allocations unrelated parties would not include
any cost related to the issuance of ESOCs. In essence, respondent
contends that petitioner was required to allocate, and thereby
sustain tangi bl e econom ¢ consequences relating to, an anount

that unrelated parties do not treat as an expense for tax or

14 Petitioners’ treatnment of the spread as a reinbursable
expense for purposes of its interconpany agreenent with Xl has no
bearing on our conclusion. Sec. 482 | ooks to transactions
bet ween unrel ated, not related, parties to determ ne whether the
arm s-length standard in sec. 1.482-1, Incone Tax Regs., has been
satisfied.
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financial accounting purposes.?! Accordingly, respondent’s
allocation relating to the grant date value fails to neet the
arm s-1ength standard nmandated by section 1.482-1(b), |ncone Tax

Regs.

During the years in issue, petitioners enployed the | VM
which did not treat at-the-nobney options as expenses. From 1972
until Decenber 15, 1995, the IVMwas the only financial
accounting nmethod authorized by FASB for neasuring and reporting
t he val ue of options, and thus, the only avail able nmethod during
the first year of petitioner’s cost-sharing agreenent.
Thereafter, the FYMwas the preferred nethod, yet petitioners
were under no affirmative obligation to elect the FYM 1 In
addition, during the years in issue nost conpanies used the | VM

for purposes of valuing ESGs.' Thus, consistent with the

15 ESCs generally do not have an ascertainable fair market
val ue on the grant date for purposes of sec. 1.83-7(b)(3), Incone
Tax Regs. Thus, the grant date value is not a tax expense
pursuant to sec. 83. During the years in issue, nbst conpanies
used the IVM and thus, were not required, for financial
accounting purposes, to record an expense relating to options
i ssued at-the-noney and certain ESPP purchase rights.

6 |1n 1996, petitioner enployed the IVMto cal cul ate ESO
costs. Respondent, in his Dec. 28, 2000, notice of deficiency,
determ ned that petitioner’s 1996 cost-sharing pool should be
i ncreased by $14,939,494 relating to stock options and ESPP
purchase rights. The parties subsequently stipulated that this
anmount woul d not be included in the 1996 cost-sharing pool.

7 Al though the I VM has been criticized for not neasuring
the call premum of an ESO both parties’ experts acknow edged
that an ESO s call prem um nmay have sonme val ue but cast doubt on

(continued. . .)
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parties’ expert testinony, unrelated parties would treat ESGs in
a manner consistent with the VM rather than the FVM 8
Accordingly, petitioners’ allocation relating to its ESCs
satisfies the arm s-length standard in section 1.482-1(b), I|ncone

Tax Regs.

V. Section 6662(a) Penalty

Section 6662(a) inposes a 20-percent accuracy-related
penalty on the portion of an underpaynent of tax which is
attributable to a taxpayer’s negligence or disregard of rules or
regul ations. Sec. 6662(b)(1l). Because we reject respondent’s
determ nations, petitioners are not liable for section 6662(a)

penal ties.

V. Concl usi on

The express | anguage in section 1.482-1(a)(1), |ncone Tax
Regs., establishes that the arnis-length standard applies to
section 1.482-7, Incone Tax Regs., for purposes of determ ning
appropriate cost allocations. Because unrelated parties would
not share the spread or the grant date val ue, respondent’s

i nposition of such a requirenent is inconsistent with section

(... continued)
whet her it could be reliably neasured.

8 The parties stipulated that “Immediately after SFAS 123
becane effective, the vast majority of public conpanies chose to
continue to follow the intrinsic value nmethod of APB 25.” No
evi dence, however, was presented concerning the conpani es who
used the FVM
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1.482-1, Inconme Tax Regs. Sinply put, the regul ations applicable
to the years in issue did not authorize respondent to require
taxpayers to share the spread or the grant date value relating to
ESCs. Petitioners are nerely required to be conpliant, not
prescient. Accordingly, we hold that respondent’s allocations
are arbitrary and capricious; petitioners’ allocations neet the
arm s-1ength standard nmandated by section 1.482-1, |Inconme Tax
Regs.; and petitioners are not |liable for the section 6662(a)

penal ties.

Contenti ons we have not addressed are irrel evant, noot, or

meritl ess.

To reflect the foregoing and concessi ons nade by the

parties,

Deci sions will be

entered under Rul e 155.

[Reporter’s Note: This opinion was modified by Order dated September 29, 2005.]



