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SUMMARY 

 

Tax 

The panel reversed a decision of the Tax Court that 
26 C.F.R. § 1.482-7A(d)(2), under which related enti-
ties must share the cost of employee stock compensa-
tion in order for their cost-sharing arrangements to be 
classified as qualified cost-sharing arrangements, was 
invalid under the Administrative Procedure Act. 

At issue was the validity of the Treasury regula-
tions implementing 26 U.S.C. § 482, which provides 
for the allocation of income and deductions among re-
lated entities.  The panel first held that the Commis-
sioner of Internal Revenue did not exceed the author-
ity delegated to him by Congress under 26 
U.S.C. § 482.  The panel explained that § 482 does not 
speak directly to whether the Commissioner may re-
quire parties to a QCSA to share employee stock com-
pensation costs in order to receive the tax benefits as-
sociated with entering into a QCSA.  The panel held 
that the Treasury reasonably interpreted § 482 as an 
authorization to require internal allocation methods 
in the QCSA context, provided that the costs and in-
come allocated are proportionate to the economic ac-
tivity of the related parties, and concluded that the 
regulations are a reasonable method for achieving the 
results required by the statute.  Accordingly, the reg-
ulations were entitled to deference under Chevron, 

                                            
  This summary constitutes no part of the opinion of the court. 
It has been prepared by court staff for the convenience of the 
reader. 
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U.S.A., Inc. v. Natural Resources Defense Council, 
Inc., 467 U.S. 837 (1984). 

The panel next held that the regulations at issue 
were not arbitrary and capricious under the Adminis-
trative Procedure Act. 

Dissenting, Judge O’Malley would find, as the Tax 
Court did, that 26 C.F.R. § 1.482-7A(d)(2) is invalid as 
arbitrary and capricious. 
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OPINION 

THOMAS, Chief Judge: 

This appeal presents the question of the validity of 
26 C.F.R. § 1.482-7A(d)(2),1 under which related busi-
ness entities must share the cost of employee stock 

                                            
1  The 2003 amendments are at issue.  Although they are still in 
effect, the Tax Code has been reorganized, and what was 
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compensation in order for their cost-sharing arrange-
ments to be classified as qualified cost-sharing ar-
rangements (“QCSA”).  Although the case appears 
complex, the dispute between the Department of the 
Treasury and the taxpayer is relatively straightfor-
ward.  The parties agree that, under the governing tax 
statute, the “arm’s length” standard applies; but they 
disagree about how the standard may be met.  The 
taxpayer argues that Treasury must employ a specific 
method to meet the arm’s length standard:  a compa-
rability analysis using comparable transactions be-
tween unrelated business entities.  Treasury disa-
grees that the arm’s length standard requires the spe-
cific comparability method in all cases.  Instead, the 
standard generally requires that Treasury reach an 
arm’s length result of tax parity between controlled 
and uncontrolled business entities.  With respect to 
the transactions at issue here, the governing statute 
allows Treasury to apply a purely internal method of 
allocation, distributing the costs of employee stock op-
tions in proportion to the income enjoyed by each re-
lated taxpayer. 

Our task, of course, is not to assess the better tax 
policy, nor the wisdom of either approach, but rather 
to examine whether Treasury’s regulations are per-
mitted under the statute.  Applying the familiar tools 
used to examine administrative agency regulations, 
we conclude that the regulations withstand scrutiny.  
Therefore, we reverse the judgment of the Tax Court. 

                                            
§ 1.482-7 in 2003 is now numbered § 1.482-7A.  To minimize con-
fusion, our citations are to the current version of the regulation 
unless otherwise specified. 
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I 

For many years, Congress and the Treasury have 
been concerned with American businesses avoiding 
taxes through the creation and use of related business 
entities.  In the last several decades, Congress has di-
rected particular attention to the potential for tax 
abuse by multinational corporations with foreign sub-
sidiaries.  If, for example, the parent business entity 
is in a high-tax jurisdiction, and the foreign subsidiary 
is in a low-tax jurisdiction, the business enterprise 
can shift costs and revenue between the related enti-
ties so that more taxable income is allocated to the 
lower tax jurisdiction.  Similarly, a parent and foreign 
subsidiary can enter into significant tax-avoiding cost 
sharing arrangements. 

This potential for tax abuse is generally not pre-
sent when similar transactions occur between unre-
lated business entities.  In those instances, each sep-
arate unrelated entity has the incentive to maximize 
profit, and thus to allocate costs and income con-
sistent with economic realities.  However, among re-
lated parties, those incentives do not exist.  Rather, 
among related parties, after-tax maximization of 
profit may depend on how costs and income are allo-
cated between the parent and the subsidiary regard-
less of economic reality, given that after-tax profits 
are commonly shared. 

The concern about tax avoidance through the use 
of related business entities is not new.  In the Revenue 
Act of 1928, Congress granted the Secretary of the 
Treasury the authority to reallocate the reported in-
come and costs of related businesses “in order to pre-
vent evasion of taxes or clearly to reflect the income 
of any such trades or businesses.”  Revenue Act of 
1928, ch. 852, § 45, 45 Stat. 791, 806.  This statute was 
designed to give Treasury the flexibility it needed to 
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prevent transaction-shuffling between related enti-
ties for the purpose of decreasing tax liability.  See 
H.R. Rep. No. 70-2, at 16-17 (1927) (“[T]he Commis-
sioner may, in the case of two or more trades or busi-
nesses owned or controlled by the same interests, ap-
portion, allocate, or distribute the income or deduc-
tions between or among them, as may be necessary in 
order to prevent evasion (by the shifting of profits, the 
making of fictitious sales, and other methods fre-
quently adopted for the purpose of ‘milking’), and in 
order clearly to reflect their true tax liability.”); ac-
cord S. Rep. No. 70-960, at 24 (1928).  The purpose of 
the statute was “to place a controlled taxpayer on a 
tax parity with an uncontrolled taxpayer.”  Comm’r v. 
First Sec. Bank of Utah, 405 U.S. 394, 400 (1972) 
(quoting 26 C.F.R. § 1.482-1(b)(1) (1971)).  In short, 
the primary aim of the statute was to prevent tax eva-
sion by related business taxpayers.2  

In 1934, the Commissioner adopted regulations 
implementing the statute and first adopted the famil-
iar “arm’s length” standard:  “The standard to be ap-
plied in every case is that of an uncontrolled taxpayer 
dealing at arm’s length with another uncontrolled tax-
payer.”  Treas. Reg. 86, art. 45-1(b) (1935).  In the con-
text of a controlled transaction, the arm’s length 
standard is satisfied “if the results of the transaction 
are consistent with the results that would have been 
realized if uncontrolled taxpayers had engaged in the 
same transaction under the same circumstances 
(arm’s length result).”  26 C.F.R. § 1.482-1(b)(1).  The 

                                            
2  An important, but secondary purpose was to avoid double tax-
ation of multi-national corporations, which the United States ef-
fected through various tax treaties.  See, e.g., Convention Con-
cerning Double Taxation, Fr.-U.S., art. IV, Apr. 27, 1932, 49 Stat. 
3145. 
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relevant regulation also noted:  “However, because 
identical transactions can rarely be located, whether 
a transaction produces an arm’s length result gener-
ally will be determined by reference to the results of 
comparable transactions under comparable circum-
stances.”  Id. 

Although the Secretary adopted the arm’s length 
standard, courts did not hold related parties to that 
standard by exclusively requiring the examination of 
comparable transactions.  For example, in Seminole 
Flavor Co. v. Commissioner, the Tax Court rejected a 
strict application of the arm’s length standard in favor 
of an inquiry into whether the allocation of income be-
tween related parties was “fair and reasonable.”  4 
T.C. 1215, 1232 (1945); see also id. at 1233 (“Whether 
any such business agreement would have been en-
tered into by petitioner with total strangers is wholly 
problematical.”); Grenada Indus., Inc. v. Comm’r, 17 
T.C. 231, 260 (1951) (“We approve an allocation . . . to 
the extent that such gross income in fact exceeded the 
fair value of the services rendered . . . .”).  And in 
1962, we collected various allocation standards and 
outright rejected the superiority of the arm’s length 
bargaining analysis over all others: 

[W]e do not agree . . . that “arm’s length bargain-
ing” is the sole criterion for applying the statutory 
language of [26 U.S.C. § 482] in determining what 
the “true net income” is of each “controlled tax-
payer.”  Many decisions have been reached under 
[§ 482] without reference to the phrase “arm’s 
length bargaining” and without reference to Treas-
ury Department Regulations and Rulings which 
state that the talismanic combination of words – 
“arm’s length” – is the “standard to be applied in 
every case.” 
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Frank v. Int’l Canadian Corp., 308 F.2d 520, 528-29 
(9th Cir. 1962). 

Frank noted that “it was not any less proper . . . to 
use here the ‘reasonable return’ standard than it was 
for other courts to use ‘full fair value,’ ‘fair price in-
cluding a reasonable profit,’ ‘method which seems not 
unreasonable,’ ‘fair consideration which reflects arm’s 
length dealing,’ ‘fair and reasonable,’ ‘fair and reason-
able’ or ‘fair and fairly arrived at,’ or ‘judged as to fair-
ness,’ all used in interpreting [the statute].”  Id. (foot-
notes omitted).  We later limited Frank to situations 
in which “it would have been difficult for the court to 
hypothesize an arm’s-length transaction.”  Oil Base, 
Inc. v. Comm’r, 362 F.2d 212, 214 n.5 (9th Cir. 1966).  
However, Frank’s central point remained:  the arm’s 
length standard based on comparable transactions 
was not the sole basis of reallocating costs and income 
under the statute. 

In the 1960s, the problem of abusive transfer pric-
ing practices created a new adherence to a stricter 
arm’s length standard.  In response to concerns about 
the undertaxation of multinational business entities, 
Congress considered reworking the Tax Code to re-
solve the difficulty posed by the application of the 
arm’s length standard to related party transactions.  
H.R. Rep. No. 87-1447, at 28-30 (1962).  However, it 
instead asked Treasury to “explore the possibility of 
developing and promulgating regulations . . . which 
would provide additional guidelines and formulas for 
the allocation of income and deductions” under 26 
U.S.C. § 482.  H.R. Rep. No. 87-2508, at 19 (1962) 
(Conf. Rep.), as reprinted in 1962 U.S.C.C.A.N. 3732, 
3739.  Legislators believed that § 482 authorized the 
Secretary to employ a profit-split allocation method 
without amendment.  Id.; H.R. Rep. No. 87-1447, at 
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28-29.  In 1968, following Congress’s entreaty, Treas-
ury finalized the first regulation tailored to the issue 
of intangible property development in QCSAs.  
26 C.F.R. § 1.482-2(d) (1968). 

The 1968 regulations “constituted a radical and 
unprecedented approach to the problem they ad-
dressed – notwithstanding their being couched in 
terms of the ‘arm’s length standard,’ and notwith-
standing that that standard had been the nominal 
standard under the regulations for some 30 years.”  
Stanley I. Langbein, The Unitary Method and the 
Myth of Arm’s Length, 30 Tax Notes 625, 644 (1986). 
In addition to three arm’s length pricing methods, the 
1968 regulations included a “fourth method,” which 
was essentially open-ended:  “Where none of the three 
methods of pricing . . .  can reasonably be applied un-
der the facts and circumstances as they exist in a par-
ticular case, some appropriate method of pricing other 
than those described . . . , or variations on such meth-
ods, can be used.”  26 C.F.R. § 1.482-2(e)(1)(iii) (1968). 

Following the promulgation of the 1968 regulation, 
courts continued to employ a comparability analysis, 
but not to the exclusion of other methodologies.  Reu-
ven S. Avi-Yonah, The Rise & Fall of Arm’s Length:  A 
Study in the Evolution of U.S. International Taxation, 
15 Va. Tax Rev. 89, 108-29 (1995).  Indeed, a study 
determined that direct comparable transactions were 
located and applied in only 3% of the Internal Reve-
nue Service’s adjustments prior to the 1986 amend-
ment.  U.S. Gen. Accounting Office., GGD-81-81, IRS 
Could Better Protect U.S. Tax Interests in Determin-
ing the Income of Multinational Corporations (1981).  
The decades following the 1968 regulations involved 

a gradual realization by all parties concerned, but 
especially Congress and the IRS, that the [compa-
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rability method of meeting the arm’s length stand-
ard], firmly established . . . as the sole standard 
under section 482, did not work in a large number 
of cases, and in other cases its misguided applica-
tion produced inappropriate results. The result 
was a deliberate decision to retreat from the stand-
ard while still paying lip service to it. 

Avi-Yonah, supra, at 112; see also James P. Fuller, 
Section 482:  Revisited Again, 45 Tax L. Rev. 421, 453 
(1990) (“[T]he 1986 Act’s commensurate with income 
standard is not really a new approach to § 482.”). 

Ultimately, as controlled transactions increased in 
frequency and complexity, particularly with respect to 
intangible property, Congress determined that legis-
lative action was necessary.  The Tax Reform Act of 
1986 reflected Congress’s view that strict adherence 
to the comparability method of meeting the arm’s 
length standard prevented tax parity.  Thus, the Tax 
Reform Act of 1986 added a sentence to § 482 that 
largely forms the basis of the present dispute, provid-
ing that: 

In the case of any transfer (or license) of intangible 
property (within the meaning of section 
936(h)(3)(B)), the income with respect to such 
transfer or license shall be commensurate with the 
income attributable to the intangible. 

Tax Reform Act of 1986, 26 U.S.C. § 482 (1986) (as 
amended 2018). 

The House Ways and Means Committee recom-
mended the addition of the commensurate with in-
come clause because it was “concerned” that the cur-
rent code and regulations “may not be operating to as-
sure adequate allocations to the U.S. taxable entity of 
income attributable to intangibles.”  H.R. Rep. No. 99-
426, at 423 (1985).  The clause was intended to correct 
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a “recurrent problem” – “the absence of comparable 
arm’s length transactions between unrelated parties, 
and the inconsistent results of attempting to impose 
an arm’s length concept in the absence of compara-
bles.”  Id. at 423-24. 

The House Report makes clear that the committee 
intended the commensurate with income standard to 
displace a comparability analysis where comparable 
transactions cannot be found: 

 A fundamental problem is the fact that the re-
lationship between related parties is different from 
that of unrelated parties. . . .  [M]ultinational com-
panies operate as an economic unit, and not “as if ” 
they were unrelated to their foreign subsidiar-
ies . . . . 

 . . . . 

 Certain judicial interpretations of section 482 
suggest that pricing arrangements between unre-
lated parties for items of the same apparent gen-
eral category as those involved in the related party 
transfer may in some circumstances be considered 
a “safe harbor” for related party pricing arrange-
ments, even though there are significant differ-
ences in the volume and risks involved, or in other 
factors. While the committee is concerned that 
such decisions may unduly emphasize the concept 
of comparables even in situations involving highly 
standardized commodities or services, it believes 
that such an approach is sufficiently troublesome 
where transfers of intangibles are concerned that 
a statutory modification to the intercompany pric-
ing rules regarding transfers of intangibles is nec-
essary. 

  . . . . 
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  . . .  There are extreme difficulties in determin-
ing whether the arm’s length transfers between 
unrelated parties are comparable.  The committee 
thus concludes that it is appropriate to require 
that the payment made on a transfer of intangibles 
to a related foreign corporation . . . be commensu-
rate with the income attributable to the intangi-
ble . . . . 

  . . . . 

  . . .  [T]he committee intends to make it clear 
that industry norms or other unrelated party 
transactions do not provide a safe-harbor mini-
mum payment for related party intangible trans-
fers. Where taxpayers transfer intangibles with a 
high profit potential, the compensation for the in-
tangibles should be greater than industry averages 
or norms. 

Id. at 424-25 (footnote and citation omitted).3 

Treasury’s first response to the Tax Reform Act 
was the “White Paper,” an intensive study published 
in 1988.  A Study of Intercompany Pricing Under Sec-
tion 482 of the Code, I.R.S. Notice 88-123, 1988-2 C.B. 
458 (“White Paper”).  The White Paper confirmed that 

                                            
3 The Conference Committee suggested only one change – to 
broaden the sweep of the amendment so as to encompass domes-
tic related-party transactions – in order to better serve the objec-
tive of the amendment, “that the division of income between re-
lated parties reasonably reflect the relative economic activity un-
dertaken by each.”  H.R. Rep. No. 99-841, at II-637 (1986) (Conf. 
Rep.), as reprinted in 1986 U.S.C.C.A.N. 4075, 4725.  The Report 
also clarified that cost-sharing arrangements would not gener-
ally be subject to § 482 allocations – but only “if and to the ex-
tent . . . the income allocated among the parties reasonably re-
flect the actual economic activity undertaken by each.”  Id. at II-
638. 
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Treasury believed the commensurate with income 
standard to be consistent with the arm’s length stand-
ard (and that Treasury understood Congress to share 
that understanding).  Id. at 475.  Treasury wrote that 
a comparability analysis must be performed where 
possible, id. at 474, but it also suggested a “clear and 
convincing evidence” standard for comparable trans-
actions, indicating that a comparability analysis 
would rarely be possible.  Id. at 478. 

The White Paper signaled a shift in the interpre-
tation of the arm’s length standard as it had been de-
fined following the 1968 regulations.  Treasury ad-
vanced a new allocation method, the “basic arm’s 
length return method,” White Paper at 488, that 
would apply only in the absence of comparable trans-
actions and would essentially split profits between the 
related parties, id. at 490.  Commentators understood 
that, by attempting to synthesize the arm’s length 
standard and the commensurate with income provi-
sion, Treasury was moving away from a view that the 
arm’s length standard always requires a comparabil-
ity analysis.  Marc M. Levey, Stanley C. Ruchelman, 
& William R. Seto, Transfer Pricing of Intangibles Af-
ter the Section 482 White Paper, 71 J. Tax’n 38, 38 
(1989); Josh O. Ungerman, Comment, The White Pa-
per:  The Stealth Bomber of the Section 482 Arsenal, 
42 Sw. L.J. 1107, 1128-29 (1989). 

In 1994 and 1995, Treasury issued new regula-
tions that defined the arm’s length standard as result-
oriented, meaning that the goal is parity in taxable in-
come rather than parity in the method of allocation 
itself.  26 C.F.R. § 1.482-1(b)(1) (1994) (“A controlled 
transaction meets the arm’s length standard if the re-
sults of the transaction are consistent with the results 
that would have been realized if uncontrolled taxpay-
ers had engaged in the same transaction under the 
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same circumstances (arm’s length result).”).  How-
ever, the arm’s length standard remained “the stand-
ard to be applied in every case.”  Id. 

The regulations also set forth methods by which 
income could be allocated among related parties in a 
manner consistent with the arm’s length standard.  
Id. § 1.482-1(b)(2)(i) (1994).  According to Treasury, 
the 1994 regulations defined the arm’s length stand-
ard in terms of “the results that would have been re-
alized if uncontrolled taxpayers had engaged in the 
same transaction under the same circumstances.”  
Compensatory Stock Options Under Section 482, 67 
Fed. Reg. 48,997-01, 48,998 (proposed July 29, 2002). 

The 1995 regulation provided that “[i]ntangible de-
velopment costs” included “all of the costs incurred by 
[a controlled] participant related to the intangible de-
velopment area.”  26 C.F.R. § 1.482-7(d)(1) (1995).  By 
contrast to the 1994 regulation, the 1995 regulation – 
consistent with the 1986 Conference Report – “imple-
ment[ed] the commensurate with income standard in 
the context of cost sharing arrangements” by “re-
quir[ing] that controlled participants in a [QCSA] 
share all costs incurred that are related to the devel-
opment of intangibles in proportion to their shares of 
the reasonably anticipated benefits attributable to 
that development.”  Compensatory Stock Options Un-
der Section 482, 67 Fed. Reg. at 48,998. 

Neither the Tax Reform Act nor the implementing 
regulations specifically addressed allocation of em-
ployee stock compensation, which is the issue in this 
dispute.  However, that omission was unsurprising 
given that the practice did not develop on a major 
scale until the 1990s.  Zvi Bodie, Robert S. Kaplan, & 
Robert C. Merton, For the Last Time:  Stock Options 
Are an Expense, Harv. Bus. Rev., Mar. 2003, at 62, 67.  
Beginning in 1997, the Secretary interpreted the 
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“all . . . costs” language to include stock-based com-
pensation, meaning that controlled taxpayers had to 
share the costs (and associated deductions) of provid-
ing employee stock compensation.  Xilinx, Inc. v. 
Comm’r, 598 F.3d 1191, 1193-94 (9th Cir. 2010). 

In 2003, Treasury issued the cost-sharing regula-
tions that are challenged in this case.  Treasury in-
tended for the 2003 amendments to clarify, rather 
than to overhaul, the 1994 and 1995 regulations.  The 
clarifications were twofold.  First, the amendments di-
rectly classified employee stock compensation as a 
cost to be allocated between QCSA participants.  Com-
pensatory Stock Options Under Section 482 (Pro-
posed), 67 Fed. Reg. at 48,998; 26 C.F.R. § 1.482-
7A(d)(2).  Second, the “coordinating amendments” 
clarified Treasury’s belief that the cost-sharing regu-
lations, including § 1.482-7A(d)(2), operate to produce 
an arm’s length result.  Compensatory Stock Options 
Under Section 482 (Proposed), 67 Fed. Reg. at 48,998; 
26 C.F.R. § 1.482-7A(a)(3). 

Specifically, § 1.482-7A provides that costs shared 
by related parties to a QCSA are not subject to IRS 
reallocation for tax purposes if each entity’s share of 
the intangible property development costs equals each 
entity’s reasonably anticipated benefits.  Section 
1.482-7A(a)(3) incorporates and coordinates with the 
arm’s length standard: 

 A qualified cost sharing arrangement produces 
results that are consistent with an arm’s length re-
sult . . . if, and only if, each controlled participant’s 
share of the costs (as determined under paragraph 
(d) of this section) of intangible development under 
the qualified cost sharing arrangement equals its 
share of reasonably anticipated benefits attributa-
ble to such development . . . . 



18a 

Section 1.482-7A(d)(2) provides that parties to a 
QCSA must allocate stock-based compensation be-
tween themselves: 

 [In a QCSA], a controlled participant’s operat-
ing expenses include all costs attributable to com-
pensation, including stock-based compensation.  
As used in this section, the term stock-based com-
pensation means any compensation provided by a 
controlled participant to an employee or independ-
ent contractor in the form of equity instruments, 
options to acquire stock (stock options), or rights 
with respect to (or determined by reference to) eq-
uity instruments or stock options, including but 
not limited to property to which section 83 applies 
and stock options to which section 421 applies, re-
gardless of whether ultimately settled in the form 
of cash, stock, or other property. 

These regulations, and the procedure employed in 
adopting them, form the basis of the present contro-
versy. 

II 

At issue is Altera Corporation (“Altera”) & Subsid-
iaries’ tax liability for the years 2004 through 2006.  
During the relevant period, Altera and its subsidiaries 
designed, manufactured, marketed, and sold pro-
grammable logic devices, which are electronic compo-
nents that are used to build circuits. 

In May of 1997, Altera entered into a cost-sharing 
agreement with one of its foreign subsidiaries, Altera 
International, Inc., a Cayman Islands corporation 
(“Altera International”), which had been incorporated 
earlier that year.  Altera granted to Altera Interna-
tional a license to use and exploit Altera’s preexisting 
intangible property everywhere in the world except 
the United States and Canada.  In exchange, Altera 
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International paid royalties to Altera.  The parties 
agreed to pool their resources to share research and 
development (“R&D”) costs in proportion to the bene-
fits anticipated from new technologies.  The question 
in this appeal is whether Treasury was permitted, for 
tax liability purposes, to re-allocate the cost of em-
ployee stock-based compensation. 

Altera and the IRS agreed to an Advance Pricing 
Agreement covering the 1997-2003 tax years.  Pursu-
ant to this agreement, Altera shared with Altera In-
ternational stock-based compensation costs as part of 
the shared R&D costs.  After the Treasury regulations 
were amended in 2003, Altera and Altera Interna-
tional amended their cost-sharing agreement to com-
ply with the modified regulations, continuing to share 
employee stock compensation costs. 

The agreement was amended again in 2005 follow-
ing the Tax Court’s opinion in Xilinx Inc. & Consoli-
dated Subsidiaries v. Commissioner, which involved a 
challenge to the 1994-1995 cost-sharing regulations. 
125 T.C. 37 (2005).  The parties agreed to “suspend 
the payment of any portion of [a] Cost Share . . . to the 
extent such payment relates to the Inclusion of Stock-
Based Compensation in R&D Costs” unless and until 
a court upheld the validity of the 2003 cost-sharing 
regulations.  The following provision explains Altera’s 
reasoning: 

 The Parties believe that it is more likely than 
not that (i) the Tax Court’s conclusion in Xilinx v. 
Commissioner, 125 T.C. [No.] 4 (2005), that the 
arm’s length standard controls the determination 
of costs to be shared by controlled participants in a 
qualified cost sharing arrangement should also ap-
ply to Treas. Reg. § 1.482-7(d)(2) (as amended by 
T.D. 9088), and (ii) the Parties’ inclusion of Stock-
Based Compensation in R&D Costs pursuant to 
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Amendment I would be contrary to the arm’s 
length standard. 

Altera and its U.S. subsidiaries did not account for 
R&D-related stock-based compensation costs on their 
consolidated 2004-2007 federal income tax returns.  
The IRS issued two notices of deficiency to the group, 
applying § 1.482-7(d)(2) to increase the group’s income 
by the following amounts: 

2004 $ 24,549,315 

2005 $ 23,015,453 

2006 $ 17,365,388 

2007 $ 15,463,565 

Altera timely filed petitions in the Tax Court. The 
parties filed cross-motions for summary judgment, 
and the Tax Court granted Altera’s motion.  Sitting en 
banc, the Tax Court held that § 1.482-7A(d)(2) is inva-
lid under the Administrative Procedure Act (“APA”), 
5 U.S.C. §§ 701-706.  Altera Corp. & Subsidiaries v. 
Comm’r, 145 T.C. 91 (2015). 

The Tax Court unanimously determined:  (1) that 
the Commissioner’s allocation of income and expenses 
between related entities must be consistent with the 
arm’s length standard; and (2) that the arm’s length 
standard is not met unless the Commissioner’s alloca-
tion can be compared to an actual transaction between 
unrelated entities.  The Tax Court reasoned that the 
Commissioner could not require related parties to 
share stock compensation costs, because the Commis-
sioner had not considered any unrelated party trans-
actions in which the parties shared such costs.  The 
Tax Court held that the agency’s decisionmaking pro-
cess was fundamentally flawed because:  (1) it rested 
on speculation rather than on hard data and expert 
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opinions; and (2) it failed to respond to significant pub-
lic comments, particularly those pointing out uncon-
trolled cost-sharing arrangements in which the enti-
ties did not share stock compensation costs.  Id. at 
133-34. 

The Tax Court’s decision rested largely on its own 
opinion in Xilinx, in which it determined that the 
arm’s length standard mandates a comparability 
analysis.  Id. at 118 (citing Xilinx, 125 T.C. at 53-55).  
In its decision in this case, as well, the Tax Court sug-
gested that the Commissioner cannot require related 
entities to share stock compensation costs unless and 
until the Commissioner locates uncontrolled transac-
tions in which these costs are shared.  Id. at 118-19. 

The Tax Court reached five holdings:  (1) the 2003 
amendments constitute a final legislative rule subject 
to the requirements of the APA; (2) Motor Vehicle 
Manufacturers Ass’n of the United States, Inc. v. State 
Farm Mutual Automobile Insurance Co., 463 U.S. 29 
(1983), provides the appropriate standard of review 
because the standard set forth in Chevron, U.S.A., Inc. 
v. Natural Resources Defense Council, Inc., 467 U.S. 
837 (1984), incorporates State Farm’s “reasoned deci-
sionmaking” standard; (3) Treasury did not support 
adequately its decision to allocate the costs of em-
ployee stock compensation between related parties; 
(4) Treasury’s procedural regulatory deficiencies were 
not harmless;4 and (5) § 1.482-7A(d)(2) is invalid un-
der the APA. 

                                            
4  On appeal, the Commissioner does not claim that any error in 
the decisionmaking process, if it existed, was harmless.  Thus, 
we decline to address the issue. 
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III 

Our task in this appeal, then, is to determine 
whether Treasury’s 2003 regulations are lawful.  In 
the context of the arguments made in this case, we 
evaluate the validity of the agency’s regulations under 
both Chevron and State Farm, which “provide for re-
lated but distinct standards for reviewing rules prom-
ulgated by administrative agencies.”  Catskill Moun-
tains Chapter of Trout Unlimited, Inc. v. EPA, 846 
F.3d 492, 521 (2d Cir. 2017).  “State Farm is used to 
evaluate whether a rule is procedurally defective as a 
result of flaws in the agency’s decisionmaking pro-
cess.”  Id.  “Chevron, by contrast, is generally used to 
evaluate whether the conclusion reached as a result of 
that process – an agency’s interpretation of a statu-
tory provision it administers – is reasonable.”  Id.5  “A 
litigant challenging a rule may challenge it under 
State Farm, Chevron, or both.”  Id.  Altera challenges 
both the procedural adequacy of the APA process and 
the substance of the regulation.6 

                                            
5  There are circumstances when the two analyses may overlap. 
See, e.g., Confederated Tribes of Grand Ronde Cmty. of Or. v. 
Jewell, 830 F.3d 552, 561 (D.C. Cir. 2016) (We are mindful that, 
“[i]n [some] situations, what is ‘permissible’ under Chevron is 
also reasonable under State Farm.” (quoting Arent v. Shalala, 70 
F.3d 610, 616 n.6 (D.C. Cir. 1995))). 

6  We afforded the parties the opportunity to file optional supple-
mental briefs on the question whether the six-year statute of lim-
itations under 28 U.S.C. § 2401(a) – which generally applies to 
procedural challenges to regulations under the APA – applies to 
this case.  The Commissioner responded that it had waived this 
non-jurisdictional defense by failing to assert it to the Tax Court.  
We agree with the parties that the Commissioner waived the de-
fense.  Day v. McDonough, 547 U.S. 198, 210 n.11 (2006) 
(“[S]hould a State intelligently choose to waive a statute of limi-
tations defense, a district court would not be at liberty to disre-
gard that choice.”); Whidbee v. Pierce County, 857 F.3d 1019, 
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A 

We first turn to Chevron analysis. 

1 

Under Chevron, we first apply the traditional rules 
of statutory construction to determine whether “Con-
gress has directly spoken to the precise question at is-
sue.”  467 U.S. at 842.  We start with the plain statu-
tory text and, “when deciding whether the language is 
plain, we must read the words ‘in their context and 
with a view to their place in the overall statutory 
scheme.’ ”  King v. Burwell, 135 S. Ct. 2480, 2489 
(2015) (quoting FDA v. Brown & Williamson Tobacco 
Corp., 529 U.S. 120, 133 (2000)). 

In addition, we examine the legislative history, the 
statutory structure, and “other traditional aids of 
statutory interpretation” in order to ascertain con-
gressional intent.  Middlesex Cty. Sewerage Auth. v. 
Nat’l Sea Clammers Ass’n, 453 U.S. 1, 13 (1981).  If, 
after conducting that Chevron step one examination, 
we conclude that the statute is silent or ambiguous on 
the issue, we then defer to the agency’s interpretation 
so long as it “is based on a permissible construction of 
the statute.”  Chevron, 467 U.S. at 843.  A permissible 
construction is one that is not “arbitrary, capricious, 
or manifestly contrary to the statute.”  Id. at 844. 

Ultimately, questions of deference boil down to 
whether “it appears that Congress delegated author-
ity to the agency generally to make rules carrying the 
force of law, and that the agency interpretation claim-
ing deference was promulgated in the exercise of that 
authority.”  United States v. Mead Corp., 533 U.S. 218, 

                                            
1024 (9th Cir. 2017) (“[E]ven if a claim has expired under a state 
statute of limitations, a defendant can still waive this affirmative 
defense.”).  Therefore, we need not address it. 
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226-27 (2001).  “When Congress has ‘explicitly left a 
gap for an agency to fill, there is an express delegation 
of authority to the agency to elucidate a specific provi-
sion of the statute by regulation,’ and any ensuing reg-
ulation is binding in the courts unless procedurally 
defective, arbitrary or capricious in substance, or 
manifestly contrary to the statute.”  Id. at 227 (quot-
ing Chevron, 467 U.S. at 843-44). 

Here, the resolution of our step one Chevron exam-
ination is straightforward.  Section 482 does not speak 
directly to whether the Commissioner may require 
parties to a QCSA to share employee stock compensa-
tion costs in order to receive the tax benefits associ-
ated with entering into a QCSA.  Thus, there is no 
question that the statute remains ambiguous regard-
ing the method by which Treasury is to make alloca-
tions based on stock-based compensation. 

Altera argues that the statute, by its terms, cannot 
apply to stock-based compensation.  According to Al-
tera, stock-based compensation is not “transferred” 
between parties because only preexisting intangibles 
can be transferred.  Thus, for Altera, Treasury has ex-
ceeded the delegation of authority apparent from the 
plain text of the statute. 

We are not persuaded.  When parties enter into a 
QCSA, they are transferring future distribution rights 
to intangibles, albeit intangibles that have yet to be 
developed.  Indeed, the present-day transfer of those 
rights provides the main incentive for entering into a 
QCSA.  The right to distribute intangibles to be devel-
oped later is, itself, one right in the bundle of property 
rights that exists at the time that parties enter into a 
QCSA. 

Moreover, even assuming that the crucial transfer 
does not occur contemporaneously, § 482 applies “[i]n 
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the case of any transfer . . . of intangible property” 
that produces income.  (Emphasis added.)  That 
phrasing is as broad as possible, and it cannot reason-
ably be read to exclude the transfers of expected in-
tangible property.  See, e.g., United States v. Gonzales, 
520 U.S. 1, 5 (1997) (“Read naturally, the word ‘any’ 
has an expansive meaning . . . .”); see also Republic of 
Iraq v. Beaty, 556 U.S. 848, 856 (2009) (“Of course the 
word ‘any’ (in the phrase ‘any other provision of law’) 
has an ‘expansive meaning, giving us no warrant to 
limit the class of provisions of law [encompassed by 
the statutory provision].” (citation omitted)).  Addi-
tionally, the sentence necessarily is forward-looking 
because the production of taxable income always fol-
lows the transfer. 

In short, the text of the statute does not limit its 
application to preexisting intangibles in the way Al-
tera’s argument suggests.  Because parties to a QCSA 
transfer cost-shared intangibles – including stock-
based compensation – they are subject to regulation 
under 26 U.S.C. § 482. 

2 

Thus, we must move on to Chevron step two to con-
sider whether Treasury’s interpretation of § 482 as to 
allocation of employee stock option costs is permissi-
ble.  An agency’s interpretation of statutory authority 
is examined “in light of the statute’s text, structure 
and purpose.”  Miguel-Miguel v. Gonzales, 500 F.3d 
941, 949 (9th Cir. 2007).  The interpretation fails if it 
is “unmoored from the purposes and concerns” of the 
underlying statutory regime.  Judulang v. Holder, 565 
U.S. 42, 64 (2011).  Thus, Congress’s purpose in enact-
ing and amending § 482 in 1986 is key to resolution of 
this issue. 
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The congressional purpose in enacting § 482 was 
to establish tax parity.  First Sec. Bank of Utah, 405 
U.S. at 400.  In the 1986 amendments, Congress called 
for an approach to allocation of costs and income that 
would “reasonably reflect the actual economic activity 
undertaken by each [party to a QCSA],” H.R. Rep. No. 
99-841, at II-638 (1986) (Conf. Rep.).  Put another 
way, Congress’s objective in amending § 482 was to 
ensure that income follows economic activity.  Id. at 
II-637.  Although the 1986 amendment delegates to 
Treasury the choice of a specific methodology to 
achieve that end, it suggested:  “In the case of any 
transfer (or license) of intangible property . . . , the in-
come with respect to such transfer or license shall be 
commensurate with the income attributable to the in-
tangible.”  This standard is a purely internal one, that 
is, internal to the entity being taxed, and evidence 
supports Treasury’s belief that Congress intended it 
to be.  H.R. Rep. No. 99-426, at 423-35; H.R. Rep. No.  
99-841, at II-637 (Conf. Rep.).  In the QCSA context, 
Congress did not want to interfere with controlled 
cost-sharing arrangements, but only to the degree 
that the allocation of costs and income “reasonably re-
flect[s] the actual economic activity undertaken by 
each.”  H.R. Rep. No. 99-841, at II-638 (Conf. Rep.).  In 
light of this history, Treasury’s decision to adopt a 
methodology that followed actual economic activity 
was reasonable. 

So was Treasury’s determination that uncontrolled 
cost-sharing arrangements do not provide helpful 
guidance regarding allocations of employee stock com-
pensation.  When it amended § 482 in 1986, Congress 
bemoaned the difficulties associated with finding and 
using data involving high-profit intangibles.  See H.R. 
Rep. No. 99-426, at 425 (“There are extreme difficul-
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ties in determining whether the arm’s length trans-
fers between unrelated parties are comparable. . . .  
[I]t is appropriate to require that the payment made 
on a transfer of intangibles to a related foreign corpo-
ration be commensurate with the income attributable 
to the intangible.”); see also Compensatory Stock Op-
tions Under Section 482, 68 Fed. Reg. 51,171-02, 
51,173 (Aug. 26, 2003) (citing H.R. Rep. No. 99-426, at 
423-25) (“As recognized in the legislative history of the 
Tax Reform Act of 1986, there is little, if any, public 
data regarding transactions involving high-profit in-
tangibles.”).7  It follows that Congress granted Treas-
ury authority to develop methods that did not rely on 
analysis of these problematic comparable transac-
tions.  Indeed, Treasury echoed Congress’s rationale 
for amending § 482 in the first place when it published 

                                            
7 Although the 2017 amendment to § 482 has no bearing on our 
analysis, we note that Congress has not changed its mind: 

The transfer pricing rules of section 482 and the accompany-
ing Treasury regulations are intended to preserve the U.S. 
tax base by ensuring that taxpayers do not shift income 
properly attributable to the United States to a related foreign 
company through pricing that does not reflect an arm’s-
length result . . . .  The arm’s-length standard is difficult to 
administer in situations in which no unrelated party market 
prices exist for transactions between related parties . . . . 

 . . .  For income from intangible property, section 482 pro-
vides “in the case of any transfer (or license) of intangible 
property (within the meaning of section 936(h)(3)(B)), the in-
come with respect to such transfer or license shall be com-
mensurate with the income attributable to the intangible.”  
By requiring inclusion in income of amounts commensurate 
with the income attributable to the intangible, Congress was 
responding to concerns regarding the effectiveness of the 
arm’s-length standard with respect to intangible property – 
including, in particular, high-profit-potential intangibles. 

H. Rep. No. 115-466, at 574-75 (2017). 
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the final rule.  Id. at 51,173 (“The uncontrolled trans-
actions cited by commentators do not share enough 
characteristics of QCSAs involving the development of 
high-profit intangibles to establish that parties at 
arm’s length would not take stock options into account 
in the context of an arrangement similar to a QCSA.”). 

What is more, although Altera suggests there can 
be only one understanding of the methodology re-
quired by the arm’s length standard, historically the 
definition of the arm’s length standard has been a 
more fluid one.  Indeed, as we have discussed, for most 
of the twentieth century the arm’s length standard ex-
plicitly permitted the use of flexible methodology in 
order to achieve an arm’s length result.  See also H.R. 
Rep. No. 87-2508, at 18-19 (1962) (Conf. Rep.) (noting 
that, in 1962, Congress stated that Treasury should 
“provide additional guidelines and formulas” to 
achieve arm’s length results).  It is true that, more re-
cently, an understanding that the primary means of 
reaching an arm’s length result suggested the analy-
sis of comparable transactions.  But, in the lead-up to 
the 1986 amendments, Congress voiced numerous 
concerns regarding reliance on this methodology.  
Further, as we have discussed, courts for more than 
half a century have held that a comparable transac-
tion analysis was not the exclusive methodology to be 
employed under the statute.  In light of the historic 
versatility of methodology, it is reasonable that Treas-
ury would understand that Congress intended for it to 
depart from analysis of comparable transactions as 
the exclusive means of achieving an arm’s length re-
sult. 

In addition, Treasury reasonably concluded that 
doing away with analysis of comparable transactions 
was an efficient means of ensuring that § 482 would 
“operat[e] to assure adequate allocations to the U.S. 
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taxable entity of income attributable to intangibles in 
[QCSAs].”  H.R. Rep. No. 99-426, at 423.  Congress ex-
pressed numerous concerns that pre-1986 allocation 
methods permitted entities to undervalue their tax li-
ability by placing undue emphasis on “the concept of 
comparables” and basing allocations on industry 
norms, rather than on actual economic activity.  Id. at 
424-25.  Doing away with analysis of comparable 
transactions, and instead requiring an internal 
method of allocation, proves a reasonable method of 
alleviating these concerns. 

In sum, Treasury reasonably understood § 482 as 
an authorization to require internal allocation meth-
ods in the QCSA context, provided that the costs and 
income allocated are proportionate to the economic ac-
tivity of the related parties.  These internal allocation 
methods are reasonable methods for reaching the 
arm’s length results required by statute.  While inter-
preting the statute to do away with reliance on com-
parables may not have been “the only possible inter-
pretation” of Congress’s intent, it proves a reasonable 
one.  Entergy Corp. v. Riverkeeper, Inc., 556 U.S. 208, 
218 (2009).  Thus, Treasury’s interpretation is not “ar-
bitrary, capricious, or manifestly contrary to the stat-
ute,” and it is therefore permissible under Chevron. 
467 U.S. at 844. 

3 

Altera contends that the Commissioner misreads 
§ 482 and its history, arguing that the addition of the 
commensurate with income standard to § 482 did 
nothing to change the meaning and operation of the 
arm’s length standard, thus rendering Treasury’s in-
terpretation unreasonable.  Altera supports its argu-
ment with a canon of construction:  “Amendments by 
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implication, like repeals by implication, are not fa-
vored.”  United States v. Welden, 377 U.S. 95, 103 n.12 
(1964).  That canon does not apply here.  It operates 
to prevent courts from attributing unspoken motives 
to legislators, not to force courts to ignore legislative 
action and express legislative history.  In addition, 
cases invoking the maxim typically refer to a later-en-
acted, separate statute or provision amending a previ-
ous statute or provision; most cases do not involve 
changes to the same statute or provision.8  It is illogi-
cal to argue that amending a singular statute does not 
alter its meaning. 

Altera’s interpretation of the 1986 amendment 
would render the commensurate with income clause 
meaningless except in two circumstances:  (1) to allow 
the Commissioner periodically to adjust prices ini-
tially assigned following a comparability analysis; and 
(2) to reflect a party’s contribution of existing intangi-
ble property or “buy-in” to a cost-sharing arrange-
ment.  This narrow reading of § 482 is not supported 
by the text or history of the 1986 amendment. 

The Commissioner’s allocation of employee stock 
compensation costs between related parties is neces-
sary for Treasury to fulfill its obligation under § 482.  
Congress did not intend to interfere with qualified 
cost-sharing arrangements when those arrangements 
provided for the allocation of income consistent with 

                                            
8  See, e.g., Nat’l Ass’n of Home Builders v. Defs. of Wildlife, 551 
U.S. 644, 650-52, 664 n.8 (2007) (considering whether a later-en-
acted provision of the Endangered Species Act could amend a 
provision of the Clean Water Act); Blanchette v. Conn. Gen. Ins. 
Corps., 419 U.S. 102, 134 (1974) (considering whether the Rail 
Act amended a remedy provided by the Tucker Act); United 
States v. Dahl, 314 F.3d 976, 977-78 (9th Cir. 2002) (considering 
whether a provision codified as a separate note to an existing 
statute amended the statute). 
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the commensurate with income provision.  H.R. Rep. 
No. 99-841, at II-638 (Conf. Rep.). 

4 

Altera makes much of the United States’s treaty 
obligations with other countries, asserting that a 
purely internal standard is inconsistent with the 
standards agreed to therein and is therefore unrea-
sonable.  However, there is no evidence that our treaty 
obligations bind us to the analysis of comparable 
transactions.  As demonstrated by nearly a century of 
interpreting § 482 and its precursor, the arm’s length 
standard is not necessarily confined to one methodol-
ogy.  It reflects neither how related parties behave nor 
how they are taxed.  Moreover, our most recent trea-
ties incorporate not only the arm’s length standard, 
but also the 2003 regulations.  See, e.g., U.S. Dep’t of 
Treasury, Technical Explanation of the Convention 
Between the United States and Poland for the Avoid-
ance of Double Taxation 31 (2013) (“It is understood 
that the Code section 482 ‘commensurate with income’ 
standard for determining appropriate transfer prices 
for intangibles operates consistently with the arm’s-
length standard.  The implementation of this stand-
ard in the regulations under Code section 482 is in ac-
cordance with the general principles of paragraph 1 of 
Article 9 of the Convention . . . .”). 

B 

Though Treasury’s interpretation of its statutory 
grant of authority was reasonable, we also must ex-
amine whether the procedures used in its promulga-
tion prove defective under the APA.  Catskill Moun-
tains, 846 F.3d at 522 (“[I]f an interpretive rule was 
promulgated in a procedurally defective manner, it 
will be set aside regardless of whether its interpreta-
tion of the statute is reasonable.”).  After reviewing 
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the administrative record, we conclude that Treasury 
complied with the procedural requirements of the 
APA and, therefore, the regulations survive State 
Farm scrutiny. 

Section 706 of the APA directs courts to “decide all 
relevant questions of law, interpret constitutional and 
statutory provisions, and determine the meaning or 
applicability of the terms of an agency action.”  5 
U.S.C. § 706 (flush language).  Agencies may not act 
in ways that are “arbitrary, capricious, an abuse of 
discretion, or otherwise not in accordance with law.”  
Id. § 706(2)(A). 

The APA “sets forth the full extent of judicial au-
thority to review executive agency action for proce-
dural correctness.”  FCC v. Fox Television Stations, 
Inc., 556 U.S. 502, 513 (2009).  It “prescribes a three-
step procedure for so-called ‘notice-and-comment rule-
making.’ ”  Perez v. Mortg. Bankers Ass’n, 135 S. Ct. 
1199, 1203 (2015) (citing 5 U.S.C. § 553).  First, a 
“[g]eneral notice of proposed rule making” must ordi-
narily be published in the Federal Register.  5 U.S.C. 
§ 553(b).  Second, provided that “notice [is] required,” 
the agency must “give interested persons an oppor-
tunity to participate in the rule making through sub-
mission of written data, views, or arguments.”  
Id. § 553(c).  “An agency must consider and respond to 
significant comments received during the period for 
public comment.”  Perez, 135 S. Ct. at 1203.  Third, the 
agency must incorporate in the final rule “a concise 
general statement of [its] basis and purpose.”  5 U.S.C. 
§ 553(c). 

Altera does not dispute that Treasury satisfied the 
first step by giving notice of the 2003 regulations.  Id.  
Nor does there appear to be a controversy as to 
whether Treasury included in the final rule “a concise 
general statement of [its] basis and purpose.”  Id.; 
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5 U.S.C. § 553.  Rather, Altera argues that the regu-
lations fail on the second step, asserting that:  (1) 
Treasury improperly rejected comments submitted in 
opposition to the proposed rule, (2) Treasury’s current 
litigation position is inconsistent with statements 
made during the rulemaking process, (3) Treasury did 
not adequately support its position that employee 
stock compensation is a cost, and (4) a more searching 
review is required under Fox, because the agency al-
tered its position.  We address each in turn. 

1 

Under State Farm, the touchstone of “arbitrary 
and capricious” review under the APA is “reasoned de-
cisionmaking.”  State Farm, 463 U.S. at 52.  “[T]he 
agency must examine the relevant data and articulate 
a satisfactory explanation for its action including a 
‘rational connection between the facts found and the 
choice made.’ ”  Id. at 43 (quoting Burlington Truck 
Lines, Inc. v. United States, 371 U.S. 156, 168 (1962)).  
“[A]gency action is lawful only if it rests ‘on a consid-
eration of the relevant factors.’ ”  Michigan v. EPA, 
135 S. Ct. 2699, 2706 (2015) (quoting State Farm, 463 
U.S. at 43).  However, we may not set aside agency 
action simply because the rulemaking process could 
have been improved; rather, we must determine 
whether the agency’s “path may reasonably be dis-
cerned.”  State Farm, 463 U.S. at 43 (quoting Bowman 
Transp., Inc. v. Ark.-Best Freight Sys., Inc., 419 U.S. 
281, 286 (1974)). 

In considering and responding to comments, “the 
agency must examine the relevant data and articulate 
a satisfactory explanation for its action including a 
‘rational connection between the facts found and the 
choice made.’ ”  Id. (quoting Burlington Truck Lines, 
371 U.S. at 168).  “[A]n agency need only respond to 
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‘significant’ comments, i.e., those which raise relevant 
points and which, if adopted, would require a change 
in the agency’s proposed rule.”  Am. Mining Congress 
v. EPA, 965 F.2d 759, 771 (9th Cir. 1992) (quoting 
Home Box Office v. FCC, 567 F.2d 9, 35 & n.58 (D.C. 
Cir. 1977) (per curiam)).  If the comments ignored by 
the agency would not bear on the agency’s “considera-
tion of the relevant factors,” we may not reverse the 
agency’s decision.  Id. 

Treasury published its notice of proposed rulemak-
ing in 2002.  Compensatory Stock Options Under Sec-
tion 482 (Proposed), 67 Fed. Reg. 48,997-01.  In its no-
tice, Treasury made clear that it was relying on the 
commensurate with income provision.  Id. at 48,998. 
To support its position, Treasury drew from the legis-
lative history of the 1986 amendment, explaining that 
Congress intended a party to a QCSA to “bear its por-
tion of all research and development costs.”  Id. (quot-
ing H.R. Rep. No. 99-841, at II-638 (Conf. Rep.)).  It 
also informed interested parties of its intent to coordi-
nate the new regulations with the arm’s length stand-
ard, suggesting that it was attempting to synthesize 
the potentially disparate standards found within 
§ 482 itself.  Id. at 48,998, 49,000-01. 

Commenters responded by attacking the proposed 
regulations as inconsistent with the traditional arm’s 
length standard because the methodology did not in-
volve analysis of comparable transactions.  To support 
their position, they primarily discussed arm’s length 
agreements in which unrelated parties did not men-
tion employee stock options.  They explained that un-
related parties do not share stock compensation costs 
because it is difficult to value stock-based compensa-
tion, and there can be a great deal of expense and risk 
involved. 
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In the preamble to the final rule, Treasury dis-
missed the comments (and, relatedly, the behavior of 
controlled taxpayers): 

Treasury and the IRS continue to believe that re-
quiring stock-based compensation to be taken into 
account for purposes of QCSAs is consistent with 
the legislative intent underlying section 482 and 
with the arm’s length standard (and therefore with 
the obligations of the United States under its in-
come tax treaties . . .).  The legislative history of 
the Tax Reform Act of 1986 expressed Congress’s 
intent to respect cost sharing arrangements as con-
sistent with the commensurate with income stand-
ard, and therefore consistent with the arm’s length 
standard, if and to the extent that the participants’ 
shares of income “reasonably reflect the actual eco-
nomic activity undertaken by each.”  See H.R. 
Conf. Rep. No. 99-481, at II-638 (1986). . . .  [I]n or-
der for a QCSA to reach an arm’s length result con-
sistent with legislative intent, the QCSA must re-
flect all relevant costs, including such critical ele-
ments of cost as the cost of compensating employ-
ees for providing services related to the 
development of the intangibles pursuant to the 
QCSA.  Treasury and the IRS do not believe that 
there is any basis for distinguishing between 
stock-based compensation and other forms of com-
pensation in this context. 

Treasury and the IRS do not agree with the com-
ments that assert that taking stock-based compen-
sation into account in the QCSA context would be 
inconsistent with the arm’s length standard in the 
absence of evidence that parties at arm’s length 
take stock-based compensation into account in 
similar circumstances. . . .  The uncontrolled 
transactions cited by commentators do not share 
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enough characteristics of QCSAs involving the de-
velopment of high-profit intangibles to establish 
that parties at arm’s length would not take stock 
options into account in the context of an arrange-
ment similar to a QCSA. 

Compensatory Stock Options under Section 482 (Pre-
amble to Final Rule), 68 Fed. Reg. 51,171-02, 51,172-
73 (Aug. 26, 2003). 

Treasury added: 

Treasury and the IRS believe that if a significant 
element of [the costs shared by unrelated parties] 
consists of stock-based compensation, the party 
committing employees to the arrangement gener-
ally would not agree to do so on terms that ignore 
the stock-based compensation. 

Id. at 51,173. 

By submitting the cited transactions between un-
related parties, the commentators apparently as-
sumed that Treasury would employ analysis of com-
parable transactions.  This assumption, however, 
overlooks Treasury’s decision to do away with analy-
sis of comparable transactions in the first place – a 
decision that was made clear enough by citations to 
legislative history in the notice of proposed rulemak-
ing and in the preamble to the final rule.  As discussed 
in our Chevron analysis, Treasury’s conclusion that it 
could require parties to a QCSA to share all costs was 
a reasonable one.  Thus, “significant” comments that 
required a response would have spoken to why this in-
terpretation was not, in fact, reasonable, so that 
adopting the comments would require Treasury to 
change the regulation.  Am. Mining Congress, 965 
F.2d at 771.  As an example, Treasury would have 
been required to respond to comments demonstrating 
that doing away with analysis of comparables did not, 
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in fact, serve the purposes of parity set out in the stat-
ute. 

Indeed, the cited transactions actually reinforced 
the original justification for adopting a purely internal 
methodology – the lack of transactions comparable to 
those occurring between parties to a QCSA.  Specifi-
cally, as Treasury remarked, the submitted transac-
tions did not “share enough characteristics of QCSAs 
involving the development of high-profit intangibles” 
to provide grounds for accurate comparison.  Because 
of this lack of similar transactions, Treasury justifi-
ably chose to employ methodology that did not depend 
on non-existent comparables to satisfy the commensu-
rate with income test and achieve tax parity.  In this 
way, the comments reinforced Treasury’s premise for 
adopting the purely internal methodology, but were 
irrelevant to the underlying choice of methodology.  
Treasury did not err in refusing to examine them more 
rigorously. 

In sum, we cannot find a failure in Treasury’s re-
fusal to consider comments that proved irrelevant to 
its decisionmaking process.  Here, Treasury gave suf-
ficient notice of what it intended to do and why, and 
the submitted comments were irrelevant to the issues 
Treasury was considering.  Because the comments 
had no bearing on “relevant factors” to the rulemak-
ing, nor any bearing on the final rule, there was no 
APA violation.  Am. Mining Congress, 965 F.2d at 771. 

2 

Treasury’s current litigation position is not incon-
sistent with the statements it made to support the 
2003 regulations at the time of the rulemaking.  Al-
tera argues that its position is justified by SEC v. 
Chenery Corp., 332 U.S. 194 (1947). “[A] reviewing 
court . . . must judge the propriety of [agency] action 
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solely by the grounds invoked by the agency.”  Id. at 
196.  “If those grounds are inadequate or improper, 
the court is powerless to affirm the administrative ac-
tion by substituting what it considers to be a more ad-
equate or proper basis.”  Id. 

Altera argues that the Commissioner cannot now 
claim that “Treasury reasonably determined that it 
was statutorily authorized to dispense with compara-
bility analysis” because “[n]owhere in the regulatory 
history did the Secretary suggest that he ‘was statu-
torily authorized to dispense with comparability anal-
ysis.’ ”  But these arguments misunderstand the rule-
making requirements imposed by Chenery.  Chenery 
does not require us to adopt Altera’s position as to how 
the arm’s length standard operates.  Instead, we must 
“defer to an interpretation which was a necessary pre-
supposition of [the agency’s] decision,” if reasonable, 
even when alternative interpretations are available.  
Nat’l R.R. Passenger Corp. v. Boston & Maine Corp., 
503 U.S. 407, 419-20 (1992). 

Treasury reasonably interpreted congressional in-
tent in the 1986 amendments as permitting it to dis-
pense with a comparable transaction analysis in the 
absence of actual comparable transactions.  Its inter-
pretation was all the more reasonable given, as we 
have discussed, that the arm’s length standard has 
historically been understood as more fluid than Altera 
suggests.  Because Chenery does not require agencies 
to provide “exhaustive, contemporaneous legal argu-
ments to preemptively defend its action,” its refer-
ences to the 1986 amendments provide an adequate 
ground for its determination.  Nat’l Elec. Mfrs. Ass’n 
v. U.S. Dep’t of Energy, 654 F.3d 496, 515 (4th Cir. 
2011). 

Altera contends further that the Commissioner’s 
position is incompatible with Treasury’s statements 
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during the rulemaking process, when the Secretary 
claimed that the cost-sharing regulations were con-
sistent with the arm’s length standard (as well as the 
commensurate with income standard).  This argu-
ment misinterprets Treasury’s position.  Treasury as-
serted then, and still asserts in this litigation, that us-
ing an internal method of reallocation is consistent 
with the arm’s length standard because it attempts to 
bring parity to the tax treatment of controlled and un-
controlled taxpayers, as does comparison of compara-
ble transactions when they exist.  Treasury’s position 
was also consistent with its White Paper,9 and Treas-
ury’s interpretation in the 1994 regulation of the 
arm’s length standard as result-oriented, rather than 
method-oriented, with the goal of achieving tax parity.  
26 C.F.R. § 1.482-1(b)(1) (1994). 

Altera’s argument is founded on its belief that an 
arm’s length analysis always must be method-ori-
ented, and rooted in actual transactional analysis.  
But the question before us is not which view is supe-
rior; it is whether Treasury’s position in 2003 was in-
compatible with its prior position in promulgating the 
1994 and 1995 regulations.  As we have discussed, it 
was clear in 1994 and 1995 that, in implementing the 
commensurate with income amendment, Treasury 
was moving away from a purely method-based, com-
parable-transaction view of the arm’s length standard 
in attempting to achieve tax parity.  Treasury’s cita-
tion to the amendment, and its legislative history, 

                                            
9 Altera argues that a passage in the White Paper, in which 
Treasury wrote that “intangible income must be allocated on the 
basis of comparable transactions if comparables exist,” demon-
strates inconsistency.  However, that statement is entirely con-
sistent with Treasury’s view that a different methodology must 
be applied when comparable transactions do not exist. 
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demonstrates that its position was not inconsistent, 
and there is no basis under Chenery to invalidate it. 

3 

Altera also argues that Treasury did not ade-
quately support its position that employee stock com-
pensation is a cost, asserting that Treasury wrong-
fully ignored evidence that companies do not factor 
stock-based compensation into their pricing decisions.  
As an accounting matter in the past, this issue may 
have been disputed.  Indeed, at one point, “[t]he de-
bate on accounting for stock-based compensation . . . 
became so divisive that it threatened the [Financial 
Accounting Standards] Board’s future working rela-
tionship with some of its constituents.”  Financial Ac-
counting Standards Board, Financial Accounting 
Foundation, Accounting for Stock-Based Compensa-
tion:  Statement of Financial Accounting Standards 
No. 123, at 25 (1995).  However, as we will discuss, it 
is uncontroversial today.  Since 1995, the Financial 
Accounting Standards Board has supported treating 
stock options as costs.  Id. 

Treasury’s rulemaking process was sufficient.  
Treasury articulated why treating stock-based com-
pensation as a cost led to arm’s length results.  It first 
noted that stock-based compensation is a “critical ele-
ment” of R&D costs for parties to a QCSA and noted 
that such compensation is “clearly related to the in-
tangible development area.”  Compensatory Stock Op-
tions Under Section 482 (Preamble to Final Rule), 68 
Fed. Reg. at 51,173.  Logic supports these conclusions. 
Parties dealing at arm’s length, as Treasury ex-
plained, would not “ignore” stock-based compensation 
if such compensation were a “significant element” of 
the compensation costs one party incurs and another 
party agrees to reimburse when developing high-
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profit intangibles.  Id.  Rather, “through bargaining,” 
each party would ensure that the cost-sharing agree-
ment is in its best interest, meaning that the parties 
will consider the internal costs of stock compensation 
without requiring the other party to recognize those 
costs.  Id. 

Though commentators presented evidence of some 
transactions in which stock-based compensation was 
not a cost, this evidence provided little guidance be-
cause it did not concern parties to a QCSA developing 
high-profit intangibles.  This out-of-context data did 
not require a different decision.  In the absence of ap-
plicable evidence, Treasury’s analysis provides a logi-
cal explanation of how treating stock-based compen-
sation as a cost leads to arm’s length results. 

In addition, as we have noted, generally accepted 
accounting principles supported Treasury’s conclu-
sion, and Treasury cited generally to “tax and other 
accounting principles” for its determination that there 
is a “cost associated with stock-based compensation.”  
Compensatory Stock Options Under Section 482 (Pro-
posed), 67 Fed. Reg. at 48,999.  One such principle is 
that a distinction exists between the economic costs of 
stock compensation – which are debatable – versus 
the accounting costs – which are not.  Because entities 
account for the cost of providing employee stock op-
tions, it is reasonable for Treasury to allocate that 
cost.  In light of these fundamental understandings, 
Treasury’s reference to “tax and other accounting 
principles” provides a solid foundation for the Com-
missioner’s interpretation.10 

                                            
10 See, e.g., Andrew Barry, How Much Do Silicon Valley Firms 
Really Earn?, Barron’s (June 27, 2015), http://www.bar-
rons.com/articles/how-much-do-silicon-valley-firms-really-earn-
1435372718)) (noting that numerous companies, including 
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Most notably, the Tax Code classifies stock-based 
compensation as a trade or business “expense.” 
26 U.S.C. § 162(a).  And the challenged regulation 
cites the provision providing that this expense is a de-
ductible expense.  26 C.F.R. § 1.482-7A(d)(2)(iii)(A) 
(“[T]he operating expense attributable to stock-based 
compensation is equal to the amount allowable . . . as 
a deduction for Federal income tax purposes . . . (for 
example, under [26 U.S.C. § 83(h)]).”).  The reference 
to the Tax Code’s classifications in the regulation it-
self serves as yet another articulation of Treasury’s 
reasoning, the reasonableness of which is made clear 
by the Tax Code’s treatment of stock-based compensa-
tion as a cost. 

Though it could have been more specific, Treasury 
“articulated a rational connection” between its deci-
sion and these industry standards.  County of Amador 
v. U.S. Dep’t of Interior, 872 F.3d 1012, 1027 (9th Cir. 
2017) (internal quotation marks omitted), cert. denied, 
139 S. Ct. 64 (2018).  Presuming that Treasury was 
authorized to dispense with a comparability analysis, 
making the economic behavior of uncontrolled taxpay-
ers irrelevant, Altera does not offer any compelling ar-
gument against the reasonableness of Treasury’s de-
termination. 

4 

Finally, in addition to its general State Farm argu-
ment, Altera asks for a more searching review under 
Fox.  Altera claims that the cost-sharing amendments 
present a major shift in administrative policy such 
that Treasury could not issue the regulations without 
carefully considering and broadcasting its decision.  

                                            
Google and Qualcomm, reported stock compensation “total[ling] 
five percent or more of revenue in recent years”). 
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Altera argues that “[t]he assertion that the commen-
surate with income clause supplants the arm’s-length 
standard with a ‘purely internal’ analysis is a sharp – 
but unacknowledged – reversal from Treasury’s long-
standing prior policy.” 

“Agencies are free to change their existing policies 
as long as they provide a reasoned explanation for the 
change.”  Encino Motorcars, LLC v. Navarro, 136 S. 
Ct. 2117, 2125 (2016).  Indeed, “[w]hen an agency 
changes its existing position, it ‘need not always pro-
vide a more detailed justification than what would 
suffice for a new policy created on a blank slate.’ ”  Id. 
at 2125-26 (quoting Fox, 556 U.S. at 515).  However, 
an agency may not “depart from a prior policy sub si-
lentio or simply disregard rules that are still on the 
books.”  Fox, 556 U.S. at 515. 

[A] policy change complies with the APA if the 
agency 

(1) displays “awareness that it is changing posi-
tion,” 

(2) shows that “the new policy is permissible under 
the statute,” 

(3) “believes” the new policy is better, and 

(4) provides “good reasons” for the new policy, 
which, if the “new policy rests upon factual find-
ings that contradict those which underlay its prior 
policy,” must include “a reasoned explanation . . . 
for disregarding facts and circumstances that un-
derlay or were engendered by the prior policy.” 

Organized Vill. of Kake v. U.S. Dep’t of Agric., 795 
F.3d 956, 966 (9th Cir. 2015) (en banc) (format al-
tered) (quoting Fox, 556 U.S. at 515-16). 
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At its core, this argument is not meaningfully dif-
ferent from Altera’s general APA argument.  If the 
arm’s length standard allows the Commissioner to al-
locate costs between related parties without a compa-
rability analysis, there is no policy change, merely a 
clarification of the same policy.  Further, as we have 
discussed, the policy change was occasioned by the 
congressional addition of the “commensurate with in-
come” sentence in the Tax Reform Act of 1984 and the 
1994 and 1995 implementing regulations.  Those 
changes occurred well before 2003.  The 2003 regula-
tions clarified, rather than altered, prior policy.  And 
the enactment of a statutory amendment obviously 
makes a concomitant regulatory amendment appro-
priate. 

5 

Thus, the 2003 regulations are not arbitrary and 
capricious under the standard of review imposed by 
the APA.  Treasury’s regulatory path may be reason-
ably discerned.  Treasury understood § 482 to author-
ize it to employ a purely internal, commensurate with 
income approach in dealing with related companies.  
It provided adequate notice of its intent and ade-
quately considered the objections.  Its conclusion that 
stock based compensation should be treated as a cost 
was adequately supported in the record, and its posi-
tion did not represent a policy change under Fox. 

C 

Altera also argues that the outcome of this case is 
controlled by our court’s decision in Xilinx.  We disa-
gree.  Although the Xilinx panel could have reached a 
holding that would foreclose the Commissioner’s cur-
rent position, it did not. 

In Xilinx, we considered the 1994 and 1995 cost-
sharing regulations.  The case involved a matter of 
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regulatory interpretation, not executive authority. 
Xilinx, Inc., another maker of programmable logic de-
vices, challenged the Commissioner’s allocation of em-
ployee stock options between Xilinx and its Irish sub-
sidiary.  598 F.3d at 1192.  As framed by the panel, 
the issue was whether § 1.482-1 (1994) – which sets 
forth the arm’s length standard – could be reconciled 
with § 1.482-7(d)(1) (1995) – under which parties to a 
QCSA were required to share “all . . . costs” incurred 
in developing intangibles.  Id. at 1195. 

Xilinx does not govern here.  First, the parties in 
Xilinx were not debating administrative authority, 
and we did not consider the “commensurate with in-
come” standard, which Congress itself did not see as 
inconsistent with the arm’s length standard.  Second, 
and more significantly, the Xilinx panel was faced 
with a conflict between two rules.  If the rules were 
conceptually distinguishable, they were also in direct 
conflict.  The arm’s length rule, § 1.482-1(b)(1) (1994), 
listed specific methods for calculating an arm’s length 
result.  The all-costs provision was not one of those 
methods, as the first Xilinx majority noted. 567 F.3d 
at 491.  Treasury issued the coordinating amendment 
in 2003, after the tax years at issue in Xilinx, and the 
arm’s length regulation now expressly references the 
cost-sharing provision that Altera challenges.  The 
Xilinx panel did not address the “open question” of 
whether the 2003 regulations remedied the error 
identified in that decision.  598 F.3d at 1198 n.4 
(Fisher, J., concurring).  Today, there is no conflict in 
the regulations, and Altera does not challenge the reg-
ulations on the ground that a conflict exists. 

Xilinx did not involve the question of statutory in-
terpretation, the Commissioner’s authority, or the 
regulation at issue in this appeal:  26 C.F.R. 
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§ 1.482-7A(d)(2).  Accordingly, it does not assist Al-
tera. 

IV 

The 1986 amendment focused specifically on in-
tangibles, and it gave Treasury the ability to respond 
to rapid changes in the high tech industry.  “The broad 
language of [§ 482] reflects an intentional effort to 
confer the flexibility necessary to forestall . . . obsoles-
cence.”  Massachusetts v. EPA, 549 U.S. 497, 532 
(2007).  In the modern economy, employee stock op-
tions are integral to R&D arrangements.  In fact, in 
Altera’s 2015 annual report, its stock-based compen-
sation cost equaled nearly five percent of total reve-
nue.  Altera Corp., Annual Report for the Fiscal Year 
Ended Dec. 31, 2014 (Form 10-K).  Simply speaking, 
the rise in employee stock compensation is an eco-
nomic development that Treasury cannot ignore with-
out rejecting its obligations under § 482. 

In sum, we disagree with the Tax Court that the 
2003 regulations are arbitrary and capricious under 
the standard of review imposed by the APA.  While 
the rulemaking process was less than ideal, the APA 
does not require perfection.  We are able to reasonably 
discern Treasury’s path – Treasury understood § 482 
to authorize it to employ a purely internal, commen-
surate with income approach where comparable 
transactions are not comparable. 

In light of the statute’s plain text and the legisla-
tive history, Treasury also reasonably concluded that 
Congress intended to hone the definition of the arm’s 
length standard so that it could work to achieve an 
arm’s length result, instead of forcing application of a 
particular comparability method.  Given the long his-
tory of the application of other methods, and the text 
and legislative history of the Tax Reform Act of 1984, 
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Treasury’s understanding of its power to use method-
ologies other than a pure transactional comparability 
analysis was reasonable, and we defer to its interpre-
tation under Chevron.  The Commissioner did not ex-
ceed the authority delegated to him by Congress in is-
suing the regulations. 

REVERSED. 
 

O’MALLEY, Circuit Judge, dissenting: 

“[T]he foundational principle of administrative law 
[is] that a court may uphold agency action only on the 
grounds that the agency invoked when it took the ac-
tion.”  Michigan v. EPA, 135 S. Ct. 2699, 2710 (2015) 
(citing SEC v. Chenery Corp. (“Chenery I ”), 318 U.S. 
80, 87 (1943)).  Prior to promulgating Treas. 
Reg.  § 1.482-7A(d)(2), whose validity we consider 
here, Treasury repeatedly recognized that 26 U.S.C. 
§ 482 requires application of an arm’s length standard 
when determining the true taxable income of a con-
trolled taxpayer – i.e., it requires Treasury to assess 
what a taxpayer dealing with an uncontrolled tax-
payer would do in the same circumstances.  And, 
Treasury just as consistently asserted that a compa-
rability analysis is the only way to determine the 
arm’s length standard; indeed, Treasury made clear 
that a comparability analysis is the cornerstone of the 
arm’s length standard.  Despite these consistent prac-
tices and declarations, in its preamble to § 1.482-
7A(d)(2), Treasury stated, for the first time and with 
no explanation, that it may, instead, employ the “com-
mensurate with income” standard to reach the re-
quired arm’s length result. 
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Today, the majority justifies Treasury’s about-face 
in three steps:  (1) it finds that, by citing to the legis-
lative history surrounding the enactment of the Tax 
Reform Act of 1986 in the preamble to § 1.482-
7A(d)(2), Treasury implicitly communicated its under-
standing that Congress “permitt[ed] it to dispense 
with a comparable transaction analysis,” Op. 40-41; 
(2) it finds that, by including that same cryptic cita-
tion to legislative history in its proposed notice of rule-
making, Treasury made it “clear enough” to interested 
parties that Treasury was changing its longstanding 
practice of applying a comparability analysis, Op. 38-
39; and (3) it justifies Treasury’s resort to the com-
mensurate with income standard by invoking the sec-
ond sentence of § 482 to conclude that Treasury may 
jettison the arm’s length standard altogether – a jus-
tification Treasury never provided and one which does 
not withstand careful scrutiny. 

The majority, thus, “suppl[ies] a reasoned basis for 
the agency’s action that the agency itself has not 
given,” Motor Vehicle Mfrs. Ass’n of U.S., Inc. v. State 
Farm Mut. Auto. Ins. Co., 463 U.S. 29, 43 (1983) (cit-
ing SEC v. Chenery Corp. (“Chenery II ”), 332 U.S. 194, 
196 (1947)), encourages “executive agencies’ penchant 
for changing their views about the law’s meaning al-
most as often as they change administrations,” BNSF 
Ry. Co. v. Loos, 586 U.S. ___, No. 17-1042, slip op. at 
9 (2019) (Gorsuch, J., dissenting), and endorses a 
practice of requiring interested parties to engage in a 
scavenger hunt to understand an agency’s rulemaking 
proposals.  That practice is inconsistent with another 
fundamental Administrative Procedure Act (“APA”) 
principle:  that a notice of proposed rulemaking 
“should be sufficiently descriptive of the ‘subjects and 
issues involved’ so that interested parties may offer 
informed criticism and comments.”  Am. Mining Cong. 
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v. U.S. EPA, 965 F.2d 759, 770 (9th Cir. 1992) (quot-
ing Ethyl Corp. v. EPA, 541 F.2d 1, 48 (D.C. Cir. 1976) 
(en banc)).  In so doing, the majority stretches “highly 
deferential” review, Providence Yakima Med. Ctr. v. 
Sebelius, 611 F.3d 1181, 1190 (9th Cir. 2010) (quoting 
J & G Sales Ltd. v. Truscott, 473 F.3d 1043, 1051 (9th 
Cir. 2007)), beyond its breaking point. 

I would instead find, as the Tax Court did, that 
Treasury’s explanation of its rule (to the extent any 
was provided) failed to satisfy the State Farm stand-
ard, that Treasury did not provide adequate notice of 
its intent to change its longstanding practice of em-
ploying the arm’s length standard and using a compa-
rability analysis to get there, and that its new rule is 
invalid as arbitrary and capricious.  I would also hold 
that this court’s previous decision in Xilinx, Inc. v. 
Commissioner of Internal Revenue (“Xilinx II ”), 598 
F.3d 1191 (9th Cir. 2010), controls and mandates an 
order affirming the Tax Court’s decision.  I therefore 
would affirm the judgment of the Tax Court that ex-
penses related to stock-based compensation are not 
among the costs to be shared in qualified cost sharing 
arrangements (“QCSAs”) under Treas. Reg. § 1.482-
7(d)(1) (as amended in 2013).  See Altera Corp. v. 
Comm’r, 145 T.C. 91, 92 (2015).  For these reasons, I 
respectfully dissent. 

I. Background 

A. The Arm’s Length Standard 

1. Before 1986 

“The purpose of section 482 is to place a controlled 
taxpayer on a tax parity with an uncontrolled tax-
payer, by determining according to the standard of an 
uncontrolled taxpayer, the true taxable income from 
the property and business of a controlled taxpayer.”  
Comm’r v. First Sec. Bank of Utah, 405 U.S. 394, 400 
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(1972) (quoting Treas. Reg. § 1.482-1(b)(1) (1971)).  
The “touchstone” of this tax parity inquiry is the arm’s 
length standard. Xilinx II, 598 F.3d at 1198 n.1 
(Fisher, J., concurring).  Indeed, the first sentence of 
§ 482 states that, “[i]n any case of two or more organ-
izations, trades, or businesses . . . owned or controlled 
directly or indirectly by the same interests, the Secre-
tary may . . . allocate gross income . . . if he deter-
mines that such . . . allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the in-
come of any of such organizations, trades, or busi-
nesses.”  This sentence has always been viewed as re-
quiring an arm’s length standard.  See First Sec. Bank 
of Utah, 405 U.S. at 400; Barclays Bank PLC v. Fran-
chise Tax Bd. of Cal., 512 U.S. 298, 305 (1994). 

Since the 1930s, Treasury regulations consistently 
have explained that, “[i]n determining the true taxa-
ble income of a controlled taxpayer, the standard to be 
applied in every case is that of a taxpayer dealing at 
arm’s length with an uncontrolled taxpayer.”  Treas. 
Reg. § 1.482-1(b)(1) (2003) (emphasis added).  That is, 
income and deductions are to be allocated among re-
lated companies in the same way that unrelated com-
panies negotiating at arm’s length would allocate in-
come and deductions.  As far back as 1968, Treasury’s 
regulations also required that, “[i]n order for the shar-
ing of costs and risks to be considered on an arm’s 
length basis, the terms and conditions must be compa-
rable to those which would have been adopted by un-
related parties similarly situated had they entered 
into such an arrangement.”  Allocation of Income and 
Deductions Among Taxpayers, 33 Fed. Reg. 5848, 
5854 (April 16, 1968) (emphasis added).  That same 
regulation provided that Treasury may not allocate 
income with respect to QCSAs involving the develop-
ment of intangible property unless doing so would be 



51a 

consistent with the arm’s length standard.  Id. 
(providing that, in “a bona fide cost sharing arrange-
ment with respect to the development of intangible 
property, the district director shall not make alloca-
tions with respect to such acquisition except as may 
be appropriate to reflect each participant’s arm’s 
length share of the costs and risks of developing the 
property.”).  Therefore, at the time Congress enacted 
the 1986 amendment, Treasury’s own regulations ex-
plicitly required a determination of what an arm’s 
length result would show and required a comparabil-
ity analysis to reach that result where comparable 
transactions exist. 

The majority attempts to water down the text of 
Treasury’s own regulations at the time.  It contends 
that, “[a]lthough the Secretary adopted the arm’s 
length standard, courts did not hold related parties to 
the standard by exclusively requiring the examination 
of comparable transactions.”  Op. 9.  To support its po-
sition, the majority cites this court’s decision in Frank 
v. Int’l Canadian Corp., 308 F.2d 520, 528-29 (9th Cir. 
1962), which disagreed that “ ‘arm’s length bargain-
ing’ is the sole criterion for applying the statutory lan-
guage of [§ 482] in determining what the ‘true net in-
come’ is of each ‘controlled taxpayer.’ ”  But, in Oil 
Base, Inc. v. Commissioner of Internal Revenue, 362 
F.2d 212, 214 n.5 (9th Cir. 1966), this court clarified 
that the holding in Frank was an outlier, limited only 
to the peculiar facts of that case.  Frank’s departure 
from the arm’s length analysis, the court held, was 
justified, in part, because “there was no evidence that 
arm’s-length bargaining upon the specific commodi-
ties sold had produced a higher return” and because 
“the complexity of the circumstances surrounding the 
services rendered by the subsidiary” made it “difficult 
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for the court to hypothesize an arm’s-length transac-
tion.”  Id.  Significantly, the parties in Frank had stip-
ulated to applying a standard other than the arm’s 
length standard.  Id. 

There really can be no doubt that, prior to the 1986 
amendment, this Circuit believed that an arm’s length 
standard based on comparable transactions was the 
sole basis for allocating costs and income under the 
statute in all but the narrow circumstances outlined 
in Frank – including the presence of the stipulation 
therein.  The majority’s attempt to breathe life back 
into Frank is, simply, unpersuasive. 

2. The 1986 Amendment 

The 1986 amendment passed against the backdrop 
of Treasury’s own longstanding practices did not 
change the obligation to employ an arm’s length 
standard.  Indeed, Congress left the first sentence of 
§ 482 – the sentence that undisputedly incorporates 
the arm’s length standard – intact.  It merely added a 
second sentence providing that, “[i]n the case of any 
transfer (or license) of intangible property . . . , the in-
come with respect to such transfer or license shall be 
commensurate with the income attributable to the in-
tangible.”  Tax Reform Act of 1986, Pub. L. No. 99-514, 
§ 1231(e)(1), 100 Stat. 2085, 2562 (1986) (codified as 
amended at 26 U.S.C. § 482).  The plain text of the 
statute limits the application of the commensurate 
with income standard to only transfers or licenses of 
intangible property. 

This is consistent with the underlying purpose of 
the 1986 amendment.  Congress explained in the com-
mittee report that it was introducing the commensu-
rate with income standard to address a “recurrent 
problem” with transfers of highly valuable intangible 
property:  “the absence of comparable arm’s length 
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transactions between unrelated parties, and the in-
consistent results of attempting to impose an arm’s 
length concept in the absence of comparables.”  H.R. 
Rep. No. 99-426, at 423-24 (1985).  Congress noted 
that “[i]ndustry norms for transfers to unrelated par-
ties of less profitable intangibles frequently are not re-
alistic comparables in these cases,” and that “[t]here 
are extreme difficulties in determining whether the 
arm’s length transfers between unrelated parties are 
comparable.”  Id. at 424-25.  To address this specific 
gap, Congress found it “appropriate to require that the 
payment made on a transfer of intangibles to a related 
foreign corporation . . . be commensurate with the in-
come attributable to the intangible.”  Id. at 425.  Con-
gress did not make any other findings regarding the 
use of the commensurate with income standard for 
any transactions other than transfers or licenses of in-
tangible property.  Thus, the statute – read in light of 
this legislative history – did not grant Treasury the 
flexibility to depart from a comparability analysis 
whenever it sees fit; rather, it permitted a departure 
in the limited context of “any transfer (or license) of 
intangible property” because it had found that compa-
rable transactions in such cases are frequently unre-
alistic. 

Treasury reiterated the limited circumstances in 
which the commensurate with income standard ap-
plies in its 1988 “White Paper.”  It stated there that, 
even in the context of transfers or licenses of intangi-
ble property, the “intangible income must be allocated 
on the basis of comparable transactions if compara-
bles exist.”  A Study of Intercompany Pricing under 
Section 482 of the Code (“White Paper”), I.R.S. Notice 
88-123, 1988-1 C.B. 458, 474; see also id. at 473 (not-
ing that, where “there is a true comparable for” the 
licensing of a “high profit potential intangible,” the 
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royalty rate for the license “must be set on the basis of 
the comparable because that remains the best meas-
ure of how third parties would allocate intangible in-
come”).  Only “in situations in which comparables do 
not exist” for transfers of intangible property would 
the commensurate with income standard apply.  Id. at 
474.  Indeed, the United States continued to insist in 
tax treaties, and in documents that Treasury issued 
to explain these treaties, that § 482 mandated the 
arm’s length principle, in all but this narrow category 
of intangible transfers.  See Xilinx II, 598 F.3d at 
1196-97 (citing tax treaty explanations); see also id. at 
1198 n.1 (Fisher, J., concurring) (noting that “the 1997 
United States-Ireland Tax Treaty, . . . and others like 
it, reinforce the arm’s length standard as Congress’ in-
tended touchstone for § 482”).1  

B. Treatment of Stock-Based Compensation 

In the early 1990s, related companies began to 
compensate certain employees who performed re-
search and development activities pursuant to QCSAs 
by granting stock options and other stock-based com-
pensation.  See id. at 1192-93.  This manner of com-
pensation allowed companies to avoid the income re-
allocation mechanisms available under § 482 by in-
cluding only the employees’ cash compensation in the 
cost pool under the agreement, but not their stock-
based compensation. 

                                            
1  As the majority observes, more recent tax treaty explanations 
have also cited the alternative commensurate with income stand-
ard.  Op. 32-33 (citing Technical Explanation of the US-Poland 
Tax Treaty, at 31 (Feb. 13, 2013)).  Even these explanations, how-
ever, emphasize the primacy of the arm’s length standard, and 
they assure the reader that the commensurate with income 
standard “operates consistently with the arm’s-length standard.”  
Technical Explanation of the US-Poland Tax Treaty, at 30-31 
(Feb. 13, 2013). 
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To address this loophole, Treasury promulgated 
new regulations governing the tax treatment of con-
trolled transactions in 1994 and 1995.  These regula-
tions affirmed that “the standard to be applied in 
every case” was the arm’s length standard and that 
“an arm’s length result generally will be determined 
by reference to the results of comparable transactions” 
because “identical transactions can rarely be located.”  
Treas. Reg. § 1.482-1(b)(1) (as amended in 1994).  
They also provided that intangible development costs 
included “all of the costs incurred by . . . [an uncon-
trolled] participant related to the intangible develop-
ment area.”  Treas. Reg. § 1.482-7(d)(1) (as amended 
in 1995).  The IRS interpreted this latter “all costs” 
provision to include stock-based compensation, so that 
related companies in cost-sharing agreements would 
have to share costs of providing such compensation.  
Xilinx II, 598 F.3d at 1193-94. 

When Xilinx, Inc. (“Xilinx”) challenged the IRS’s 
interpretation, the Tax Court decided that the 
agency’s interpretation was inconsistent with Treas. 
Reg. § 1.482-1 because the IRS had not adduced evi-
dence sufficient to show that unrelated parties trans-
acting at arm’s length would, in fact, share expenses 
related to stock-based compensation.  Xilinx v. Com-
missioner (“Xilinx I ”), 125 T.C. 37, 53 (2005).  The 
Commissioner did not appeal this underlying factual 
finding and, instead, argued on appeal to this court 
that Treas. Reg. § 1.482-7 superseded the arm’s length 
requirement of Treas. Reg. § 1.482-1.  All three mem-
bers of the divided panel therefore assumed that shar-
ing expenses related to stock-based compensation 
would be inconsistent with the arm’s length standard. 
Xilinx II, 598 F.3d at 1194 (“The Commissioner does 
not dispute the tax court’s factual finding that unre-
lated parties would not share [employee stock options] 
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as a cost.”); id. at 1199 (Reinhardt, J., dissenting) (as-
suming that the Tax Court “correctly resolved” the is-
sue of whether sharing stock-based compensation 
costs would constitute an arm’s length result).  The 
panel also assumed that Treas. Reg. § 1.482-7 re-
quired stock-based compensation expenses to be 
shared.  Id. at 1196 (majority opinion) (noting that the 
“all costs” provision “does not permit any exceptions, 
even for costs that unrelated parties would not 
share”); id. at 1199 (Reinhardt, J., dissenting) (assum-
ing that the “all costs” provision includes “employee 
stock option costs”).  But a majority of the panel ulti-
mately held that the arm’s length standard, which it 
described as the fundamental “purpose” of the regula-
tions, trumped Treas. Reg. § 1.482-7, and that stock-
based compensation expenses could not be shared in 
the absence of evidence that unrelated parties would 
share such costs.  Id. at 1196 (majority opinion); see 
also id. at 1198 n.1 (Fisher, J., concurring) (finding 
“the arm’s length standard” to be “Congress’ intended 
touchstone for § 482”).  On that ground, this court af-
firmed the Tax Court’s judgment in favor of Xilinx.  Id. 
at 1196 (majority opinion). 

C. The Regulations at Issue 

While Xilinx II was pending before this court, 
Treasury promulgated the regulations at issue here.  
Compensatory Stock Options Under Section 482, 68 
Fed. Reg. 51,171, 51,172 (Aug. 26, 2003) (codified at 
26 C.F.R. pts. 1 and 602).  The amended regulations 
sought to reconcile the apparent contradiction be-
tween the arm’s length standard in Treas. 
Reg. § 1.482-1 and the requirement that stock-based 
compensation expenses be shared under Treas. 
Reg. § 1.482-7.  The former provision now specifies 
that  § 1.482-7 “provides the specific methods to be 
used to evaluate whether a [QCSA] produces results 



57a 

consistent with an arm’s length result.”  Treas. 
Reg. § 1.482-1(b)(2)(i) (2003).  And § 1.482-7, in turn, 
now provides that a QCSA produces an arm’s length 
result “if, and only if,” the participants share all of the 
costs of intangible development – explicitly including 
costs associated with stock-based compensation – in 
proportion to their shares of reasonably anticipated 
benefits attributable to such development.  Treas. 
Reg. § 1.482-7(d)(2) (2003). 

Altera Corp. (“Altera U.S.”), a Delaware corpora-
tion, and its subsidiary Altera International, a Cay-
man Islands corporation, (collectively “Altera”) en-
tered into a technology research and development 
cost-sharing agreement under which the related par-
ticipants “agreed to pool their respective resources to 
conduct research and development using the pre-cost-
sharing intangible property” and “to share the risks 
and costs of research and development activities they 
performed on or after May 23, 1997.”  Altera, 145 T.C. 
at 93.  This agreement was effective from May 23, 
1997 through 2007.  Id.  During the 2004-2007 taxable 
years, Altera U.S. granted stock options and other 
stock-based compensation to certain employees who 
performed research and development activities pursu-
ant to the agreement.  Id.  The employees’ cash com-
pensation was included in the cost pool under the 
agreement, but their stock-based compensation was 
not.  Id. 

Altera timely filed an income tax return for its 
2004-2007 taxable years.  Id. at 94.  Treasury re-
sponded by mailing notices of deficiency for those 
years, allocating income from Altera International to 
Altera U.S. by increasing Altera International’s cost-
sharing payments.  Id.  Treasury claimed its cost-
sharing adjustments were for the purpose of bringing 
Altera in compliance with § 1.482-7(d)(2), now 
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§ 1.482-7A(d)(2).  Id.  Altera challenged the validity of 
§ 1.482-7A(d)(2) in Tax Court, arguing that the new 
rule is arbitrary and capricious.  Id. at 92.  The Tax 
Court unanimously held, as discussed in more detail 
below, that the explanation Treasury offered in the 
preamble accompanying the new regulations was in-
sufficient to justify those regulations under State 
Farm.  Id. at 120-33.  The Commissioner appeals that 
decision. 

II. Discussion 

The Tax Court considered and rejected Treasury’s 
plainly stated explanation for its regulation – that 
Treasury applied the commensurate with income test 
because it could find no transactions comparable to 
the QCSAs at issue and that Treasury’s analysis was 
actually consistent with the arm’s length standard.  
The Commissioner now argues on appeal, however – 
and the majority accepts its new claim – that what 
Treasury was actually saying is that § 482 no longer 
requires a comparability analysis when Treasury con-
cludes that any comparable transactions are imper-
fect and that the methodology for arriving at an arm’s 
length result is, and always has been, fluid.  I disa-
gree.  Specifically, as explained below, I believe that:  
(1) Treasury’s rule is procedurally invalid and the ma-
jority’s attempt to recreate the record surrounding its 
adoption cannot cure that flaw; (2) Treasury’s pur-
ported interpretation of § 482 is wrong; and (3) related 
companies may not be required to share the cost of 
stock-based compensation under current law because 
comparable uncontrolled taxpayers would not do so. 

A. The New Rule is Procedurally Invalid 

Under the Administrative Procedure Act, we must 
“hold unlawful and set aside agency action . . . found 
to be . . . arbitrary, capricious, an abuse of discretion, 
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or otherwise not in accordance with law.”  5 U.S.C. 
§ 706(2)(A).  Our review of an agency regulation is 
“highly deferential, presuming the agency action to be 
valid and affirming the agency action if a reasonable 
basis exists for its decision.”  Crickon v. Thomas, 579 
F.3d 978, 982 (9th Cir. 2009) (quoting Nw. Ecosystem 
All. v. U.S. Fish & Wildlife Serv., 475 F.3d 1136, 1140 
(9th Cir. 2007)).  But “an agency’s action must be up-
held, if at all, on the basis articulated by the agency 
itself.”  State Farm, 463 U.S. at 50 (citing Burlington 
Truck Lines v. United States, 371 U.S. 156, 168 
(1962)).  For that reason, “[w]e may not supply a rea-
soned basis for the agency’s action that the agency it-
self has not given.”  Id. at 43 (quoting Chenery II, 332 
U.S. at 196). 

I start, therefore, with what Treasury said when it 
promulgated the regulation at issue.  In Treasury’s 
notice of proposed rulemaking, the agency explained 
the origins of the commensurate with income stand-
ard and discussed the White Paper.  Compensatory 
Stock Options Under Section 482, 67 Fed. Reg. 48,997, 
48,998 (proposed July 29, 2002) (to be codified at 
26 C.F.R. pt. 1).  Treasury noted, in particular, the 
White Paper’s observation “that Congress intended 
that Treasury and the IRS apply and interpret the 
commensurate with income standard consistently 
with the arm’s length standard.”  Id. (citing White Pa-
per, 1988-1 C.B. at 458, 477). 

Treasury then detailed how the proposed rules 
would function, including that the new rules required 
stock-based compensation costs to be included among 
the costs shared in a QCSA to produce “results con-
sistent with an arm’s length result.”  Id. at 49,000-01.  
It acknowledged that “[t]he Tax Reform Act of 
1986 . . . amended section 482 to require that consid-
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eration for intangible property transferred in a con-
trolled transaction be commensurate with the income 
attributable to the intangible” property.  Id. at 48,998 
(emphasis added).  But it then conclusively stated, 
based on a vague reference to the “legislative history 
of the Act,” that parties may continue to enter into 
bona fide research and development cost sharing ar-
rangements so long as “the income allocated among 
the parties reasonably reflect actual economic activity 
undertaken by each” – i.e., so long as these agree-
ments to develop intangible property survive the com-
mensurate with income standard.  Id. (emphasis 
added).  Not once did Treasury justify its application 
of the commensurate with income standard by stating 
that QCSAs of this kind constitute “transfers” of in-
tangible property under the Tax Reform Act.  And, 
while it generally cited to the legislative history of the 
1986 amendments to § 482 – a fact on which the ma-
jority places great weight – it did not explain what 
portions of the legislative history it found pertinent or 
how any of that history factored into its thinking. 

Treasury expanded on its reasoning in the pream-
ble to the final rule.  It explained that the tax treat-
ment of stock-based compensation in QCSAs would 
have to be consistent “with the arm’s length standard 
(and therefore with the obligations of the United 
States under its income tax treaties and with the 
OECD transfer pricing guidelines).”  68 Fed. Reg. at 
51,172.  Treasury observed, however, that the legisla-
tive history of the 1986 amendment to § 482 “ex-
pressed Congress’s intent to respect cost sharing ar-
rangements as consistent with the commensurate 
with income standard, and therefore consistent with 
the arm’s length standard, if and to the extent that 
participants’ shares of income ‘reasonably reflect the 
actual economic activity undertaken by each.’ ”  Id. 
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(quoting H.R. Rep. No. 99-481, at II-638 (1986) (Conf. 
Rep.)).  Again, Treasury never explained why QCSAs 
in which controlled parties share costs to develop in-
tangibles would constitute “transfers” of intangibles 
sufficient to trigger the commensurate with income 
standard in the first place.  Instead, it simply declared 
that, “in order for a QCSA to reach an arm’s length 
result consistent with legislative intent,” the QCSA 
must include stock-based compensation among the 
costs shared.  Id. 

Throughout the preamble, Treasury repeatedly 
emphasized that it was continuing to apply the arm’s 
length standard.  Treasury explained, for example, 
that “[t]he regulations relating to QCSAs have as their 
focus reaching results consistent with what parties at 
arm’s length generally would do if they entered into 
cost sharing arrangements for the development of 
high-profit intangibles.”  Id. (emphasis added).  Treas-
ury determined that “[p]arties dealing at arm’s length 
in [a cost-sharing] arrangement based on the sharing 
of costs and benefits generally would not distinguish 
between stock-based compensation and other forms of 
compensation.”  Id. (emphasis added).  And Treasury 
concluded that “[t]he final regulations provide that 
stock-based compensation must be taken into account 
in the context of QCSAs because such a result is con-
sistent with the arm’s length standard.”  Id. (empha-
sis added). 

Yet, Treasury failed to consider comparable trans-
actions submitted by commentators demonstrating 
that unrelated companies would never share the cost 
of stock-based compensation.  Treasury responded to 
these comments invoking the arm’s length standard.  
See id. (rejecting “comments that assert that taking 
stock-based compensation into account in the QCSA 
context would be inconsistent with the arm’s length 
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standard in the absence of evidence that parties at 
arm’s length take stock-based compensation into ac-
count in similar circumstances”).  Treasury acknowl-
edged that these comparable arm’s-length transac-
tions are typically relevant, but it determined that 
there were no comparable transactions available for 
QCSAs for the development of high-profit intangibles: 

While the results actually realized in similar 
transactions under similar circumstances ordinar-
ily provide significant evidence in determining 
whether a controlled transaction meets the arm’s 
length standard, in the case of QCSAs such data 
may not be available.  As recognized in the legisla-
tive history of the Tax Reform Act of 1986, there is 
little, if any, public data regarding transactions in-
volving high-profit intangibles.  The uncontrolled 
transactions cited by commentators do not share 
enough characteristics of QCSAs involving the de-
velopment of high-profit intangibles to establish 
that parties at arm’s length would not take stock 
options into account in the context of an arrange-
ment similar to a QCSA. 

Id. at 51,172-73 (internal citation omitted). 

The Tax Court held that Treasury’s explanation 
for its regulation was insufficient under State Farm. 
Altera, 145 T.C. at 120-33.  It found that Treasury 
“failed to provide a reasoned basis” for its “belief that 
unrelated parties entering into QCSAs would gener-
ally share stock-based compensation costs.”  Id. at 
123.  The court acknowledged that agencies need not 
gather empirical evidence for some policy-based prop-
ositions, but it held that “the belief that unrelated par-
ties would share stock-based compensation costs in 
the context of a QCSA” was not such a proposition.  Id.  
In reaching this conclusion, the court observed that 
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commentators submitted significant evidence during 
the rulemaking process indicating that unrelated par-
ties would not share stock-based compensation costs 
in QCSAs; that the Tax Court itself had made a fac-
tual determination on that issue in Xilinx I – conclud-
ing they would not; and, that Treasury was required 
at least to attempt to gather empirical evidence before 
declaring that no such evidence was available.  Id. at 
123-24. 

The Tax Court then detailed why Treasury’s expla-
nation for the regulations was insufficient.  The court 
noted that only some QCSAs involved high-profit in-
tangibles or included stock-based compensation as a 
significant element of compensation, yet Treasury 
failed to distinguish between QCSAs with and with-
out those characteristics.  Id. at 125-27.  And the court 
found that Treasury responded only in conclusory 
fashion to a number of comments identifying compa-
rable transactions or explaining why unrelated par-
ties would not share stock-based compensation costs 
in QCSAs.  Id. at 127-30.  On these grounds, the Tax 
Court struck down the regulation.  Id. at 133-34. 

On appeal, the Commissioner does not meaning-
fully dispute the Tax Court’s determination that 
Treasury’s analysis under the arm’s length standard 
was inadequate and unsupported.  In its opening 
brief, it contends, instead, “that, in the context of a 
QCSA, the arm’s-length standard does not require an 
analysis of what unrelated entities do under compara-
ble circumstances.”  Appellant’s Br. 57 (internal quo-
tation marks omitted).  In the Commissioner’s view, 
Treasury’s detailed explanations regarding its compa-
rability analysis were merely “extraneous observa-
tions” – “since Treasury reasonably determined that 
it was statutorily authorized to dispense with compa-
rability analysis in this narrow context, there was no 
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need for it to establish that the uncontrolled transac-
tions cited by commentators were insufficiently com-
parable.”  Appellant’s Br. 64. 

In its supplemental brief, the Commissioner reit-
erates that – despite its own earlier machinations to 
the contrary – one should not conflate comparability 
analysis with the arm’s length standard.  Appellant’s 
Suppl. Br. 29-31.  It also argues for the first time that 
Treasury’s passing reference to the legislative history 
of § 482 not only justified its departure from a compa-
rability analysis, but also explained that QCSAs to de-
velop intangibles constitute transfers of intangibles 
under the second sentence of § 482. 

The majority accepts the latest of the Commis-
sioner’s ever-evolving post-hoc rationalizations and 
then, amazingly, goes even further to justify what 
Treasury did here.  First, it accepts the Commis-
sioner’s new explanation that the taxpayer’s agree-
ment to “divide beneficial ownership of any Developed 
Technology” constitutes a transfer of intangibles.  
E.R. 145.  Second, it holds that Treasury’s reference 
to the legislative history communicated its under-
standing that, when Congress enacted the 1986 
amendment, it “delegate[d] to Treasury the choice of 
a specific methodology to” “ensure that income follows 
economic activity.”  Op. 27.  The majority finds that 
Treasury implicitly communicated its understanding 
that Congress called upon it to move away from a com-
parability analysis and “to develop methods that [d]o 
not rely on analysis of ” what it deems “problematic 
comparable transactions” when it sees fit.  Op. 28-29.  
The majority finds that Treasury was therefore enti-
tled to ignore the comparable transactions submitted 
by commentators because they purportedly did not 
“bear[] on ‘relevant factors’ to the rulemaking.”  Op. 
39-40 (quoting Am. Mining Cong., 965 F.2d at 771).  
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As to Altera’s rejoinder that Treasury never suggested 
that it had the authority to “dispense with” the com-
parability analysis entirely, Appellee’s Br. 43, the ma-
jority dismisses this argument, stating that, “histori-
cally[,] the definition of the arm’s length standard has 
been a more fluid one.”  Op. 29.  Finally, the majority 
concludes that the second sentence of § 482 not only 
allowed Treasury to dispense with a comparability 
analysis but also allowed it to ignore the arm’s length 
test altogether. 

I do not share the majority’s views. Treasury may 
well have thought – incorrectly, I believe – that 
QCSAs involving the development of high-profit in-
tangibles constitute transfers of intellectual property 
under the second sentence of § 482.  It may also have 
believed that, given the fundamental characteristics 
of stock-based compensation in QCSAs and what the 
majority here calls the “fluid” definition of the arm’s 
length standard, it could dispense with a comparabil-
ity analysis entirely, regardless of whether QCSAs 
constitute transfers.  Cf. Xilinx II, 598 F.3d at 1197 
(Fisher, J., concurring) (hypothesizing why unrelated 
companies may not share stock-based compensation 
costs).  It may – despite never taking this position be-
fore rehearing in this appeal – have even believed that 
the arm’s length standard was not required at all in 
these circumstances by virtue of the second sentence 
of § 482.  But the APA required Treasury to say that 
it was taking these positions, which depart starkly 
from Treasury’s previous regulations.  See FCC v. Fox 
Television Stations, Inc., 556 U.S. 502, 515 (2009) 
(“[T]he requirement that an agency provide reasoned 
explanation for its action would ordinarily demand 
that it display awareness that it is changing posi-
tion.”). 
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The APA’s safeguards ensure that those regulated 
do not have to guess at the regulator’s reasoning; just 
as importantly, they afford regulated parties a mean-
ingful opportunity to respond to that reasoning.  
Treasury’s notice of proposed rulemaking ran afoul of 
these safeguards by failing to put the relevant public 
on notice of its intention to depart from a traditional 
arm’s length analysis.2  See CSX Transp., Inc. v. Sur-
face Transp. Bd., 584 F.3d 1076, 1080 (D.C. Cir. 2009) 
(holding that a final rule “violates the APA’s notice re-
quirement where ‘interested parties would have had 
to divine [the agency’s] unspoken thoughts’ ” (altera-
tion in original) (quoting Int’l Union, United Mine 
Workers of Am. v. Mine Safety & Health Admin., 407 
F.3d 1250, 1259-60 (D.C. Cir. 2005))).  Asking Treas-
ury to show its work in the preamble to its final rule 
– that is, to set forth when and why the agency be-
lieved that a comparability analysis is not required or 
even why an arm’s length analysis can be eschewed – 
does not, as the majority states, “require agencies to 
provide ‘exhaustive, contemporaneous legal argu-
ments to preemptively defend its action.’ ”  Op. 41 
(quoting Nat’l Elec. Mfrs. Ass’n v. U.S. Dep’t of Energy, 
654 F.3d 496, 515 (4th Cir. 2011)).  It is the essence of 
the review that the APA demands. 

When the Tax Court conducted that review, it con-
sidered the explanation that Treasury offered, and it 

                                            
2 The majority also glosses over the Tax Court’s criticism that 
the final rule applied to all QCSAs but was based only on Treas-
ury’s beliefs about the subset of QCSAs involving “high-profit in-
tangibles” where stock-based compensation is a “significant ele-
ment” of compensation.  Altera, 145 T.C. at 125-26 (quoting Com-
pensatory Stock Options Under Section 482, 68 Fed. Reg. at 
51,173).  Treasury’s failure to explain this leap and the Commis-
sioner’s failure to defend it provide another reason that Treasury 
failed to comply with the APA. 



67a 

found that Treasury “failed to provide a reasoned ba-
sis” for its “belief that unrelated parties entering into 
QCSAs would generally share stock-based compensa-
tion costs.”  Altera, 145 T.C. at 123.  The Tax Court set 
forth in detail why Treasury’s explanation for the reg-
ulations was insufficient.  Id. at 125-30.  Treasury of-
fers no response to these findings; it simply invites 
this court to recreate the record and interpret § 482 in 
a way it never asked the Tax Court to do in order to 
supply a post-hoc justification for its decisionmaking.  
I would hold, as the Tax Court did, that Treasury’s 
belated arguments are insufficient to justify the 2003 
regulations and that those regulations are, thus, are 
procedurally invalid. 

B. Chevron Does Not Save Treasury’s Flawed 
Interpretation of Section 482 

Even if Treasury did not err procedurally, I would 
still find that the regulations are impermissible under 
Chevron.  The Commissioner does not argue that its 
interpretation of § 482 is compelled by the unambigu-
ous text of the statute at step one of Chevron.  Rather, 
he contends that § 482 does not directly resolve the 
question of whether Treasury may allocate the cost of 
stock-based compensation between related parties.  
The majority similarly reasons that “[§] 482 does not 
speak directly to whether the Commissioner may re-
quire parties to a QCSA to share employee stock com-
pensation costs in order to receive the tax benefits as-
sociated with entering into a QSCA.”  Op. 25.  It thus 
concludes that “there is no question that the statute 
remains ambiguous regarding the method by which 
Treasury is to make allocations based on stock-based 
compensation.”  Op. 25. 

While I agree with the majority and the Commis-
sioner that the statute is silent as to the precise ques-
tion of whether the Commissioner may require parties 



68a 

to a QCSA to share the cost of stock-based compensa-
tion, I believe that the statute unambiguously com-
municates the types of cases in which each methodol-
ogy applies.  Specifically, § 482 dictates that the sta-
tus quo – i.e, the arm’s length standard – controls in 
“any case of two or more organizations, trades, or busi-
nesses owned or controlled directly or indirectly by the 
same interests.”  It also allows Treasury to employ the 
commensurate with income standard, but only “[i]n 
the case of any transfer (or license) of intangible prop-
erty.”  Accordingly, the precise gap left by Congress in 
this case is the question of whether QCSAs constitute 
a “transfer” of “intangible property” under the second 
sentence of the statute.  If yes, then Treasury may em-
ploy the commensurate with income standard to de-
termine if related parties to a QCSAs would share the 
cost of stock-based compensation.  If no, then Treas-
ury must make that determination by employing a 
comparability analysis to reach an arm’s length re-
sult.  Because the statute does not expressly state that 
QCSAs for the development intangibles constitute 
“transfers” of intangibles, I would proceed to step two 
of Chevron. 

At step two, we consider whether Treasury’s inter-
pretation is “arbitrary or capricious in substance, or 
manifestly contrary to the statute.”  Mayo Found. for 
Med. Educ. & Research v. United States, 562 U.S. 44, 
53 (2011) (internal citations omitted).  The agency’s 
interpretation is not arbitrary and capricious if it is 
“rationally related to the goals of the Act.”  AT&T 
Corp. v. Iowa Utils. Bd., 525 U.S. 366, 388 (1999).  “If 
the [agency]’s interpretation is permissible in light of 
the statute’s text, structure and purpose, we must de-
fer under Chevron.”  Miguel-Miguel v. Gonzales, 500 
F.3d 941, 949 (9th Cir. 2007).  Accordingly, I begin 
with the text of the statute. 
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The statutory text provides in relevant part: 

In any case of two or more organizations, trades, 
or businesses . . . owned or controlled directly or 
indirectly by the same interests, the Secretary may 
distribute, apportion, or allocate gross income, de-
ductions, credits, or allowances between or among 
such organizations . . . if he determines that such 
distribution, apportionment, or allocation is neces-
sary in order to prevent evasion of taxes or clearly 
to reflect the income of any of such organizations, 
trades, or businesses.  In the case of any transfer 
(or license) of intangible property (within the mean-
ing of section 367(d)(4)), the income with respect to 
such transfer or license shall be commensurate 
with the income attributable to the intangible. 

Section 482 (emphases added).  It is undisputed that 
the first sentence of the statute requires an arm’s 
length analysis; even the majority agrees with that 
longstanding principle.  As previously explained, 
moreover, at the time Congress amended § 482, the 
arm’s length standard was understood to require a 
comparability analysis.  But, because transfers of in-
tangible property oftentimes lacked comparable 
transactions, Congress added a second sentence to the 
statute.  This sentence allows the Secretary to apply 
the commensurate with income standard to reach an 
arm’s length result in the case of any transfer of in-
tangible property. 

The Commissioner contends, based on Treasury’s 
purported belief that QCSAs are transfers of intangi-
ble property, that Treasury correctly interpreted § 482 
to require that controlled companies share the cost of 
stock-based compensation.  But, as noted above, 
Treasury never made, much less supported, a finding 
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that QCSAs constitute transfers of intangible prop-
erty.  We cannot and should not conclude that the 
Commissioner’s post-hoc interpretation would be per-
missible when Treasury never articulated such an in-
terpretation.  Even if it had, Treasury’s own charac-
terization of QCSAs as arrangements “for the develop-
ment of high-profit intangibles” contradicts any con-
clusion that QCSAs constitute transfers of already 
existing intangible property.  68 Fed. Reg. at 51,173 
(emphasis added).  No rights are transferred when 
parties enter into an agreement to develop intangi-
bles; this is because the rights to later-developed in-
tangible property would spring ab initio to the parties 
who shared the development costs without any need 
to transfer the property.  And, there is no guarantee 
when the cost-sharing arrangements are entered into 
that any intangible will, in fact, be developed.  In such 
circumstances, Treasury should not have employed 
the commensurate with income standard. 

The majority attempts to justify Treasury’s depar-
ture from the comparability analysis in these circum-
stances by stating it was reasonable for Treasury to 
“determin[e] that uncontrolled cost-sharing arrange-
ments,” such as those submitted by the commenta-
tors, “do not provide helpful guidance regarding allo-
cations of employee stock compensation.”  Op. 28.  Ac-
cording to the majority, the legislative history “makes 
clear” that Congress “intended the commensurate 
with income standard to displace a comparability 
analysis where comparable transactions cannot be 
found.”  Op. 13.  This reasoning fails for several rea-
sons. 

As noted, the text of the statute provides that 
Treasury may employ the commensurate with income 
standard only in the case of a transfer or license of in-
tangible property – not whenever Treasury finds that 
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uncontrolled transactions fail to provide helpful guid-
ance.  Congress did not leave a gap in the statute al-
lowing Treasury to choose when one methodology dis-
places the other.  Rather, it made its own findings re-
garding the relative helpfulness of comparable uncon-
trolled transactions in the case of a transfer or license 
of intangible property.  It then amended § 482 to allow 
for the use of the commensurate with income method-
ology in those specific cases, but not in others.  Con-
gress’s findings in the legislative history do not invite 
Treasury to make its own determinations regarding 
the helpfulness of other uncontrolled transactions.  
Nor do they allow Treasury to expand the category of 
cases in which the commensurate with income stand-
ard would apply when the statutory text states other-
wise.  Here, Treasury’s only justification for eschew-
ing the comparability analysis was its insistence that 
the legislative history allows it to disregard compara-
ble transactions that it deems imperfect.  This ra-
tionale is inconsistent with the plain text of the stat-
ute and thus, is impermissible under Chevron. 

Even if Treasury could dispense with a compara-
bility analysis whenever it believed no comparables 
exist, that interpretation would still fail step two of 
Chevron because uncontrolled comparable transac-
tions do exist here.  Even the majority acknowledges 
Treasury’s view that a different methodology may 
only be applied “when comparable transactions do not 
exist.”  Op. 41 n.9 (emphasis added).  Treasury itself 
explained, in effect, that a precondition for the ap-
plicability of the commensurate with income standard 
is the lack of real-world comparable transactions with 
which to make an arm’s length comparison.  Such 
transactions, as Treasury admitted, would “ordinarily 
provide significant evidence in determining whether a 
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controlled transaction meets the arm’s length stand-
ard.”  68 Fed. Reg. at 51,173.  According to the major-
ity, however, imperfect comparables are tantamount 
to the absence of comparables. 

But the arm’s length standard of § 482 does not re-
quire perfectly identical transactions – only compara-
ble ones.  As Altera notes, the Commissioner cannot 
“avoid the statutory limits on his ability to reallocate 
income by asserting that a related-party transaction 
is fundamentally different from all similar transac-
tions between unrelated parties by virtue of the very 
fact that the parties are related.”  Appellee’s Suppl. 
Br. 33.  Such an interpretation would allow Treasury 
to dispense with the comparability analysis altogether 
because related parties, by virtue of common owner-
ship, are always positioned differently than unrelated 
parties.  Legislative history can only do so much – if 
any – work, and it certainly cannot set out an excep-
tion that swallows a rule codified by statute. 

Even if Treasury were correct that no comparable 
transactions exist, Treasury’s reasoning would still 
fail.  Treasury concluded that it could allocate costs 
because there were no transactions in which parties 
at arm’s length would even consider taking stock op-
tions into account in the context of an arrangement 
similar to a QCSA.  See 68 Fed. Reg. at 51,173.  But 
the absence of evidence is not evidence of absence.  In-
deed, the absence of any comparable transactions 
could itself mean that uncontrolled taxpayers would 
not share the costs of stock-based compensation.  
Treasury believes, however, that uncontrolled taxpay-
ers would not enter into such transactions, and, ra-
ther than find the absence of such transactions mean-
ingful to a comparison, believes it is justified in using 
different methodologies to assess income.  But the fact 
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that evidence of the absence of comparable transac-
tions might support more favorable tax treatment 
does not mean that no comparison can be made. 

Finally, while Treasury’s interpretation of § 482 is 
“entitled to no less deference . . . simply because it has 
changed over time, . . . the agency must nevertheless 
engage in reasoned analysis sufficient to command 
our deference.”  Good Fortune Shipping SA v. Comm’r 
of Internal Rev. Serv., 897 F.3d 256, 263 (D.C. Cir. 
2018) (internal quotations and citations omitted); Ju-
dalang v. Holder, 132 S. Ct. 476, 483 n.7 (2011) (clar-
ifying that the court’s analysis of whether an agency 
provided a reasoned explanation under State Farm 
and its analysis of whether an agency’s interpretation 
is permissible under Chevron step two is “the same, 
because under Chevron step two, we ask whether an 
agency interpretation is ‘arbitrary or capricious in 
substance’ ”).  Such a reasoned explanation, at a min-
imum, requires Treasury to “display awareness that 
it is changing position.”  Good Fortune Shipping, 897 
F.3d at 263 (quoting Fox, 556 U.S. at 515).  “An agency 
may not, for example, depart from a prior policy sub 
silentio or simply disregard rules that are still on the 
books.”  Fox, 556 U.S. at 515.  And an agency may need 
to “provide a more detailed justification than what 
would suffice for a new policy created on a blank 
slate . . . when, for example, . . . its prior policy has en-
gendered serious reliance interests that must be 
taken into account.”  Id. (citing Smiley v. Citibank 
(S.D.), N.A., 517 U.S. 736, 742 (1996)).  “ ‘Unexplained 
inconsistency’ between agency actions is ‘a reason for 
holding an interpretation to be an arbitrary and capri-
cious change.’ ”  Organized Vill. of Kake v. USDA, 795 
F.3d 956, 966 (9th Cir. 2015) (en banc) (quoting Nat’l 
Cable & Telecomms. Ass’n v. Brand X Internet Servs., 
545 U.S. 967, 981 (2005)). 
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As this court held in Xilinx II, the previous regula-
tions preserved the primacy of the arm’s length stand-
ard and its requirement of comparability analysis.  
See Xilinx II, 598 F.3d at 1195-96 (explaining the 
then-operative version of Treas. Reg. § 1.482-1).  In 
amending those regulations, however, Treasury never 
indicated – either in the notice of proposed rulemak-
ing or in the preamble accompanying the final rule – 
any awareness that it was changing course.  Treasury 
instead repeated its previous policy that it need not 
conduct a comparability analysis where no compara-
ble transactions can be found.  See 68 Fed. Reg. at 
51,172-73.  It then ignored existing comparable trans-
actions to reach what it claimed was “an arm’s length 
result.”  Id. 

The majority contends that this does not constitute 
a change because, “historically[,] the definition of the 
arm’s length standard has been a more fluid one.”  Op. 
29.  But, as explained above, the comparability analy-
sis has always been a defining aspect of the arm’s 
length standard.  The mere fact that Treasury may 
have been inconsistent in the way it has applied the 
arm’s length standard, as the majority contends, does 
not mean that the statute permits a fluid definition of 
the standard.  City of Arlington v. FCC, 569 U.S. 290, 
327 (2013) (Roberts, C.J., dissenting) (“We do not 
leave it to the agency to decide when it is in charge.”).  
Because Treasury departed from the comparability 
analysis and failed to provide a reasoned explanation 
for why the commensurate with income standard is 
permissible under the statute, I would find that 
Treasury’s regulations constitute an impermissible 
interpretation of the statute at Chevron step two. 
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C. Stock-Based Compensation Is Not A Shared 
Cost Under Section 482 

Because I would find that Treasury’s regulations 
are procedurally and substantively defective, I would 
interpret the statute in the first instance, without def-
erence.  Encino Motorcars, LLC v. Navarro, 136 S. Ct. 
2117, 2125 (2016) (“Chevron deference is not war-
ranted where the regulation is procedurally defective 
– that is, where the agency errs by failing to follow the 
correct procedures in issuing the regulation.” (inter-
nal quotations and citations omitted)); Util. Air Regu-
latory Grp. v. EPA, 573 U.S. 302, 321 (2014) (“[A]n 
agency interpretation that is inconsistent with the de-
sign and structure of the statute as a whole does not 
merit deference.” (internal citations and quotations 
omitted)). 

Because I would find the 2003 regulations were in-
valid, I believe that this court’s decision in Xilinx II 
controls, and that the Tax Court properly entered 
judgment in favor of Altera.  Altera, 145 T.C. at 134.  
Even if Xilinx II did not control, I would hold that re-
lated parties in QCSAs need not share costs associ-
ated with stock-based compensation. 

I agree with the majority that § 482 does not ad-
dress this issue expressly.  But I agree with amicus 
curiae Cisco Systems, Inc. (“Cisco”), that, under the 
best reading of § 482, QCSAs are not subject to the 
commensurate with income standard.  As Cisco points 
out, the commensurate with income standard applies 
only to a “transfer (or license) of intangible property,” 
§ 482, which is distinct from a cost sharing agreement 
for the joint development of intangibles, see White Pa-
per, 1988-1 C.B. at 474 (noting that “bona fide re-
search and development cost sharing arrangements” 
provide a way to “avoid[] section 482 transfer pricing 
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issues related to the licensing or other transfer of in-
tangibles”).  The plain meaning of “transfer” indicates 
shifting ownership of an existing right from one party 
to another.  But under a cost-sharing arrangement, 
parties agree to develop intangibles together.  Be-
cause the intangible does not exist at the time the cost 
sharing arrangement is entered into, there can be no 
transfer either. 

The majority contends that Congress’s choice to 
use the word “any” is significant.  It reasons that, be-
cause “§ 482 applies ‘[i]n the case of any transfer . . . 
of intangible property,’ ” the statute “cannot reasona-
bly be read to exclude the transfers of expected intan-
gible property.”  Op. 26.  But, while “any” can be a 
broadening modifier, it must be read in the context of 
its surrounding text.  Cf. United States v. Gonzales, 
520 U.S. 1, 5 (1997) (finding that use of “any” modifies 
the term it precedes.); see Ali v. Fed. Bureau of Pris-
ons, 552 U.S. 214, 226 (2008) (narrowing the effect of 
“any” based on the context in which it appears because 
“a word is known by the company it keeps.” (internal 
citations and quotations omitted)). 

Here, “any” does not modify “intangible property.”  
Rather, it precedes and thus, applies only to “trans-
fer.”  This indicates that, while the statutory text may 
cover any kind of transfer, including expected trans-
fers, it does not cover any kind of intangible property 
– say, for example, intangible property that does not 
yet exist.  Indeed, § 482 expressly defines the term “in-
tangible property” by referencing the definition pro-
vided in § 367(d)(4).  See § 482 (“. . . any transfer (or 
license) of intangible property (within the meaning of 
section 367(d)(4)).” (emphasis added)).  We need not 
guess at whether Congress intended a broad reading 
of the term because § 367(d)(4) enumerates specific 
categories of intangible property covered under the 
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statute, and none of those categories contemplates the 
mere possibility that intangible property may some-
day exist. 

While “any” may modify “transfer,” moreover, 
QCSAs do not provide for future transfers; rather, as 
noted above, rights to later-developed intangible prop-
erty – if ever developed – would spring ab initio to the 
parties who shared the development costs and would 
thereby dispense with any need to transfer those 
rights at some time in the future.  I would conclude, 
absent additional evidence to conclude otherwise, that 
QCSAs are not transfers subject to the commensurate 
with income standard under § 482. 

Rather, I would find that QCSAs are governed un-
der the first sentence of § 482 and that Treasury may 
only allocate the cost of stock-based compensation 
among related companies if unrelated companies 
dealing at arm’s length would do so under comparable 
circumstances.  The evidence of comparable transac-
tions submitted by commentators demonstrates that 
unrelated companies do not and would not share such 
costs.  Thus, I would hold that an arm’s length result 
is one in which related parties in QCSAs do not share 
costs associated with stock-based compensation. 

The Commissioner contends that the backdrop 
against which Congress enacted the 1986 amendment 
demonstrates that Congress intended § 482 to require 
related companies to share stock-based compensation.  
But, as the majority admits, “[n]either the Tax Reform 
Act nor the implementing regulations specifically ad-
dressed allocation of employee stock compensation.”  
Op. 17.  This is because the practice of providing stock-
based compensation did not develop on a major scale 
until the 1990s – after Congress passed the 1986 
amendment.  Therefore, Congress could not have been 
legislating against the backdrop of this particular 



78a 

type of tax avoidance.  While it may choose to address 
this practice now, it cannot be deemed to have done so 
then. 

Not all forms of tax avoidance amount to illegal tax 
evasion.  The very definition of a loophole is a gap in 
the law or a set of rules.  While Treasury may prom-
ulgate regulations to close such gaps, it must do so in 
a manner consistent with its statutory authority un-
der the Tax Reform Act and with the procedures out-
lined in the APA.  When it fails to comply with those 
requirements, its actions cannot be justified by the 
mere existence of the loophole.  In other words, an 
arm’s length result is not simply any result that max-
imizes one’s tax obligations.  For these reasons, I dis-
sent. 
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In Xilinx Inc. v. Commissioner, 125 T.C. 37 (2005), 
aff’d, 598 F.3d 1191 (9th Cir. 2010), we held that, un-
der the 1995 cost-sharing regulations, controlled enti-
ties entering into qualified cost-sharing agreements 
(QCSAs) need not share stock-based compensation 
(SBC) costs because parties operating at arm’s length 
would not do so.  In 2003 Treasury issued sec. 1.482-
7(d)(2), Income Tax Regs. (final rule).  The final rule 
requires controlled parties entering into QCSAs to 
share SBC costs.  P is an affiliated group of corpora-
tions that filed consolidated returns for the years in 
issue.  A-US, the parent company, is a Delaware cor-
poration, and A-I, a subsidiary of A-US, is a Cayman 
Islands corporation.  A-US and A-I entered into a 
QCSA.  During its 2004-07 taxable years A-US 
granted SBC to its employees.  A-US did not share the 
SBC costs with A-I.  R determined deficiencies based 
on I.R.C. sec. 482 allocations R made pursuant to the 
final rule.  P and  R have filed cross-motions for partial 
summary judgment.  P contends that the final rule is 
arbitrary and capricious under 5 U.S.C. sec. 706(2)(A) 
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and Motor Vehicle Mfrs. Ass’n of the U.S. v. State 
Farm Mut. Auto Ins. Co., 463 U.S. 29 (1983).  R con-
tends that the final rule is valid under Chevron, 
U.S.A., Inc. v. Natural Res. Def. Council, Inc., 467 U.S. 
837 (1984), or alternatively, under State Farm.  Held:  
The final rule is a legislative rule – i.e., it is not an 
interpretive rule under 5 U.S.C. sec. 553(b) – because 
it has the force of law.  See Am. Mining Cong. v. Mine 
Safety & Health Admin., 995 F.2d 1106, 1109 (D.C. 
Cir. 1993).  The final rule has the force of law because 
in I.R.C. sec. 7805(a) ‘‘Congress has delegated legisla-
tive power to’’ Treasury, id., and Treasury ‘‘intended 
to exercise that power’’ when it issued the final rule, 
id.  Held, further, whether State Farm or Chevron sup-
plies the standard of review is immaterial because 
Chevron step 2 incorporates the reasoned deci-
sionmaking standard of State Farm, see Judulang v. 
Holder, 565 U.S. ___, ___, 132 S. Ct. 476, 483 n.7 
(2011), and we are being asked to decide whether 
Treasury reasonably concluded that the final rule is 
consistent with the arm’s-length standard.  Held, fur-
ther, Treasury failed to support its belief that unre-
lated parties would share SBC costs with any evidence 
in the administrative record, see State Farm, 463 U.S. 
at 43; failed to articulate why all QCSAs should be 
treated identically, see id.; and failed to respond to sig-
nificant comments, see Home Box Office, Inc. v. FCC, 
567 F.2d 9, 35 (D.C. Cir. 1977).  Additionally, Treas-
ury’s  ‘‘explanation  for  its  decision * * * runs counter 
to the evidence before’’ it.  State Farm, 463 U.S. at 43.  
Held, further, the harmless error rule of 5 U.S.C. sec. 
706 is inapplicable because it is not clear that Treas-
ury would have adopted the final rule if it had been 
determined to be inconsistent with the arm’s-length 
standard.  Held, further, the final rule fails to satisfy 
State Farm’s reasoned decisionmaking standard and 
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is therefore invalid.  See 5 U.S.C. sec. 706(2)(A); State 
Farm, 463 U.S. at 43. 

Andrew P. Crousore, Donald M. Falk, Joseph B. 
Judkins, Thomas Lee Kittle-Kamp, William G. 
McGarrity, Kristyn A. Medina, Brian D. Netter, Phil-
lip J. Taylor, and Allen Duane Webber, for petitioner. 

Farhad Asghar, Kevin G. Croke, Anne O’Brien Hin-
termeister, Allan Lang, Aaron T. Vaughan, and Mary 
E. Wynne, for respondent. 

OPINION 

Marvel, Judge:  These consolidated cases are be-
fore the Court on the parties’ cross-motions for partial 
summary judgment under Rule 121.1  The issue pre-
sented by the parties’ cross-motions is whether section 
1.482-7(d)(2), Income Tax Regs. (final rule) – which 
the Department of the Treasury (Treasury) issued in 
2003 and which requires participants in qualified 
cost-sharing arrangements (QCSAs) to share stock- 
based compensation costs to achieve an arm’s-length 
result – is arbitrary and capricious and therefore in-
valid. 

Background 

Petitioner is an affiliated group of corporations 
that filed consolidated Federal income tax returns for 
the years at issue.  During all relevant years, Altera 
Corp. (Altera U.S.), the parent company, was a Dela-
ware corporation, and Altera International, a subsid-
iary of Altera U.S., was a Cayman Islands corpora-
tion.  When petitioner filed its petitions with this 

                                            
1  Unless otherwise indicated, all section references are to the 
Internal Revenue Code (Code) in effect at all relevant times, and 
all Rule references are to the Tax Court Rules of Practice and 
Procedure.  All APA section references are to the Administrative 
Procedure Act (APA), 5 U.S.C. secs. 551-559, 701-706 (2012). 
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Court, the principal place of business of Altera U.S. 
was in California. 

I. Petitioner’s R&D Cost-Sharing Agreement 

Petitioner develops, manufactures, markets, and 
sells programmable logic devices (PLDs) and related 
hardware, software, and pre-defined design building 
blocks for use in programming the PLDs (program-
ming tools).  Altera U.S. and Altera International en-
tered into concurrent agreements that became effec-
tive May 23, 1997:  a master technology license agree-
ment (technology license agreement) and a technology 
research and development cost-sharing agreement 
(R&D cost-sharing agreement). 

Under the technology license agreement, Altera 
U.S. licensed to Altera International the right to use 
and exploit, everywhere except the United States and 
Canada, all of Altera U.S.’ intangible property relat-
ing to PLDs and programming tools that existed be-
fore the R&D cost-sharing agreement (pre-cost-shar-
ing intangible property).  In exchange for the rights 
granted under the technology license agreement, Al-
tera International paid royalties to Altera U.S. in each 
year from 1997 through 2003.  As of December 31, 
2003, Altera International owned a fully paid-up li-
cense to use the pre-cost-sharing intangible property 
in its territory. 

Under the R&D cost-sharing agreement, Altera 
U.S. and Altera International agreed to pool their re-
spective resources to conduct research and develop-
ment using the pre-cost-sharing intangible property.  
Under the R&D cost-sharing agreement, Altera U.S. 
and Altera International agreed to share the risks and 
costs of research and development activities they per-
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formed on or after May 23, 1997.  The R&D cost-shar-
ing agreement was in effect from May 23, 1997, 
through 2007. 

During each of petitioner’s taxable years ending 
December 31, 2004, December 30, 2005, December  29, 
2006, and December 28, 2007 (2004-07 taxable years), 
Altera U.S. granted stock options and other stock-
based compensation to certain of its employees.  Cer-
tain of the employees of Altera U.S. who performed 
research and development activities subject to the 
R&D cost-sharing agreement received stock options or 
other stock-based compensation.  The employees’ cash 
compensation was included in the cost pool under the 
R&D cost-sharing agreement.  Their stock-based com-
pensation was not included. 

Pursuant to the R&D cost-sharing agreement, Al-
tera International made the following cost-sharing 
payments to Altera U.S. for its 2004-07 taxable years: 

Year Cost-sharing payment 
2004 .............................. $129,469,233 

2005 .............................. 160,722,953 
2006 .............................. 164,836,577 
2007 .............................. 192,755,438 
 

II. Petitioner’s Tax Reporting and Respondent’s 
Section 482 Allocations 

Petitioner timely filed its Forms 1120, U.S. Corpo-
ration Income Tax Return, for its 2004-07 taxable 
years.  Respondent timely mailed notices of deficiency 
to petitioner with respect to its 2004-07 taxable years.  
The notices of deficiency allocated, pursuant to section 
482, income from Altera International to Altera U.S. 
by increasing Altera International’s cost-sharing pay-
ments for 2004-07 by the following amounts: 
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Year Cost-sharing payment 
adjustment 

2004 .............................. $24,549,315 
2005 .............................. 23,015,453 
2006 .............................. 17,365,388 
2007 .............................. 15,463,565 
 

Bringing petitioner into compliance with the final rule 
was the sole purpose of the cost-sharing adjustments 
in the notice of deficiency. 

III.  Section 482 

A. Arm’s-Length Standard 

Section 482 authorizes the Commissioner to allo-
cate income and expenses among related entities to 
prevent tax evasion and to ensure that taxpayers 
clearly reflect income relating to transactions be-
tween related entities.  The first sentence of section 
482 provides, in relevant part, as follows: 

In any case of two or more organizations, trades, 
or businesses * * * owned or controlled directly or 
indirectly by the same interests, the Secretary2 
may distribute, apportion, or allocate gross in-
come, deductions, credits, or allowances between 
or among such organizations, trades, or busi-
nesses, if he determines that such distribution, ap-
portionment, or allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the in-
come of any of such organizations, trades, or busi-
nesses.   
* * * 

                                            
2  The term ‘‘Secretary’’ means the Secretary of the Treasury or 
his delegate.  Sec. 7701(a)(11)(B). 
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Section 1.482-1(a)(1), Income Tax Regs., explains the 
purpose of section 482 as follows: 

The purpose of section 482 is to ensure that tax-
payers clearly reflect income attributable to con-
trolled transactions and to prevent the avoidance 
of taxes with respect to such transactions. Section 
482 places a controlled taxpayer[3] on a tax parity 
with an uncontrolled taxpayer by determining the 
true taxable income of the controlled taxpayer.  
* * * 

Section 1.482-1(b)(1), Income Tax Regs., provides that 

[i]n determining the true taxable income of a con-
trolled taxpayer, the standard to be applied in 
every case is that of a taxpayer dealing at arm’s 
length with an uncontrolled taxpayer.  A controlled 
transaction meets the arm’s length standard if the 
results of the transaction are consistent with the 
results that would have been realized if uncon-
trolled taxpayers had engaged in the same trans-
action under the same circumstances (arm’s length 
result).  However, because identical transactions 
can rarely be located, whether a transaction pro-
duces an arm’s length result generally will be de-
termined by reference to the results of comparable 
transactions under comparable circumstances.  
* * * 

The arm’s-length standard is also incorporated 
into numerous income tax treaties between the 
United States and foreign countries.  See, e.g., Con-
vention for the Avoidance of Double Taxation and the 

                                            
3  The term ‘‘controlled taxpayer’’ means ‘‘any one of two or more 
taxpayers owned or controlled directly or indirectly by the same 
interests, and includes the taxpayer that owns or controls the 
other taxpayers.’’  Sec. 1.482-1(i)(5), Income Tax Regs. 
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Prevention of Fiscal Evasion With Respect to Taxes on 
Income and on Capital Gains, U.S.-U.K. (2001 U.S.-
U.K. Income Tax Convention), art. 9, July 24, 2001, 
Tax Treaties (CCH) para. 10,901.09, at 201,019; U.S. 
Model Income Tax Convention of Nov. 15, 2006 (2006 
U.S. Model Income Tax Convention), art. 9, Tax Trea-
ties (CCH) para. 209.09, at 10,559; Treasury Depart-
ment Technical Explanation of the 2001 U.S.-U.K. In-
come Tax Convention, art. 9, Tax Treaties (CCH) 
para. 10,911, at 201,306 (‘‘This Article incorporates in 
the Convention the arm’s-length principle reflected in 
the U.S. domestic transfer pricing provisions, particu-
larly Code section 482.’’); Treasury Department Tech-
nical Explanation of the 2006 U.S. Model Income Tax 
Convention, art. 9, Tax Treaties (CCH) para. 215, at 
10,640 (same). 

B. Commensurate-With-Income Standard 

In 1986 Congress amended section 482 by adding, 
in relevant part, the following sentence:  ‘‘In the case 
of any transfer (or license) of intangible prop-
erty * * * , the income with respect to such transfer or 
license shall be commensurate with the income at-
tributable to the intangible.’’  Tax Reform Act of 1986, 
Pub. L. No. 99-514, sec. 1231(e)(1), 100 Stat. at 2562. 

The House report that accompanied the House ver-
sion of the 1986 amendment to section 482 states, in 
relevant part, as follows: 

Many observers have questioned the effective-
ness of the ‘‘arm’s length’’ approach of the regula-
tions under section 482.  A recurrent problem is 
the absence of comparable arm’s length transac-
tions between unrelated parties, and the incon-
sistent results of attempting to impose an arm’s 
length concept in the absence of comparables. 
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*     *     *     *     *     *     * 

The problems are particularly acute in the case 
of transfers of high-profit potential intangibles.  
Taxpayers may transfer such intangibles to for-
eign related corporations or to possession corpora-
tions at an early stage, for a relatively low royalty, 
and take the position that it was not possible at the 
time of the transfers to predict the subsequent suc-
cess of the product.  Even in the case of a proven 
high-profit intangible, taxpayers frequently take 
the position that intercompany royalty rates may 
appropriately be set on the basis of industry norms 
for transfers of much less profitable items. 

Certain judicial interpretations of section 482 
suggest that pricing arrangements between unre-
lated parties for items of the same apparent gen-
eral category as those involved in the related party 
transfer may in some circumstances be considered 
a ‘‘safe harbor’’ for related party pricing arrange-
ments, even though there are significant differ-
ences in the volume and risks involved, or in other 
factors.  * * * 

In many cases firms that develop high profit-
potential intangibles tend to retain their rights or 
transfer them to related parties in which they re-
tain an equity interest in order to maximize their 
profits.  * * *  Industry norms for transfers to un-
related parties of less profitable intangibles fre-
quently are not realistic comparables in these 
cases. 

There are extreme difficulties in determining 
whether the arm’s length transfers between unre-
lated parties are comparable.  The committee thus 
concludes that it is appropriate to require that the 
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payment made on a transfer of intangibles to a re-
lated foreign corporation or possessions corpora-
tion be commensurate with the income attributa-
ble to the intangible.  * * * 

*     *     *     *     *     *     * 

The basic requirement of the bill is that pay-
ments with respect to intangibles that a U.S. per-
son transfers to a related foreign corporation or 
possessions corporation must be commensurate 
with the income attributable to the intangible.  
* * * 

In making this change, the committee intends 
to make it clear that industry norms or other un-
related party transactions do not provide a safe-
harbor minimum payment for related party intan-
gibles transfers.  Where taxpayers transfer intan-
gibles with a high profit potential, the compensa-
tion for the intangibles should be greater than in-
dustry averages or norms.  * * * 

*     *     *     *     *     *     * 

In requiring that payments be commensurate 
with the income stream, the bill does not intend to 
mandate the use of the ‘‘contract manufacturer’’ or 
‘‘cost-plus’’ methods of allocating income or any 
other particular method.  As under present law, all 
the facts and circumstances are to be considered in 
determining what pricing methods are appropriate 
in cases involving intangible property, including 
the extent to which the transferee bears real risks 
with respect to its ability to make a profit from  the 
intangible or, instead, sells products produced 
with the intangible largely to related parties 
(which may involve little sales risk or activity) and 
has a market essentially dependent on, or assured 
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by, such related parties’ marketing efforts.  How-
ever, the profit or income stream generated by or 
associated with intangible property is to be given 
primary weight. 

[H.R. Rept. No. 99-426, at 423-426 (1985), 1986-
3 C.B. (Vol. 2) 1, 423-426.] 

The conference report that accompanied the 1986 
amendment to section 482 states, in relevant part, as 
follows: 

In view of the fact that the objective of these provi-
sions – that the division of income between related 
parties reasonably reflect the relative economic ac-
tivity undertaken by each – applies equally to in-
bound transfers, the conferees concluded that it 
would be appropriate for these principles to apply 
to transfers between related parties generally if in-
come must otherwise be taken into account. 

*     *     *     *     *     *     * 

The conferees are also aware that many im-
portant and difficult issues under section 482 are 
left unresolved by this legislation.  The conferees 
believe that a comprehensive study of intercom-
pany pricing rules by the Internal Revenue Service 
should be conducted and that careful consideration 
should be given to whether the existing regula-
tions could be modified in any respect. 

In revising section 482, the conferees do not in-
tend to preclude the use of certain bona fide re-
search and development cost-sharing arrange-
ments as an appropriate method of allocating in-
come attributable to intangibles among related 
parties, if and to the extent such agreements are 
consistent with the purposes of this provision that 
the income allocated among the parties reasonably 
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reflect the actual economic activity undertaken by 
each.  Under such a bona fide cost-sharing ar-
rangement, the cost-sharer would be expected to 
bear its portion of all research and development 
costs, on unsuccessful as well as successful prod-
ucts within an appropriate product area, and the 
costs of research and development at all relevant 
development stages would be included.  In order 
for cost-sharing arrangements to produce results 
consistent with the changes made by the Act to 
royalty arrangements, it is envisioned that the al-
location of R&D cost-sharing arrangements gener-
ally should be proportionate to profit as deter-
mined before deduction for research and develop-
ment.  In addition, to the extent, if any, that one 
party is actually contributing funds toward re-
search and development at a significantly earlier 
point in time than the other, or is otherwise effec-
tively putting  its funds at risk to a greater extent 
than the other, it would be expected that an appro-
priate return would be required to such party to 
reflect its investment. 

[H.R. Conf. Rept. No. 99-841 (Vol. II), at II-637 
through II-638 (1986), 1986-3 C.B. (Vol. 4) 1, 637-
638.] 

C. Treasury’s Position That the Commensu-
rate-With-Income Standard Was Intended 
To Work Consistently With the Arm’s-
Length Standard 

As the conference report suggested, Treasury and 
the Internal Revenue Service (IRS) conducted a com-
prehensive study of the regulations under section 482, 
the results of which they published in Notice 88-123, 
1988-2 C.B. 458 (1988 White Paper). 
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The 1988 White Paper concluded that the arm’s-
length standard is the international norm for making 
transfer pricing adjustments.  Id., 1988-2 C.B. at 475 
(‘‘The arm’s length standard is embodied in all U.S. 
tax treaties; it is in each major model treaty, including 
the U.S. Model Convention; it is incorporated into 
most tax treaties to which the United States is not a 
party; it has been explicitly adopted  by international 
organizations that have addressed themselves to 
transfer pricing issues; and virtually every major in-
dustrial nation takes the arm’s length standard as its 
frame of reference in transfer pricing cases.’’ (Fn. ref. 
omitted.)).  The 1988 White Paper further concluded 
that Congress intended for the commensurate-with-
income standard to work consistently with the arm’s-
length standard.  See id. (‘‘To allay fears that Con-
gress intended the commensurate with income stand-
ard to be implemented in a manner inconsistent with 
international transfer pricing norms and U.S. treaty 
obligations, Treasury officials publicly stated that 
Congress intended no departure from the arm’s length 
standard, and that the Treasury Department would so 
interpret the new law.’’). 

The 1988 White Paper explained that the commen-
surate-with-income standard is consistent with the 
arm’s-length standard because 

[l]ooking at the income related to the intangible 
and splitting it according to relative economic con-
tributions is consistent with what unrelated par-
ties do.  The general goal of the commensurate 
with income standard is, therefore, to ensure that 
each party earns the income or return from the in-
tangible that an unrelated party would earn in an 
arm’s length transfer of the intangible.  [Id., 1988-
2 C.B. at 472.] 
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Accordingly, in technical explanations to numerous 
income tax treaties that the United States has entered 
into since then, Treasury has repeatedly affirmed that 
Congress intended for the commensurate-with-in-
come standard to work consistently with the arm’s-
length standard.  See, e.g., Treasury Department 
Technical Explanation of the 2001 U.S.-U.K. Income 
Tax Convention, art. 9, Tax Treaties (CCH) para. 
10,911, at 201,307 (‘‘It is understood that the ‘com-
mensurate with income’ standard for determining ap-
propriate transfer prices for intangibles, added to 
Code section 482 by the Tax Reform Act of 1986, was 
designed to operate consistently with the arm’s-length 
standard.’’); Treasury Department Technical Expla-
nation of the 2006 U.S. Model Income Tax Conven-
tion, art. 9, Tax Treaties (CCH) para. 215, at 10,640-
10,641 (same). 

IV.  1995 Cost-Sharing Regulations 

We have previously considered whether controlled 
tax-payers must include stock-based compensation in 
the pool of costs to be shared.  Most recently, in Xilinx 
Inc. v. Commissioner, 125 T.C. 37 (2005), aff’d, 598 
F.3d 1191 (9th Cir. 2010), we addressed the treatment 
of stock-based compensation with respect to taxable 
years subject to cost-sharing regulations that Treas-
ury finalized in 1995 (1995 cost-sharing regulations).  
Because our findings and conclusions, and the conclu-
sions of the U.S. Court of Appeals for the Ninth Cir-
cuit, in Xilinx are relevant in these cases, we  briefly 
review the 1995 cost-sharing regulations, our Opinion 
in Xilinx, and the opinions of the U.S. Court of Ap-
peals for  the Ninth Circuit in that case. 
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A. Regulatory Provisions 

The 1995 cost-sharing regulations prohibited the 
District Director from making allocations under sec-
tion 482 ‘‘except  to the extent necessary to make each 
controlled participant’s share of the costs * * * of in-
tangible development under the qualified cost-sharing 
arrangement equal to its share of reasonably antici-
pated benefits attributable to such development’’.  
T.D. 8632, 1996-1 C.B. 85, 90.  The 1995 cost-sharing 
regulations further provided that ‘‘a controlled partic-
ipant’s costs of developing intangibles * * * [include] 
all of the costs incurred by that participant related to 
the intangible development area’’.  Id., 1996-1 C.B. at 
92. 

B. Our Opinion in Xilinx 

In Xilinx Inc. v. Commissioner, 125 T.C. 37, the 
taxpayer challenged deficiencies determined under 
the 1995 cost-sharing regulations on the basis of the 
Commissioner’s determination that the taxpayer 
should have included the value of stock-based com-
pensation in the intangible development cost pool.  As-
suming arguendo that the value of stock-based com-
pensation is a cost under the 1995 cost-sharing regu-
lations, we held that the Commissioner’s allocations 
failed to satisfy the arm’s-length standard of section 
1.482-1(b)(1), Income Tax Regs.  See id. at 53. 

In reaching this holding we concluded that, con-
sistent with the 1995 cost-sharing regulations, (1) in 
determining the true taxable income of a controlled 
taxpayer, the arm’s-length standard applies in all 
cases, see id. at 54-55; (2) the arm’s-length standard 
requires an analysis of what unrelated entities would 
do, see id. at 53-54; (3) the commensurate-with-income 
standard was never intended to supplant the arm’s-
length standard, see id. at 56-58; and (4) unrelated 
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parties would not share the exercise spread or grant 
date value4 of stock-based compensation, see id. at 58-
62. 

In concluding that unrelated parties would not 
share either the exercise spread or grant date value of 
stock-based compensation, (1) we observed that the 
Commissioner’s expert agreed that unrelated parties 
would not explicitly share the exercise spread or grant 
date value of stock-based compensation because unre-
lated parties would find it hard to agree how to meas-
ure such value and because doing so would leave them 
open to potential disputes, see id. at 58; (2) we found 
that the taxpayers proved that companies do not take 
into account either the exercise spread or grant date 
value of stock-based compensation for product pricing 
purposes, see id. at 59; (3) we observed that the Com-
missioner produced no credible evidence showing that 
unrelated parties implicitly share the exercise spread 
or grant date value of stock-based compensation, see 
id.; (4) we credited the testimony of the taxpayers’ nu-
merous fact witnesses who testified that unrelated 
parties do not share either the exercise spread or 
grant date value of stock-based compensation in cost-
sharing agreements, see id.; (5) we found that the tax-
payers proved that ‘‘if unrelated parties believed that 
the spread and grant date value were costs’’, they 
‘‘would be very explicit about their treatment’’, id.; (6) 
we credited the testimony of the tax-payers’ expert 
who testified that unrelated parties would not agree 

                                            
4  The exercise spread value is the spread between the option 
strike price and the price of the underlying stock when the option 
is exercised.  See Xilinx Inc. v. Commissioner, 125 T.C. 37, 47 
(2005), aff’d, 598 F.3d 1191 (9th Cir. 2010).  The grant date value 
is the fair market value of the option on its grant date.  See id. at 
50. 
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to share spread-based cost because doing so would cre-
ate perverse incentives for each party to diminish the 
stock price of the other, see id. at 61; and (7) we ob-
served  that during the years in issue the grant value 
of stock-based compensation was generally not 
treated as an expense for tax and financial accounting 
purposes, see id. at 61-62. 

C. The Ninth Circuit Opinions in Xilinx 

The U.S. Court of Appeals for the Ninth Circuit in-
itially reversed our Opinion in Xilinx.  The majority 
opinion by Judge Fisher reasoned that ‘‘[b]ecause the 
all costs requirement [of the 1995 cost-sharing regula-
tions] is irreconcilable with the arm’s length stand-
ard,’’ the more specific all costs requirement controls.  
Xilinx Inc. v. Commissioner, 567 F.3d 482, 489 (9th 
Cir. 2009), rev’g and remanding 125 T.C. 37, 
withrawn, 592 F.3d 1017 (9th Cir. 2010).  The dissent-
ing opinion by Judge Noonan agreed that the regula-
tions were irreconcilable, see id. at 497 (Noonan, J., 
dissenting), but concluded that the all costs require-
ment should be construed as not applying to stock-
based compensation because (1) the regulations 
should be interpreted in the light of the dominant pur-
pose of the statute – “parity between taxpayers in un-
controlled transactions and taxpayers in controlled 
transactions’’, id. at 498; (2) any inconsistencies in the 
regulations should be construed against the Govern-
ment, see id.; and (3) Treasury’s technical explanation 
of the income tax convention between the United 
States and Ireland confirms that the commensurate-
with-income standard is meant to work consistently 
with the arm’s-length standard, see id. at 498-500 
(‘‘This article incorporates in the Convention the 
arm’s[-]length principle reflected in the U.S. domestic 
transfer  pricing  provision, particularly  Code  section 
482. * * * It is understood that the ‘commensurate 
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with income’ standard for determining appropriate 
transfer prices for intangibles, added to Code section 
482 by the Tax Reform Act of 1986, was designed to 
operate consistently with the arm’s-length standard.’’  
(quoting Treasury Department Technical Explanation 
of the Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with Re-
spect to Taxes on Income and Capital Gains Signed at 
Dublin on July 28, 1997, and the Protocol Signed at 
Dublin on July 28, 1997 (1997 U.S.-Ir. Income Tax 
Convention and Protocol), U.S.-Ir., Tax Treaties 
(CCH) para. 4435, at 103,223)). 

The Court of Appeals subsequently withdrew its 
opinion in Xilinx and issued a new opinion affirming 
our Opinion in Xilinx.  The new opinion by Judge 
Noonan was in substance similar to his original dis-
senting opinion, with the exception that the new opin-
ion did not rest its reasoning on the notion that incon-
sistencies in the regulations should be resolved 
against the Government.  See Xilinx Inc. v. Commis-
sioner, 598 F.3d at 1191-1197 (Noonan, J.). 

Judge Fisher’s concurring opinion first explained 
the parties’ ‘‘dueling interpretations of the ‘arm’s 
length standard’ ”.  Id. at 1197 (Fisher, J., concurring).  
According to Judge Fisher, Xilinx contended that the 
arm’s-length standard required ‘‘controlled parties 
* * * [to] share only those costs uncontrolled parties 
share.’’  Id.  By contrast, the Commissioner contended 
that  

analyzing comparable transactions is unhelpful in 
situations where related and unrelated parties al-
ways occupy materially different circumstances.  
As applied to sharing * * * [employee-stock-option 
(ESO)] costs, the Commissioner argues (consistent 
with the tax court’s findings) that the reason unre-
lated parties do not, and would not, share ESO 
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costs is that they are unwilling to expose them-
selves to an obligation that will vary with an unre-
lated company’s stock price.  Related companies 
are less prone to this concern precisely because 
they are related – i.e., because XI is wholly owned 
by Xilinx, it is already exposed to variations in Xil-
inx’s overall stock price, at least in some respects. 
* * * [Id.] 

Judge Fisher concluded ‘‘that Xilinx’s understanding 
of the regulations is the more reasonable even if the 
Commissioner’s current interpretation may be theo-
retically plausible.’’  Id. at 1198.  He further explained 
that ‘‘we need not defer to * * * [the Commissioner’s 
interpretation of the arm’s-length standard] because 
he has not clearly articulated his rationale until now.’’  
Id. (citing United States v. Thompson/Ctr. Arms Co., 
504 U.S. 505, 518-519 & n.9 (1992)).  In a footnote 
Judge Fisher added:  ‘‘It is an open question whether 
these flaws have been addressed in the new regula-
tions Treasury issued after the tax years at issue in 
this case.’’  Id. n.4.  Notwithstanding Judge Fisher’s 
concerns, Judge Reinhardt, dissenting, would have 
continued to adhere to the panel’s original opinion.  
See id. at 1199-1200 (Reinhardt, J., dissenting). 

V. 2003 Cost-Sharing Regulations 

A. Notice of Proposed Rulemaking 

In July 2002 Treasury issued a notice of proposed 
rule-making and notice of a public hearing (NPRM) 
with respect to proposed amendments to the 1995 
cost-sharing regulations.  The NPRM set a public 
hearing on the proposed amendments for November 
20, 2002.  See 67 Fed. Reg. 48997 (July 29, 2002).  The 
preamble to the NPRM states that the proposed 
amendments to the 1995 cost-sharing regulations 
sought to clarify 
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that stock-based compensation must be taken into 
account in determining operating expenses under 
§ 1.482-7(d)(1)[, Income Tax Regs.,] and to provide 
rules for measuring stock-based compensation 
costs * * * [, and] to include express provisions to 
coordinate the cost sharing rules of § 1.482-7[, In-
come Tax Regs.,] with the arm’s length standard 
as set forth in § 1.482-1[, Income Tax Regs.].  [Id. 
at 48998.] 

B. Comments Submitted in Response to the 
Proposed Regulations 

In response to the NPRM the following persons 
and organizations submitted written comments to 
Treasury:  (1) American Electronics Association 
(AeA); (2) Baker & McKenzie, LLP, on behalf of the 
Software Finance and Tax Executives Council 
(SoFTEC); (3) Deloitte & Touche, LLP; (4) Ernst & 
Young LLP, on behalf of the Global Competitiveness 
Coalition (Global); (5) Fenwick & West, LLP (Fen-
wick); (6) Financial Executives International (FEI); 
(7) Information Technology Association of America; 
(8) Information Technology Industry Council; (9) 
KPMG, LLP; (10) PricewaterhouseCoopers, LLP 
(PwC); (11) Irish Office of the Revenue Commission-
ers; (12) Joseph A. Grundfest, W.A. Franke Professor 
of Law and Business, Stanford Law School; (13) Xilinx 
Inc.  Additionally, the following four persons spoke at 
the November 20, 2002, public hearing:  (1) Eric D. 
Ryan, of PwC; (2) Ron Schrotenboer, of Fenwick; (3) 
John M. Peterson, Jr., of Baker & McKenzie, LLP and 
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on behalf of SoFTEC; and (4) Caroline Graves Hurley, 
of AeA.5 

Several of the commentators informed Treasury 
that they knew of no transactions between unrelated 
parties, including any cost-sharing arrangement, ser-
vice agreement, or other contract, that required one 
party to pay or reimburse the other party for amounts 
attributable to stock-based compensation. 

AeA provided to Treasury the results of a survey of 
its members.  AeA member companies reviewed their 
arm’s-length codevelopment and joint venture agree-
ments and found none in which the parties shared 
stock-based compensation.  For those agreements that 
did not explicitly address the treatment of stock-based 
compensation, the companies reviewed their account-
ing records and found none in which any costs associ-
ated with stock-based compensation were shared. 

AeA and PwC represented to Treasury that they 
conducted multiple searches of the Electronic Data 
Gathering, Analysis, and Retrieval (EDGAR) system6 
and found no cost-sharing agreements between unre-
lated parties in which the parties agreed to share ei-
ther the exercise spread or grant date value of stock-
based compensation. 

Several commentators identified arm’s-length 
agreements in which stock-based compensation was 

                                            
5  Tax Analysts prepared a written transcript of the November 
20, 2002, hearing.  Treasury did not request or pay for the tran-
script and did not identify it as an ‘‘official’’ transcript. 

6 EDGAR is maintained by the Securities and Exchange Com-
mission (SEC) and is a public and searchable database that pro-
vides users with free access to registration statements, periodic 
reports, and other forms filed by companies, including ‘‘material 
contracts’’ that are required by law to be attached as exhibits to 
certain SEC forms. 
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not shared or reimbursed.  For example, (1) AeA iden-
tified, and PwC provided, a 1997 collaboration agree-
ment between Amylin Pharmaceuticals, Inc., and 
Hoechst Marion Roussel, Inc. (Amylin-HMR collabo-
ration agreement), that did not include stock options 
in the pool of costs to be shared; (2) PwC identified a 
joint development agreement between the bio-tech-
nology company AgraQuest, Inc., and Rohm & Haas 
under which only ‘‘out-of-pocket costs’’ would be 
shared; (3) PwC identified a 1999 cost-sharing agree-
ment between software companies Healtheon Corp. 
and Beech Street Corp. that expressly excluded stock 
options from the pool of expenses to be shared.  Addi-
tionally, in written comments, and again at the No-
vember 20, 2002, hearing, Ms. Hurley offered to pro-
vide Treasury with more detailed information regard-
ing several agreements involving AeA member com-
panies, provided that the companies received 
adequate assurances that their proprietary infor-
mation would not be disclosed.7 

FEI submitted model accounting procedures from 
the Council of Petroleum Accountant Societies (CO-
PAS) for sharing costs among joint operating agree-
ment partners in the petroleum industry.  FEI noted 
that COPAS recommends that joint operating agree-
ments should not allow stock options to be charged 
against the joint account because they are difficult to 
accurately value. 

AeA, SoFTEC, KPMG, and PwC cited the practice 
of the Federal Government, which regularly enters 
into cost-reimbursement contracts at arm’s length.  

                                            
7 Respondent admits that Treasury never had any discussions 
with the AeA member companies regarding the arm’s-length 
cost-sharing agreements that the AeA member companies of-
fered to discuss. 
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They noted that Federal acquisition regulations pro-
hibit reimbursement of amounts attributable to stock-
based compensation.8 

AeA, Global, and PwC explained that, from an eco-
nomic perspective, unrelated parties would not agree 
to share or reimburse amounts related to stock-based 
compensation because the value of stock-based com-
pensation is speculative, potentially large, and com-
pletely outside the control of the parties.  SoFTEC pro-
vided a detailed economic analysis from economists 
William Baumol and Burton Malkiel reaching the 
same conclusion. 

Finally, the Baumol and Malkiel analysis con-
cluded that there is no net economic cost to a corpora-
tion or its shareholders from the issuance of stock-
based compensation.  Similarly, Mr. Grundfest as-
serted that a company’s ‘‘decision to grant options to 
employees * * * does not change its operating ex-
penses’’ and does not factor into its pricing decisions. 

C. Final Rule 

1. Regulatory Provisions 

In August 2003 Treasury issued the final rule.  The 
final rule explicitly required parties to QCSAs to 
share stock-based compensation costs.  See sec. 1.482-
7(d)(2), Income Tax Regs.  The final rule also added 
sections 1.482-1(b)(2)(i) through 1.482-7(a)(3), Income 
Tax Regs., to provide that a QCSA produces an arm’s-
length result only if the parties’ costs are determined 
in accordance with the final rule.  See T.D. 9088, 2003-
2 C.B. 841, 847-848. 

                                            
8 Federal acquisition regulations prohibit contractors from 
charging the Government for stock-based compensation.  See 48 
C.F.R. sec. 31.205-6(i) (2013). 
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The final rule provides two methods for measuring 
the value of stock-based compensation:  a default 
method and an elective method.  Under the default 
method, ‘‘the costs attributable to stock-based com-
pensation generally are included as intangible devel-
opment costs upon the exercise of the option and 
measured by the spread between the option strike 
price and the price of the underlying stock.’’  Id., 2003-
2 C.B. at 844.  Under the elective method, ‘‘the costs 
attributable to stock options are taken into account in 
certain cases in accordance with the ‘fair value’ of the 
option, as reported for financial accounting purposes 
either as a charge against income or in footnoted dis-
closures.’’  Id.  The elective method, however, is avail-
able only with respect to options on stock that is pub-
licly traded ‘‘on an established United States securi-
ties market and is issued by a company whose finan-
cial statements are prepared in accordance with 
United States generally accepted accounting princi-
ples for the taxable year.’’  Sec. 1.482-7(d)(3)(iii)(B)(2), 
Income Tax Regs. 

2. Lack of Evidence From Uncontrolled 
Transactions 

When it issued the final rule, the files maintained 
by Treasury relating to the final rule did not contain 
any expert opinions, empirical data, or published or 
unpublished articles, papers, surveys, or reports sup-
porting a determination that the amounts attributa-
ble to stock-based compensation must be included in 
the cost pool of QCSAs to achieve an arm’s-length re-
sult.  Those files also did not contain any record that 
Treasury searched any database that could have con-
tained agreements between unrelated parties relating 
to joint undertakings or the provision of services.  Ad-
ditionally, Treasury was unaware of any written con-
tract between unrelated parties, whether in a cost-
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sharing arrangement or otherwise, that required one 
party to pay or reimburse the other party for amounts 
attributable to stock-based compensation; or any evi-
dence of any actual transaction between unrelated 
parties, whether in a cost-sharing arrangement or 
otherwise, in which one party paid or reimbursed the 
other party for amounts attributable to stock-based 
compensation. 

3. Response to Comments 

The preamble to the final rule responded to com-
ments that asserted that the proposed amendments to 
the 1995 cost-sharing regulations were inconsistent 
with the arm’s-length standard, in relevant part, as 
follows: 

Treasury and the IRS continue to believe that 
requiring stock-based compensation to be taken 
into account for purposes of QCSAs is consistent 
with the legislative intent underlying section 482 
and with the arm’s length standard (and therefore 
with the obligations of the United States under its 
income tax treaties and with the OECD transfer 
pricing guidelines).  The legislative history of the 
Tax Reform Act of 1986 expressed Congress’s in-
tent to respect cost sharing arrangements as con-
sistent with the commensurate with income stand-
ard, and therefore consistent with the arm’s length 
standard, if and to the extent that the participants’ 
shares of income ‘‘reasonably reflect the actual eco-
nomic activity undertaken by each.’’  See H.R. 
Conf. Rep[t]. No. 99-481 [Vol. II], at II-638 (1986).  
* * *  In order for the costs incurred by a partici-
pant  to reasonably reflect its actual economic ac-
tivity, the costs must be determined on a compre-
hensive basis.  Therefore, in order for a QCSA to 
reach an arm’s length result consistent with legis-
lative intent, the QCSA must reflect all relevant 
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costs, including such critical elements of cost as the 
cost of compensating employees for providing ser-
vices related to the development of the intangibles 
pursuant to the QCSA.  Treasury and the IRS do 
not believe that there is any basis for distinguish-
ing between stock-based compensation and other 
forms of compensation in this context. 

Treasury and the IRS do not agree with the 
comments that assert that taking stock-based com-
pensation into account in the QCSA context would 
be inconsistent with the arm’s length standard in 
the absence of evidence that parties at arm’s 
length take stock-based compensation into account 
in similar circumstances.  Section 1.482-1(b)(1)[, 
Income Tax Regs.,] provides that a ‘‘controlled 
transaction meets the arm’s length standard if the 
results of the transaction are consistent with the 
results that would have been realized if uncon-
trolled taxpayers had engaged in the same trans-
action under the same circumstances.’’  * * *  While 
the results actually realized in similar transac-
tions under similar circumstances ordinarily pro-
vide significant evidence in determining whether a 
controlled transaction meets the arm’s length 
standard, in the case of QCSAs such data may not 
be available.  As recognized in the legislative his-
tory of the Tax Reform Act of 1986, there is little, 
if any, public data regarding transactions involv-
ing high-profit intangibles.  H.R. Rep[t]. No. 99-
426, at 423-[4]25 (1985).  The uncontrolled trans-
actions cited by commentators do not share enough 
characteristics of QCSAs involving the develop-
ment of high-profit intangibles to establish that 
parties at arm’s length would not take stock op-
tions into account in the context of an arrangement 
similar to a QCSA.  Government contractors that 
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are entitled to reimbursement for services on a 
cost-plus basis under government procurement 
law assume substantially less entrepreneurial risk 
than that assumed by service providers that par-
ticipate in QCSAs, and therefore the economic re-
lationship between the parties to such an arrange-
ment is very different from the economic relation-
ship between participants in a QCSA.  The other 
agreements highlighted by commentators estab-
lish arrangements that differ significantly from 
QCSAs in that they provide for the payment of 
markups on cost or of non-cost-based service fees 
to service providers within the arrangement or for 
the payment of royalties among participants in the 
arrangement.  Such terms, which may have the ef-
fect of mitigating the impact of using a cost base to 
be shared or reimbursed that is less than compre-
hensive, would not be permitted by the QCSA reg-
ulations.  * * * 

The regulations relating to QCSAs have as 
their focus reaching results consistent with what 
parties at arm’s length generally would do if they 
entered into cost sharing arrangements for the de-
velopment of high-profit intangibles.  These final 
regulations reflect that at arm’s length the parties 
to an arrangement that is based on the sharing of 
costs to develop intangibles in order to obtain the 
benefit of an independent right to exploit such in-
tangibles would ensure through bargaining that 
the arrangement reflected all relevant costs, in-
cluding all costs of compensating employees for 
providing services related to the arrangement.  
Parties dealing at arm’s length in such an arrange-
ment based on the sharing of costs and benefits 
generally would not distinguish between stock-
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based compensation and other forms of compensa-
tion. 

For example, assume that two parties are nego-
tiating an arrangement similar to a QCSA in order 
to attempt to develop patentable pharmaceutical 
products, and that they anticipate that they will 
benefit equally from their exploitation of such pa-
tents in their respective geographic markets.  As-
sume further that one party is considering the 
commitment of several employees to perform re-
search with respect to the arrangement.  That 
party would not agree to commit employees to an 
arrangement that is based on the sharing of costs 
in order to obtain the benefit of independent ex-
ploitation rights unless the other party agrees to 
reimburse its share of the compensation costs of 
the employees.  Treasury and the IRS believe that 
if a significant element of that compensation con-
sists of stock-based compensation, the party com-
mitting employees to the arrangement generally 
would not agree to do so on terms that ignore the 
stock-based compensation. 

[T.D. 9088, 2003-2 C.B. at 842-843.] 

The preamble to the final rule responded to com-
ments that asserted that stock-based compensation 
does not constitute an economic cost, or relevant eco-
nomic cost, as follows: 

Treasury and the IRS continue to believe that re-
quiring stock-based compensation to be taken into 
account in the context of QCSAs is appropriate.  
The final regulations provide that stock-based 
compensation must be taken into account in the 
context of QCSAs because such a result is con-
sistent with the arm’s length standard.  Treasury 
and the IRS agree that the disposition of financial 
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reporting issues does not mandate a particular re-
sult under these regulations.  [Id., 2003-2 C.B. at 
843.] 

The preamble to the final rule responded to com-
ments that asserted that parties at arm’s length 
would not share either the exercise spread or grant 
date value of stock-based compensation because they 
would produce results that are too speculative or not 
sufficiently related to the employee services that are 
compensated, as follows: 

Treasury and the IRS believe that it is appropriate 
for regulations to prescribe guidance in this con-
text that is consistent with the arm’s length stand-
ard and that also is objective and administrable.  
As long as the measurement method is determined 
at or before grant date, either of the prescribed 
measurement methods can be expected to result in 
an appropriate allocation of costs among QCSA 
participants and therefore would be consistent 
with the arm’s length standard.  [Id., 2003-2 C.B. 
at 844.] 

Finally, the preamble to the final rule states that 
‘‘[i]t has also been determined that [APA] section 
553(b) * * * does not apply to these regulations.’’  Id., 
2003-2 C.B. at 847. 

Discussion 

I. Summary Judgment 

Rule 121(a) provides that either party may move 
for summary judgment upon all or any part of the le-
gal issues in controversy.  Full or partial summary 
judgment may be granted only if it is demonstrated 
that there is no genuine dispute as to any material 
fact and that a decision may be rendered as a matter 
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of law.  See Rule 121(b); Sundstrand Corp. v. Commis-
sioner, 98 T.C. 518, 520 (1992), aff’d, 17 F.3d 965 (7th 
Cir. 1994).  We conclude that there is no genuine dis-
pute as to any material fact relating to the issue pre-
sented by the parties’ cross-motions for partial sum-
mary judgment and that the issue may be decided as 
a matter of law. 

II. Applicable Principles of Administrative Law 

A. Notice and Comment Rulemaking 

Pursuant to APA sec. 553, in promulgating regula-
tions through informal rulemaking an agency must (1) 
publish a notice of proposed rulemaking in the Fed-
eral Register,9 see APA sec. 553(b); (2) provide ‘‘inter-
ested persons an opportunity to participate in the rule 
making through submission of written data, views, or 
arguments with or without opportunity for oral 
presentation’’, id. subsec. (c); and (3) ‘‘[a]fter consider-
ation of the relevant matter presented, * * * incorpo-
rate in the rules adopted a concise general statement 
of their basis and purpose’’, id.  These requirements 
do not apply to interpretive rules,10 see id. subsec. 

                                            
9 The notice of proposed rulemaking must include ‘‘(1) a state-
ment of the time, place, and nature of public rule making pro-
ceedings; (2) reference to the legal authority under which the rule 
is proposed; and (3) either the terms or substance of the proposed 
rule or a description of the subjects and issues involved.’’  APA 
sec. 553(b). 

10 We have previously referred to regulations issued pursuant to 
specific grants of rulemaking authority as legislative regulations 
and regulations issued pursuant to Treasury’s general rulemak-
ing authority, under sec. 7805(a), as interpretive regulations.  
See, e.g., Tutor-Saliba Corp. v. Commissioner, 115 T.C. 1, 7 
(2000).  Because the terms ‘‘legislative’’ and ‘‘interpretive’’ have 
different meanings in the administrative law context, see Hemp 
Indus. Ass’n v. DEA, 333 F.3d 1082, 1087 (9th Cir. 2003), we will 
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(b)(A), or when an agency for good cause finds – and 
incorporates its findings in the rules issued – that ‘‘no-
tice and public procedure thereon are impracticable, 
unnecessary, or contrary to the public interest’’, id. 
para. (B). 

Generally, interpretive rules merely explain preex-
isting substantive law.  See Hemp Indus. Ass’n v. 
DEA, 333 F.3d 1082, 1087 (9th Cir. 2003).  Substan-
tive (or legislative) rules by contrast, ‘‘create rights, 
impose obligations, or effect a change in existing law’’.  
Id.  Stated simply, ‘‘legislative rules, unlike interpre-
tive rules, have the ‘force of law.’ ”  Id. (quoting Am. 
Mining Cong. v. Mine Safety & Health Admin., 995 
F.2d 1106, 1109 (D.C. Cir. 1993)); see also Chrysler 
Corp. v. Brown, 441 U.S. 281, 301-302 (1979). 

A rule has the force of law ‘‘only if Congress has 
delegated legislative power to the agency and if the 
agency intended to exercise that power in promulgat-
ing the rule.’’  Am. Mining Cong., 995 F.2d at 1109 
(citing Am. Postal Workers Union v. USPS, 707 F.2d 
548, 558 (D.C. Cir. 1983)).  The U.S. Court of Appeals 
for the Ninth Circuit, to which an appeal in these 
cases appears to lie absent a stipulation to the con-
trary, see sec. 7482(b)(1)(B), (2), has held that we can 
infer that an agency intends for a rule to have the 
force of law in any of  the following circumstances:  ‘‘(1) 
when, in the absence of the rule, there would not be 
an adequate legislative basis for enforcement action; 
(2) when the agency has explicitly invoked its general 
legislative authority; or (3) when the rule effectively 
amends a prior legislative rule,’’ Hemp Indus., 333 

                                            
refer to regulations issued pursuant to specific grants of rule-
making authority as specific authority regulations and regula-
tions issued pursuant to Treasury’s general rulemaking author-
ity, under sec. 7805(a), as general authority regulations. 
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F.3d at 1087 (citing Am. Mining Cong., 995 F.2d 
1106), or ‘‘effect[s] a change in existing law or policy’’, 
D.H. Blattner & Sons, Inc. v. Sec’y of Labor, Mine 
Safety  &  Health Admin., 152 F.3d 1102, 1109 (9th 
Cir. 1998) (alteration in original) (quoting Powderly v. 
Schweiker, 704 F.2d 1092, 1098 (9th Cir. 1983)).  In 
determining whether a rule is interpretive or legisla-
tive we ‘‘need not accept the agency characterization 
at face value.’’  Hemp Indus., 333 F.3d at 1087 (citing 
Gunderson v. Hood, 268 F.3d 1149, 1154 n.27 (9th Cir. 
2001)). 

The notice and comment requirements of APA sec. 
553 ‘‘are intended to assist judicial review as well as 
to provide fair treatment for persons affected by a 
rule.’’  Home Box Office, Inc. v. FCC, 567 F.2d 9, 35 
(D.C. Cir. 1977).  Accordingly, ‘‘there must be an ex-
change of views, information, and criticism between 
interested persons and the agency.’’  Id.  Additionally, 
because ‘‘the opportunity to comment is meaningless 
unless the agency responds to significant points 
raised by the public’’, an agency is required to respond 
to significant comments.11  Id. at 35-36.  However, 
‘‘[t]he failure to respond to comments is significant 
only insofar as it demonstrates that the agency’s deci-
sion was not based on a consideration of the relevant 
factors.’’  Sherley v. Sebelius, 689 F.3d 776, 784 (D.C. 

                                            
11 ‘‘[O]nly comments which, if true, raise points relevant to the 
agency’s decision and which, if adopted, would require a change 
in an agency’s proposed rule cast doubt on the reasonableness of 
a position taken by the agency.  Moreover, comments which 
themselves are purely speculative and do not disclose the factual 
or policy basis on which they rest require no response.’’  Home 
Box Office, Inc. v. FCC, 567 F.2d 9, 35 n.58 (D.C. Cir. 1977); see 
also Am. Mining Cong. v. EPA, 965 F.2d 759, 771 (9th Cir. 1992) 
(citing Home Box Office, 567 F.2d at 35 & n.58). 
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Cir. 2012) (quoting Covad Commc’ns v. FCC, 450 F.3d 
528, 550 (D.C. Cir. 2006)). 

B. Judicial Review of Agency Decisionmaking 
– State Farm Review 

Pursuant to APA sec. 706(2)(A), a court must ‘‘hold 
unlawful and set aside agency action, findings, and 
conclusions’’ that the court finds to be ‘‘arbitrary, ca-
pricious, an abuse of discretion, or otherwise not in ac-
cordance with law’’.  A court’s review under this 
‘‘standard is narrow and a court is not to substitute its 
judgment for that of the agency.’’  Motor Vehicle Mfrs. 
Ass’n of the U.S. v. State Farm Mut. Auto. Ins. Co., 463 
U.S. 29, 43 (1983); see also Judulang v. Holder, 565 
U.S. ___, ___, 132 S. Ct. 476, 483 (2011); Citizens to 
Pres. Overton Park, Inc. v. Volpe, 401 U.S. 402, 416 
(1971), abrogated on other grounds by Califano v. 
Sanders, 430 U.S. 99 (1977).  However, a reviewing 
court must ensure that the agency ‘‘engaged in rea-
soned decisionmaking.’’  Judulang, 565 U.S. at ___, 
132 S. Ct. at 484.  To engage in reasoned decisionmak-
ing, ‘‘the agency must examine the relevant data and 
articulate a satisfactory explanation for its action in-
cluding a ‘rational connection between the facts found 
and the choice made.’ ”  State Farm, 463 U.S. at 43 
(quoting Burlington Truck Lines v. United States, 371 
U.S. 156, 168 (1962)). 

In reviewing an agency action a court must deter-
mine ‘‘whether the decision was based on a considera-
tion of the relevant factors and whether there has 
been a clear error of judgment.’’  Id. (quoting Bowman 
Transp., Inc. v. Arkansas-Best Freight Sys., Inc., 419 
U.S. 281, 285 (1974)); see also Judulang, 565 U.S. at 
___, 132 S. Ct. at 484.  ‘‘Normally, an agency rule 
would be arbitrary and capricious if the agency has 
relied on factors which Congress has not intended it 
to consider, entirely failed to consider an important 



112a 

aspect of the problem, offered an explanation for its 
decision that runs counter to the evidence before the 
agency, or is so implausible that it could not be as-
cribed to a difference in view or the product of agency 
expertise.’’  State Farm, 463 U.S. at 43.  

In providing a reasoned explanation for agency ac-
tion that departs from an agency’s prior position the 
agency must ‘‘display awareness that it is changing 
position.’’  FCC v. Fox Television Stations, Inc., 556 
U.S. 502, 515 (2009) (citing United States v. Nixon, 
418 U.S. 683, 696 (1974)).  However, the agency need 
not demonstrate ‘‘that the reasons for the new policy 
are better than the reasons for the old one’’.  Id.  

In examining an agency’s explanation for issuing a 
rule a reviewing court ‘‘‘may not supply a reasoned ba-
sis for the agency’s action that the agency itself has 
not given.’ ”  State Farm, 463 U.S. at 43 (quoting SEC 
v. Chenery Corp., 332 U.S. 194, 196 (1947)); see also 
Carpenter Family Invs., LLC v. Commissioner, 136 
T.C. 373, 380, 396 n.30 (2011).  Similarly, when an 
agency ‘‘relie[s] on multiple rationales (and has not 
done so in the alternative), and * * * [a reviewing 
court] conclude[s] that at least one of the rationales is 
deficient,’’ Nat’l Fuel Gas Supply Corp. v. FERC, 468 
F.3d 831, 839 (D.C. Cir. 2006) (citing Allied-Signal, 
Inc. v. U.S. Nuclear Regulatory Comm’n, 988 F.2d 
146, 150-151 (D.C. Cir. 1993), and Consol. Edison Co. 
of N.Y. v. FERC, 823 F.2d 630, 641-642 (D.C. Cir. 
1987)), the court cannot sustain the agency action on 
the basis of the sufficient rationale unless the court is 
certain that the agency would have taken the same 
action ‘‘even absent the flawed rationale’’, id.  How-
ever, the reviewing court must ‘‘uphold a decision of 
less than ideal clarity if the agency’s path may reason-
ably be discerned.’’  State Farm, 463 U.S. at 43 (quot-
ing Bowman Transp., 419 U.S. at 286). 
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C. Judicial Review of Agency Statutory Con-
struction – Chevron Review 

A court reviews an agency’s authoritative con-
struction of a statute under the two-step test first ar-
ticulated in Chevron, U.S.A., Inc. v. Natural Res. Def. 
Council, Inc., 467 U.S. 837, 842 (1984).  See Mayo 
Found. for Med. Educ. & Research v. United States, 
562 U.S. 44, 55-58 (2011).  In Mayo Found., the Su-
preme Court clarified that both specific authority reg-
ulations and general authority regulations are to be 
accorded Chevron deference.12  See id. 

Under Chevron step 1, ‘‘applying the ordinary tools 
of statutory construction,’’ City of Arlington v. FCC, 
569 U.S. ___, ___, 133 S. Ct. 1863, 1868 (2013), a court 
must determine ‘‘whether Congress has directly spo-
ken to the precise question at issue.  If the intent of 
Congress is clear, that is the end of the matter; for the 
court, as well as the agency, must give effect to the 
unambiguously expressed intent of Congress.’’  Chev-
ron, 467 U.S. at 842-843.  Under Chevron step 2, a 
court must defer to the agency’s authoritative inter-
pretation of an ambiguous statute ‘‘unless it is ‘arbi-
trary or capricious in substance, or manifestly con-
trary to the statute.’ ”  Mayo Found., 562 U.S. at 53 
(quoting Household Credit Servs., Inc. v. Pfennig, 541 

                                            
12 The Supreme Court explained that ‘‘Chevron deference is ap-
propriate ‘when it appears that Congress delegated authority to 
the agency generally to make rules carrying the force of law, and 
that the agency interpretation claiming deference was promul-
gated in the exercise of that authority.’”  Mayo Found. for Med. 
Educ. & Research v. United States, 562 U.S. 44, 57 (2011) (quot-
ing United States v. Mead Corp., 533 U.S. 218, 226-227 (2001)).  
The Supreme Court concluded that when Treasury issues gen-
eral authority regulations after full notice and comment proce-
dures, these conditions are met and those regulations are there-
fore entitled to Chevron deference.  See id. at 56-57. 
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U.S. 232, 242 (2004)); see also Judulang, 565 U.S. at 
___, 132 S. Ct. at 483 n.7. 

Chevron deference applies even where an agency 
adopts a construction that conflicts with a prior judi-
cial construction of the statute.  See Nat’l Cable & Tel-
ecomms. Ass’n v. Brand X Internet Servs., 545 U.S. 
967, 982-983 (2005).  However, if a precedential case 
holds that a statute unambiguously expresses a con-
gressional intent that is contrary to the agency’s con-
struction of the statute, the prior judicial construction 
controls.  See id.; see also United States v. Home Con-
crete & Supply, LLC, 566 U.S. ___, ___, 132 S. Ct. 
1836, 1844 (2012). 

D. Harmless Error 

APA sec. 706 instructs reviewing courts to take 
‘‘due account * * * of the rule of prejudicial error.’’  See 
also Nat’l Ass’n of Home Builders v. Defenders of Wild-
life, 551 U.S. 644, 659-660 (2007) (‘‘In administrative 
law, as in federal civil and criminal litigation, there is 
a harmless error rule[.]’’ (quoting PDK Labs. Inc. v. 
DEA, 362 F.3d 786, 799 (D.C. Cir. 2004))).  This rule 
reflects the notion that ‘‘[i]f the agency’s mistake did 
not affect the outcome, if it did not prejudice the peti-
tioner, it would be senseless to vacate’’ the agency ac-
tion.  PDK Labs., 362 F.3d at 799. 

III.  Preliminary Administrative Law Issues 

The parties disagree whether the final rule is a leg-
islative rule or an interpretive rule.  The parties also 
disagree regarding the standard of review that we 
should apply.  We therefore address these issues be-
fore considering the validity of the final rule. 
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A. APA Sec. 553 Applies to the Final Rule. 

Petitioner contends that the final rule is a legisla-
tive rule under APA sec. 553(b) and is therefore sub-
ject to the notice and comment requirements of APA 
sec. 553 because, if valid, it would have the force of 
law.  Alternatively, petitioner contends that if the fi-
nal rule were an interpretive rule, it would ‘‘not have 
the force and effect of law’’, Shalala v. Guernsey Mem’l 
Hosp., 514 U.S. 87, 99 (1995), and therefore the final 
rule would not be binding on this Court.  Respondent 
agrees that the final rule has the force of law but dis-
agrees with petitioner’s contention that it is a legisla-
tive rule.  However, respondent declined to argue this 
issue on brief or at oral argument. 

Instead, respondent contends that we need not de-
cide this issue because Treasury complied with the no-
tice and comment requirements.  However, petitioner 
contends that Treasury failed to adequately explain 
the basis of the final rule, and Treasury’s obligation to 
explain the basis of the final rule depends, at least in 
part, on its being a legislative rule subject to the notice 
and comment requirements of APA sec. 553.  See APA 
sec. 553(c); cf. Internal Revenue Manual pt. 
32.1.5.4.7.5.1(2) (Sept. 30, 2011) (‘‘[M]ost IRS/Treas-
ury regulations will be interpretative regulations be-
cause they fill gaps in legislation or have a prior exist-
ence in the law.’’); id. pt. 32.1.5.4.7.3(1) (‘‘In the Expla-
nation of Provisions section, the drafting team should 
describe the substantive provisions of the regulation 
in clear, concise, plain language * * * .  It is not neces-
sary to justify the rules that are being proposed or 
adopted or alternatives that were considered.’’).13  Pe-
titioner also contends that Treasury failed to respond 

                                            
13 The current version of Internal Revenue Manual pt. 
32.1.5.4.7.3(1) (Oct. 20, 2014) omits the second sentence. 
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to significant comments, and Treasury’s obligation to 
respond to significant comments is derived, at least in 
part, from the notice and comment requirements of 
APA sec. 553.  See Home Box Office, 567 F.2d at 35-
36.  Moreover, we cannot avoid this issue because pe-
titioner alternatively contends that the final rule 
would not bind this Court if it were an interpretive 
rule.  Consequently, we will decide this issue. 

Pursuant to section 7805(a) the Secretary is au-
thorized to ‘‘prescribe all needful rules and regula-
tions for the enforcement of ” the Code.  Such regula-
tions carry the force of law, and the Code imposes pen-
alties for failing to follow them.  See, e.g., sec. 
6662(b)(1).  We therefore conclude that ‘‘Congress has 
delegated legislative power to’’ Treasury.  Am. Mining 
Cong., 995 F.2d at 1109. 

We further conclude that Treasury intended for 
the final rule to have the force of law for the following 
reasons:  (1) the parties stipulated – and we agree, see 
Xilinx Inc. v. Commissioner, 125 T.C. 37 – that the ad-
justments to petitioner’s income can be sustained only 
on the basis of the final rule, see Hemp Indus., 333 
F.3d at 1087, and (2) in promulgating the final rule 
Treasury invoked its general legislative rule-making 
authority under section 7805(a), see id.  The final rule 
is therefore a legislative rule.  See Am. Mining Cong., 
995 F.2d at 1109. 

Because it is a legislative rule and Treasury did 
not find for good cause that notice and comment were 
impracticable, unnecessary, or contrary to the public 
interest, see APA sec. 553(b)(A) and (B), APA sec. 553 
applies to the final rule.  We must therefore also con-
sider whether Treasury satisfied its obligations under 
APA sec. 553(b) and (c) in issuing the final rule. 
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B. The Final Rule Must Satisfy State Farm’s 
Reasoned Decisionmaking Standard. 

Petitioner contends that we should review the final 
rule under State Farm.  Respondent contends that we 
should review the final rule under Chevron.  For the 
reasons that follow, we conclude that – regardless of 
the ultimate standard of review – the final rule must 
satisfy State Farm’s reasoned decisionmaking stand-
ard. 

Respondent contends that State Farm review is 
not appropriate because the interpretation and imple-
mentation of section 482 do not require empirical 
analysis.  Similarly, respondent repeatedly argues 
that section 482 does not require allocations to be 
made with reference to uncontrolled party conduct.  
But ‘‘[t]he purpose of section 482 is to place a con-
trolled taxpayer on a tax parity with an uncontrolled 
taxpayer, by determining according to the standard of 
an uncontrolled taxpayer, the true taxable income 
from the property and business of a controlled tax-
payer. * * * The standard to be applied in every case 
is that of an uncontrolled taxpayer dealing at arm’s 
length with another uncontrolled taxpayer.’’  Commis-
sioner v. First Sec. Bank of Utah, 405 U.S. 394, 400 
(1972) (quoting section 1.482-1(b)(1), Income Tax 
Regs. (1971)); accord sec. 1.482-1(a)(1), (b)(1), Income 
Tax Regs.; Treasury Department Technical Explana-
tion of the 2001 U.S.-U.K. Income Tax Convention, 
art. 9; Treasury Department Technical Explanation of 
the 1997 U.S.-Ir. Income Tax Convention and Proto-
col, art. 9, Tax Treaties (CCH) para. 4435, at 103,223; 
Treasury Department Technical Explanation of the 
2006 U.S. Model Income Tax Convention, art. 9.  For 
these reasons we have previously stated that ‘‘the de-
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termination under section 482 is essentially and in-
tensely factual’’.  Procacci v. Commissioner, 94 T.C. 
397, 412 (1990). 

Section 1.482-1(b)(1), Income Tax Regs., provides 
that ‘‘[i]n determining the true taxable income of a 
controlled taxpayer, the standard to be applied in 
every case is that of a taxpayer dealing at arm’s length 
with an uncontrolled taxpayer.’’  In Xilinx Inc. v. Com-
missioner, 125 T.C. at 53-55, we held that the arm’s-
length standard always requires an analysis of what 
unrelated entities do under comparable circum-
stances.  Similarly, in promulgating the final rule 
Treasury explicitly considered whether unrelated par-
ties would share stock-based compensation costs in 
the context of a QCSA.  See T.D. 9088, 2003-2 C.B. at 
843 (‘‘Treasury and the IRS believe that if a signifi-
cant element of that compensation consists of stock-
based compensation, the party committing employees 
to the arrangement generally would not agree to do so 
on terms that ignore the stock-based compensation.’’).  
Treasury necessarily decided an empirical question 
when it concluded that the final rule was consistent 
with the arm’s-length standard. 

Respondent counters that Treasury should be per-
mitted to issue regulations modifying – or even aban-
doning – the arm’s-length standard.  But the pream-
ble to the final rule does not justify the final rule on 
the basis of any modification or abandonment of the 
arm’s-length standard,14 and respondent concedes 

                                            
14 For example, the preamble does not say that controlled trans-
actions can never be comparable to uncontrolled transactions be-
cause related and unrelated parties always occupy materially 
different circumstances.  Cf. Xilinx Inc. v. Commissioner, 598 
F.3d at 1197 (Fisher, J., concurring) (‘‘The Commissioner * * * 
contends that analyzing comparable transactions is unhelpful in 
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that the purpose of section 482 is to achieve tax par-
ity.15  The preamble also did not dismiss any of the 
evidence submitted by commentators regarding unre-
lated party conduct as addressing an irrelevant or in-
consequential factor.  See id., 2003-2 C.B. at 842-843. 
We therefore need not decide whether, under Brand 
X, 545 U.S. at 982-983, Treasury would be free to mod-
ify or abandon the arm’s-length standard because it 
has not done so here.  See Chenery Corp., 332 U.S. at 
196; Carpenter Family Invs., LLC v. Commissioner, 
136 T.C. at 380, 396 n.30. 

The validity of the final rule therefore turns on 
whether Treasury reasonably concluded, see State 
Farm, 463 U.S. at 43, that it is consistent with the 
arm’s-length standard, and that is necessarily an em-
pirical determination.  The reasonableness of Treas-
ury’s conclusion in no way depends on its interpreta-
tion of section 482 or any other statute.  As the Su-
preme Court recently articulated, State Farm review 
is ‘‘the more apt analytic framework’’ where the chal-
lenged regulation does not rely on an agency’s inter-
pretation of a statute.  Judulang, 565 U.S. at ___ n.7, 
132 S. Ct. at 483.  

                                            
situations where related and unrelated parties always occupy 
materially different circumstances.’’). 

15 The preamble states that ‘‘Treasury and the IRS do not agree 
with the comments that assert that taking stock-based compen-
sation into account in the QCSA context would be inconsistent 
with the arm’s length standard in the absence of evidence that 
parties at arm’s length take stock-based compensation into ac-
count in similar circumstances.’’  T.D. 9088, 2003-2 C.B. 841, 842.  
However, the preamble never suggests that the final rule could 
be consistent with the arm’s-length standard if evidence showed 
that unrelated parties would not share stock-based compensa-
tion costs or that an evidentiary inquiry was unnecessary.  See 
id., 2003-2 C.B. at 842-843. 
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Nevertheless, respondent contends that we should 
not review the final rule under State Farm because 
the Supreme Court has never, and this Court has 
rarely, reviewed Treasury regulations under State 
Farm.  However, respondent concedes that Treasury 
is subject to the APA, and respondent has not ad-
vanced any justification for exempting Treasury regu-
lations from State Farm review.  The Supreme Court 
has stated that ‘‘[i]n the absence of such justification, 
we are not inclined to carve out an approach to admin-
istrative review good for tax law only.  To the contrary, 
we have expressly ‘[r]ecogniz[ed] the importance of 
maintaining a uniform approach to judicial review of 
administrative action.’ ”  Mayo Found., 562 U.S. at 55 
(quoting Dickinson v. Zurko, 527 U.S. 150, 154 (1999) 
(alteration in original)); see  also Dominion Res., Inc. 
v. United States, 681 F.3d 1313, 1319 (Fed. Cir. 2012) 
(invalidating the associated-property rule in section 
1.263A-11(e)(1)(ii)(B), Income Tax Regs., under State 
Farm). 

Ultimately, however, whether State Farm or Chev-
ron supplies the standard of review is immaterial be-
cause Chevron step 216 incorporates the reasoned de-
cisionmaking standard of State Farm.  See Judulang, 
565 U.S. at ___ n.7, 132 S. Ct. at 483 (stating that, 
under either standard, the ‘‘analysis would be the 
same, because under Chevron step two, we ask 
whether an agency interpretation is ‘arbitrary or ca-
pricious in substance’ ” (quoting Mayo Found., 562 
U.S. at 53)); Torres-Valdivias v. Holder, 766 F.3d 
1106, 1114 n.5 (9th Cir. 2014) (citing Judulang, 565 
U.S. at ll n.7, 132 S. Ct. at 483); Agape Church, Inc. v. 

                                            
16 The parties agree that sec. 482 is ambiguous.  These cases 
would therefore be resolved at Chevron step 2. 
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FCC, 738 F.3d 397, 410 (D.C. Cir. 2013) (citing Judu-
lang, 565 U.S. at ___ n.7, 132 S. Ct. at 483).  Because 
the validity of the final rule turns on whether Treas-
ury reasonably concluded that it is consistent with the 
arm’s-length standard, the final rule must – in any 
event –  satisfy State Farm’s reasoned decisionmaking 
standard.  Accordingly, we will examine whether the 
final rule satisfies that standard without deciding 
whether Chevron or State Farm provides the ultimate 
standard of review. 

IV. Whether the Final Rule Satisfies State Farm’s 
Reasoned Decisionmaking Standard 

Petitioner contends that the final rule is invalid 
because (A) it lacks a basis in fact, (B) Treasury failed 
to rationally connect the choice it made with the facts 
it found, (C) Treasury failed to respond to significant 
comments, and (D) the final rule is contrary to the ev-
idence before Treasury.  Respondent disagrees. 

A. The Final Rule Lacks a Basis in Fact. 

Petitioner contends that the final rule lacks a basis 
in fact because Treasury issued the final rule without 
any evidence that unrelated parties would ever agree 
to share stock-based compensation costs.  Respondent 
contends that (1) Treasury did not rely solely on its 
belief that unrelated parties entering into QCSAs 
would generally share stock-based compensation costs 
but also on the commensurate-with-income standard 
and (2) Treasury was sufficiently experienced with 
cost-sharing agreements to conclude that unrelated 
parties entering into QCSAs would generally share 
stock-based compensation costs. 

1. The Commensurate-With-Income Stand-
ard Cannot Justify the Final Rule. 

Although Treasury referred to the commensurate-
with-income standard in the preamble to the final 
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rule, it relied on its belief that the final rule was re-
quired by – or was at least consistent with – the arm’s-
length standard.17  In Xilinx Inc. v. Commissioner, 125 
T.C. at 56-58, we concluded that Congress never in-
tended for the commensurate-with-income standard 
to supplant the arm’s-length standard.  In the 1988 
White Paper, Treasury and the IRS similarly con-
cluded that Congress intended for the commensurate-
with-income standard to work consistently with the 
arm’s-length standard.  See Notice 88-123, 1988-2 
C.B. 458, 472, 475.  Treasury has since repeatedly re-
inforced this conclusion in technical explanations to 
numerous income tax treaties.18  See, e.g., Treasury 
Department Technical Explanation of the 2001 U.S.-
U.K. Income Tax Convention, art. 9, Tax Treaties 

                                            
17 In its response to comments asserting that stock-based com-
pensation does not constitute an economic cost to the issuing cor-
poration, Treasury appears to have relied exclusively on the 
arm’s-length standard.  See T.D. 9088, 2003-2 C.B. at 843 
(‘‘Treasury and the IRS continue to believe that requiring stock-
based compensation to be taken into account in the context of 
QCSAs is appropriate.  The final regulations provide that stock-
based compensation must be taken into account in the context of 
QCSAs because such a result is consistent with the arm’s length 
standard.’’). 

18 ‘‘A tax treaty is negotiated by the United States with the active 
participation of the Treasury.  The Treasury’s reading of the 
treaty is ‘entitled to great weight.’”  Xilinx Inc. v. Commissioner, 
598 F.3d at 1196-1197 (Noonan, J.) (quoting United States v. Stu-
art, 489 U.S. 353, 369 (1989)), aff’g 125 T.C. 37 (2005).  Therefore, 
‘‘[e]ven if the treaty and the Technical Explanation should be 
held not to operate as law trumping the hapless * * * [final rule], 
treaty and explanation act as guides.  They tell us what the 
Treasury * * * had in mind’’, Xilinx Inc. v. Commissioner, 567 
F.3d 482, 500-501 (9th Cir. 2009) (Noonan, J., dissenting), rev’g 
and remanding 125 T.C. 37, withdrawn, 592 F.3d 1017 (9th Cir. 
2010), in issuing the final rule. 
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(CCH) para. 10,911, at 201,306-201,307; Treasury De-
partment Technical Explanation of the 1997 U.S.-Ir. 
Income Tax Convention and Protocol, Tax Treaties 
(CCH) para. 4435, at 103,223; Treasury Department 
Technical Explanation of the 2006 U.S. Model Income 
Tax Convention, art. 9, Tax Treaties (CCH) para. 215, 
at 10,640-10,641.  The preamble to the final rule does 
not indicate that Treasury intended to abandon this 
conclusion and we conclude that it did not.19 

Moreover, because Treasury did not rely exclu-
sively on the commensurate-with-income standard, 
we cannot sustain the final rule solely on that basis if 
we decide that Treasury’s reliance on the arm’s-length 
standard in issuing the final rule was unreasonable.  
See Chenery Corp., 332 U.S. at 196; Nat’l Fuel Gas 
Supply, 468 F.3d at 839 (citing Allied-Signal, 988 F.2d 
at 150-151, and Consol. Edison, 823 F.2d at 641-642).  
Accordingly, the commensurate-with-income stand-
ard, as interpreted by Treasury, cannot provide a suf-
ficient basis for the final rule. 

2. Treasury’s Unsupported Assertion Can-
not Justify the Final Rule. 

A court will generally not override an agency’s 
‘‘reasoned judgment about what conclusions to draw 
from technical evidence or how to adjudicate between 
rival scientific [or economic] theories’’.  Tripoli Rock-
etry Ass’n v. Bureau of Alcohol, Tobacco, Firearms & 
Explosives, 437 F.3d 75, 83 (D.C. Cir. 2006).  However, 

                                            
19 Even were we to conclude that Treasury intended to adopt a 
more expansive understanding of the commensurate-with-in-
come standard, we would be unable to sustain the final rule on 
that basis because Treasury never acknowledged that it was 
changing its position.  See FCC v. Fox Television Stations, Inc., 
556 U.S. 502, 515 (2009) (citing United  States  v. Nixon, 418 U.S. 
683, 696 (1974)). 
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‘‘where an agency has articulated no reasoned basis 
for its decision – where its action is founded on unsup-
ported assertions or unstated inferences – * * * [a 
court] will not ‘abdicate the judicial duty carefully to 
‘‘review the record to ascertain that the agency has 
made a reasoned decision based on reasonable extrap-
olations from some reliable evidence.” ’ ”  Id. (quoting 
Am. Mining Cong. v. EPA, 907 F.2d 1179, 1187 (D.C. 
Cir. 1990)). 

Respondent concedes that (1) in adopting the final 
rule, Treasury took the position that it was not obli-
gated to engage in fact finding or to follow evidence 
gathering procedures; (2) the files maintained by 
Treasury relating to the final rule did not contain any 
empirical or other evidence supporting Treasury’s be-
lief that unrelated parties entering into QCSAs would 
generally share stock-based compensation costs; (3) 
the files maintained by Treasury relating to the final 
rule did not have any record that Treasury searched  
any database that could have contained agreements 
between unrelated parties; and (4) Treasury was una-
ware of any written agreement – or of any transaction 
– between unrelated parties that required one party 
to pay or reimburse the other party for amounts at-
tributable to stock-based compensation.20 

The preamble to the final rule offered only Treas-
ury’s belief that unrelated parties entering into 

                                            
20 Treasury’s failure to conduct any factfinding before issuing the 
final rule is also evident in the preamble to the final rule.  See 
T.D. 9088, 2003-2 C.B. at 842 (‘‘While the results actually real-
ized in similar transactions under similar circumstances ordi-
narily provide significant evidence in determining whether a con-
trolled transaction meets the arm’s length standard, in the case 
of QCSAs such data may not be available.’’ (Emphasis added.)). 
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QCSAs would generally share stock-based compensa-
tion costs.  Specifically, the preamble to the final rule 
states that, in the context of a hypothetical QCSA be-
tween unrelated parties to develop patentable phar-
maceutical products, ‘‘Treasury and the IRS believe 
that if a significant element of that compensation con-
sists of stock-based compensation, the party commit-
ting employees to the arrangement generally would 
not agree to do so on terms that ignore the stock-based 
compensation.’’  T.D. 9088, 2003-2 C.B. at 843.  Treas-
ury, however, failed to provide a reasoned basis for 
reaching this conclusion from any evidence in the ad-
ministrative record.  See Tripoli Rocketry, 437 F.3d at 
83.  Indeed, ‘‘every indication in the record points the 
other way’’.  State Farm, 463 U.S. at 57 (internal quo-
tation omitted); see infra part IV.C. 

Respondent defends Treasury’s failure to provide a 
reasoned basis for its conclusion from any evidence in 
the administrative record on the notion that ‘‘[t]here 
are some propositions for which scant empirical evi-
dence can be marshaled’’.  See Fox Television, 556 U.S. 
at 519.  This may be true regarding certain proposi-
tions, see id. (‘‘the harmful effect of broadcast profan-
ity on children is one of them’’), but we do not agree 
that the belief that unrelated parties would share 
stock-based compensation costs in the context of a 
QCSA is one of them.  First, commentators submitted 
significant evidence regarding this proposition.  See 
infra part IV.C.  Second, we were able to reach a de-
finitive factual determination on the basis of signifi-
cant evidence regarding this very proposition in Xil-
inx.  See Xilinx Inc. v. Commissioner, 125 T.C. at 58-
62.  Third, Treasury could not have rationally con-
cluded that this is a proposition ‘‘for which scant em-
pirical evidence can be marshaled’’, see Fox Television, 
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556 U.S. at 519, without attempting to marshal em-
pirical evidence in the first instance, which respond-
ent concedes it did not do. 

Relying on Peck v. Thomas, 697 F.3d 767 (9th Cir. 
2012), respondent further contends that we must de-
fer to Treasury’s expertise with respect to whether the 
parties operating at arm’s length would share stock-
based compensation.  At issue in Peck was a regula-
tion issued by the Bureau of Prisons that denied early 
release to inmates with a felony conviction for certain 
enumerated offenses.  In issuing the regulation the 
Bureau of Prisons expressly relied on its  ‘‘correctional 
experience’ ” in determining which offenses warrant 
preclusion from early release but did not disclose any 
statistical studies to support its conclusions.  See id. 
at 773 (quoting 74 Fed. Reg. 1895 (Jan. 14, 2009)).  
The U.S. Court of Appeals for the Ninth Circuit re-
jected an inmate’s argument that the Bureau of Pris-
ons violated the APA in issuing this regulation be-
cause it did not develop statistical evidence to support 
its conclusions.  See id. at 775-776.  The Court of Ap-
peals reasoned that the Bureau of Prisons was enti-
tled to rely on its experience and the APA did not re-
quire it to develop statistical evidence to support its 
conclusions.  See id. (citing Sacora v. Thomas, 628 
F.3d 1059, 1067, 1069 (9th Cir. 2010)). 

Respondent’s reliance on Peck is misplaced.  First, 
in Peck, the Bureau of Prisons relied on its extensive 
correctional experience in determining which offenses 
warrant preclusion from early release.  Here, by con-
trast, Treasury admits that it had no knowledge of 
any transactions in which parties operating at arm’s 
length shared stock-based compensation.  

Second, the preamble to the regulation at issue in 
Peck expressly relied on the Bureau of Prisons’ exten-
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sive, hands-on correctional experience.  Here, by con-
trast, the preamble to the final rule does not rely on 
Treasury’s experience as a party to arm’s-length cost-
sharing agreements – or even on any experience 
Treasury may have had in examining the arm’s-
length cost-sharing agreements of taxpayers it regu-
lates.  Indeed, the preamble to the final rule all but 
disclaimed Treasury’s reliance on any such experi-
ence. 

Third, the administrative record for the regulation 
at issue in Peck contained no evidence contradicting 
the Bureau of Prisons’ correctional experience.  Here, 
by contrast, commentators introduced significant evi-
dence showing that parties operating at arm’s length 
would not share stock-based compensation.  See infra 
part IV.C.  Peck does not support the contention that 
an agency can rely on unsupported assertions in the 
face of significant contrary evidence in the adminis-
trative record. 

We conclude that (1) by failing to engage in any 
fact finding, Treasury failed to ‘‘examine the relevant 
data’’, State Farm, 463 U.S. at 43, and (2) Treasury 
failed to support its belief that unrelated parties 
would share stock-based compensation costs in the 
context of a QCSA with any evidence in the record.  
Accordingly, the final rule lacks a basis in fact. 

B. Treasury Failed To Rationally Connect the 
Choice It Made With the Facts It Found. 

Petitioner contends that the preamble to the final 
rule fails to rationally connect the choice that Treas-
ury made in issuing a uniform final rule with the facts 
on which it purported to rely.  See id.  The preamble 
to the final rule indicates that Treasury relied on its 
belief that unrelated parties entering into QCSAs to 
develop ‘‘high-profit intangibles’’ would share stock-
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based compensation if the stock-based compensation 
was a ‘‘significant element’’ of the compensation.  T.D. 
9088, 2003-2 C.B. at 842-843.  However, petitioner al-
leges, and respondent does not dispute, that (1) many 
QCSAs do not deal with ‘‘high-profit intangibles’’ and 
(2) stock-based compensation is often not a ‘‘signifi-
cant element’’ of the compensation of the employees of 
taxpayers that enter into QCSAs.  Yet the final rule 
does not distinguish between QCSAs to develop ‘‘high-
profit intangibles’’ in which stock-based compensation 
was a ‘‘significant element’’ of the compensation and 
QCSAs in which these elements are not present.  Pe-
titioner contends – and we agree – that the preamble’s 
explanation for Treasury’s decision is therefore inad-
equate.  See State Farm, 463 U.S. at 43. 

Indeed, respondent does not directly refute peti-
tioner’s contention.  Instead, respondent defends the 
final rule’s inflexibility by arguing that the final rule 
is reasonable because it eases administrative bur-
dens.21 

Improving administrability can be a reasonable 
basis for agency action.  See Mayo Found., 562 U.S. at 
59 (‘‘[Treasury] reasonably concluded that its full-time 
employee rule would ‘improve administrability[.]’ ” 
(quoting T.D. 9167, 2005-1 C.B. 261, 262)).  However, 

                                            
21 Respondent also argues that petitioner cannot complain if the 
final rule sometimes produces results that are inconsistent with 
the arm’s-length standard because the QCSA regime provides an 
‘‘elective assured treatment’’.  However, Treasury rejected com-
mentators’ suggestion to issue the final rule as a safe harbor, see 
T.D. 9088, 2003-2 C.B. at 843-844, and we conclude that peti-
tioner has not forfeited its right to challenge the validity of the 
final rule because it chose to structure the R&D cost-sharing 
agreement as a QCSA. 
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Treasury failed to give this – or any other – explana-
tion for treating all QCSAs identically in the preamble 
to the final rule,22 cf. id., and we cannot reasonably 
discern, see State Farm, 463 U.S. at 43, that this was 
Treasury’s rationale for adopting a uniform final rule 
because the administrative benefits of a uniform final 
rule are entirely speculative.23 

Moreover, even if we could discern that this was 
Treasury’s intent, we would be unable to sustain the 
final rule on that basis because Treasury did not dis-
close its factual findings and we would therefore be 
unable to evaluate whether Treasury reasonably con-
cluded that the purported administrative benefits of a 
uniform final rule can justify erroneously allocating 
income in some of those cases.  We therefore conclude 
that, by treating all QCSAs identically, Treasury 
failed to articulate a ‘‘rational connection between the 
facts found and the choice made.’’  State Farm, 463 
U.S. at 43 (quoting Burlington Truck Lines, 371 U.S. 
at 168). 

                                            
22 The preamble to the final rule discusses administrability only 
with respect to Treasury’s selection of the exercise spread 
method and the elective grant date method as the only available 
valuation methods.  See T.D. 9088, 2003-2 C.B. at 844. 

23 We also note that unlike the statutory provision at issue in 
Mayo Found., sec. 482 purports only to empower the Secretary to 
allocate income among controlled entities but not to directly gov-
ern taxpayer conduct.  See sec. 1.482-1(a)(3), Income Tax Regs. 
(‘‘If necessary to reflect an arm’s length result, a controlled tax-
payer may report * * * the results of its controlled transactions 
based upon prices different from those actually charged.’’ (Em-
phasis added.)).  It is accordingly unclear whether administrabil-
ity concerns are relevant in the context of sec. 482.  However, be- 
cause we cannot reasonably discern that Treasury relied on ad-
ministrability concerns here, we need not resolve this question. 
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C. Treasury Failed To Respond to Significant 
Comments. 

Petitioner contends that Treasury failed to re-
spond to significant comments submitted by commen-
tators.  Respondent contends that Treasury was not 
persuaded by the submitted comments. 

Several commentators informed Treasury that 
they knew of no evidence of any transaction between 
unrelated parties that required one party to reim-
burse the other party for amounts attributable to 
stock-based compensation.  Additionally, AeA in-
formed Treasury that a survey of its member compa-
nies’ arm’s-length codevelopment and joint venture 
agreements found none in which the parties agreed to 
share stock-based compensation costs.  We found sim-
ilar evidence to be relevant in Xilinx. See Xilinx Inc. 
v. Commissioner, 125 T.C. at 59.  Treasury never di-
rectly responded to this evidence.  Instead, Treasury 
reasoned that the final rule would not be inconsistent 
with the arm’s-length standard in the absence of evi-
dence that unrelated parties share stock-based com-
pensation costs because relevant data may not be 
available.  See T.D. 9088, 2003-2 C.B. at 842.  Treas-
ury’s response, however, in no way refutes the com-
mentators’ evidence that unrelated parties never 
share such compensation. 

AeA and PwC further represented to Treasury that 
they conducted multiple searches of the EDGAR sys-
tem and found no cost-sharing agreements between 
unrelated parties in which the parties agreed to share 
either the exercise spread or grant date value of stock-
based compensation. Treasury never responded to 
this evidence. 

Several commentators identified arm’s-length 
agreements in which stock-based compensation was 
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not shared or reimbursed.  Treasury responded to 
these comments by stating that ‘‘[t]he uncontrolled 
transactions cited by commentators do not share 
enough characteristics of QCSAs involving the devel-
opment of high-profit intangibles to establish that 
parties at arm’s length would not take stock options 
into account in the context of an arrangement similar 
to a QCSA.’’  Id.  In particular, Treasury stated that 

[t]he other agreements highlighted by commenta-
tors establish arrangements that differ signifi-
cantly from QCSAs in that they provide for the 
payment of markups on cost or of non-cost-based 
service fees to service providers within the ar-
rangement or for the payment of royalties among 
participants in the arrangement. Such terms, 
which may have the effect of mitigating the impact 
of using a cost base to be shared or reimbursed that 
is less than comprehensive, would not be permit-
ted by the QCSA regulations. * * * [Id.] 

However, the Amylin-HMR collaboration agreement 
that AeA identified and PwC submitted did not ‘‘pro-
vide for the payment of markups on cost or of non-cost-
based service fees to service providers within the ar-
rangement or for the payment of royalties among par-
ticipants in the arrangement.’’  Id.  Respondent con-
tends that the Amylin-HMR collaboration agreement 
is not comparable to a QCSA for other reasons, but 
Treasury failed to identify those reasons in the pre-
amble to the final rule.24  See Chenery Corp., 332 U.S. 

                                            
24 The Amylin-HMR collaboration agreement also would permit 
the sharing of stock-based compensation based on the intrinsic 
value method, under which options issued in-the-money would 
be recognized as an expense.  However, the treatment of in-the-
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at 196; Carpenter Family Invs., LLC v. Commissioner, 
136 T.C. at 380, 396 n.30.  More significantly, Treas-
ury did not explain why identical transactions are nec-
essary to prove whether unrelated parties would 
share stock-based compensation costs in the context 
of a QCSA.  In Xilinx Inc. v. Commissioner, 125 T.C. 
at 58-62, we found that unrelated parties would not 
share the exercise spread or grant date value of stock-
based compensation, and in doing so we did not rely 
on transactions that were identical or substantially 
similar to QCSAs.  Rather, we relied on the behavior 
of uncontrolled parties in comparable business trans-
actions as well as on other evidence.  See id.25 

FEI provided model accounting procedures from 
COPAS that recommended against sharing stock-
based compensation because it is difficult to value. 
Treasury never responded to this evidence. 

AeA, SoFTEC, KPMG, and PwC cited regulations 
that prohibit contractors from charging the Federal 
Government for stock-based compensation.  Treasury 
responded to this evidence by stating that ‘‘[g]overn-
ment contractors that are entitled to reimbursement 
for services on a cost-plus basis under government 
procurement law assume substantially less entrepre-
neurial risk than that assumed by service providers 
that participate in QCSAs’’.  See T.D. 9088, 2003-2 
C.B. at 842.  However, this distinction rings hollow in 
the face of other evidence submitted by commentators 
that showed that even parties to agreements in which 

                                            
money stock options is not at issue here, and the final rule ex-
plicitly rejected the use of the intrinsic value method.  See T.D. 
9088, 2003-2 C.B. at 844. 

25 Treasury appears to require a similar approach in analyzing 
comparability under the sec. 482 regulations.  See sec. 1.482-1(d), 
Income Tax Regs. 
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the parties assume considerable entrepreneurial risk 
do not share stock-based compensation costs. 

AeA, Global, and PwC explained that, from an eco-
nomic perspective, unrelated parties would be unwill-
ing to share stock-based compensation costs because 
the value of stock-based compensation is speculative, 
potentially large, and completely outside the control 
of the parties.  SoFTEC submitted Baumol and 
Malkiel’s detailed economic analysis reaching the 
same conclusion.  We found similar evidence to be rel-
evant in Xilinx. See Xilinx Inc. v. Commissioner, 125 
T.C. at 61.  Treasury never directly responded to this 
evidence.  Instead, Treasury construed these com-
ments as objections to Treasury’s selection of the ex-
ercise spread method and the grant date method as 
the only available valuation methods.  See T.D. 9088, 
2003-2 C.B. at 844.  Treasury responded that these 
methods are consistent with the arm’s-length stand-
ard and are administrable.  See id.  Treasury, how-
ever, never explained how these methods could be con-
sistent with the arm’s-length standard if unrelated 
parties would not share them or why unrelated par-
ties would share stock-based compensation costs in 
any other way. 

The Baumol and Malkiel analysis also concluded 
that there is no net economic cost to a corporation or 
its shareholders from the issuance of stock-based com-
pensation.  Treasury identified this evidence in the 
preamble to the final rule but did not directly respond 
to it.  See id., 2003-2 C.B. at 843.  Instead, the pream-
ble states that ‘‘[t]he final regulations provide that 
stock-based compensation must be taken into account 
in the context of QCSAs because such a result is con-
sistent with the arm’s length standard.’’  Id.  Treas-
ury, however, never explained why unrelated parties 
would share stock-based compensation costs – or how 
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the commensurate-with-income standard could justify 
the final rule – if stock-based compensation is not an 
economic cost to the issuing corporation or its share-
holders.26 

Mr. Grundfest informed Treasury that companies 
do not factor stock-based compensation into their pric-
ing decisions.  We found similar evidence to be rele-
vant in Xilinx. See Xilinx Inc. v. Commissioner, 125 
T.C. at 59.  Treasury never responded to this evidence. 

Indeed, Treasury failed to respond directly to any 
of the evidence that unrelated parties would not share 
stock-based compensation costs, other than by assert-
ing that the transactions cited by the commentators 
did not ‘‘share enough characteristics of QCSAs in-
volving the development of high-profit intangibles’’ to 
be relevant.  T.D. 9088, 2003-2 C.B. at 842.  This was 
a mere assertion; Treasury offered no analysis ad-
dressing the extent of the supposed differences or ex-
plaining why any differences make the cited transac-
tions irrelevant or unpersuasive.  By contrast, in 
Xilinx we examined a broad array of evidence to de-
termine whether unrelated parties would share such 
costs.  See Xilinx Inc. v. Commissioner, 125 T.C. at 58-
62.  Tellingly, respondent does not even attempt to ex-
plain why Treasury failed to address similar evidence 
in the preamble to the final rule. 

                                            
26 Respondent contends that the final rule is consistent with the 
commensurate-with-income standard because stock-based com-
pensation is economic activity even if it is not an economic cost.  
However, Treasury never made this distinction in the preamble 
to the final rule, see SEC v. Chenery Corp., 332 U.S. 194, 196 
(1947); Carpenter Family Invs., LLC v. Commissioner, 136 T.C. 
373, 380, 396 n.30 (2011), and it did not explain why unrelated 
parties would share items that are not economic costs. 
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Although Treasury’s failure to respond to an iso-
lated comment or two would probably not be fatal to 
the final rule, Treasury’s failure to meaningfully re-
spond to numerous relevant and significant comments 
certainly is.  See Home Box Office, 567 F.2d at 35-36.  
Meaningful judicial review and fair treatment of af-
fected persons require ‘‘an exchange of views, infor-
mation, and criticism between interested persons and 
the agency.’’  Id. at 35.  Treasury’s failure to ade-
quately respond to commentators frustrates our re-
view of the final rule and was prejudicial to affected 
entities. 

D. The Final Rule Is Contrary to the Evidence 
Before Treasury. 

Petitioner contends that the final rule is contrary 
to the evidence before Treasury when it issued the fi-
nal rule.  We agree. 

We have already discussed Treasury’s failure to 
cite any evidence supporting its belief that unrelated 
parties to QCSAs would share stock-based compensa-
tion costs, see supra part IV.A; the significant evi-
dence submitted by commentators showing that unre-
lated parties to QCSAs would not share stock-based 
compensation costs, see supra part IV.C; and Treas-
ury’s failure to respond to much of the submitted evi-
dence, see id. 

Significantly, Treasury never said that it found 
any of the submitted evidence incredible.  Treasury 
also seemed to accept the commentators’ economic 
analyses, which concluded that – and explained why 
– unrelated parties to a QCSA would be unwilling to 
share the exercise spread or grant date value of stock-
based compensation.  Finally, respondent has not 
identified any evidence in the administrative record 
that supports Treasury’s belief that unrelated parties 
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to QCSAs would generally share stock-based compen-
sation costs. 

Although we are mindful that ‘‘a court is not to 
substitute its judgment for that of the agency’’, State 
Farm, 463 U.S. at 43, we conclude that Treasury’s ‘‘ex-
planation for its decision * * * runs counter to the ev-
idence before’’ it, see id. 

V. Harmless Error 

Respondent contends that, pursuant to the harm-
less error rule of APA sec. 706, any deficiencies in 
Treasury’s reasoning should not invalidate the final 
rule because (1) Treasury had sufficient alternative 
reasons for adopting the final rule and (2) in the years 
following Treasury’s adoption of the final rule the Fi-
nancial Accounting Standards Board (FASB), the In-
ternational Accounting Standards Board (IASB), and 
the Organisation for Economic Cooperation and De-
velopment (OECD)27 have adopted policy positions 
that concur with Treasury’s.28 

                                            
27 In 2004 the OECD published a report on the impact of em-
ployee stock options on transfer pricing that ‘‘start[ed] with the 
premise that employee stock options are remuneration.’’  OECD, 
Employee Stock Option Plans:  Impact on Transfer Pricing 1.  In 
2005, however, the OECD published a policy study that again 
started with the same premise but recognized that the arm’s-
length standard required more analysis.  See OECD, The Taxa-
tion of Employee Stock Options, Tax Policy Studies No. 11, at 165 
(‘‘Of course, whether in-kind remuneration, including stock op-
tions, should be taken into account in any particular case de-
pends on a determination of what independent parties acting at 
arm’s length would do in the facts and circumstances of that 
case.’’). 

28 Each of the policy positions that respondent now contends sup-
port the 2003 final rule was published after Treasury promul-
gated the final rule.  See, e.g., Statement of Financial Accounting 
Standards No. 123, Accounting for Stock-Based Compensation 
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A. Alternative Reasons for Adopting the Final 
Rule 

Although the preamble refers to the commensu-
rate-with-income standard, we have already con-
cluded that Treasury never indicated that it was pre-
pared to independently rely on the commensurate-
with-income standard – or any other reason – as a ba-
sis for adopting the final rule.  See supra parts III.B 
and IV.A.1.  Moreover, because the arm’s-length 
standard is incorporated into numerous income tax 
treaties, see, e.g., 2001 U.S.-U.K. Income Tax Conven-
tion, art. 9; 2006 U.S. Model Income Tax Convention, 
art. 9; Treasury Department Technical Explanation of 
the 2001 U.S.-U.K. Income Tax Convention, art. 9, 
Tax Treaties (CCH) para. 10,911, at 201,306-201,307; 
Treasury Department Technical Explanation of the 
2006 U.S. Model Income Tax Convention, art. 9; Tax 
Treaties (CCH) para. 215, at 10,640-10,641, respond-
ent cannot reasonably contend that Treasury would 
have clearly adopted the final rule had it concluded 
that the final rule conflicted with that standard.  See 
PDK Labs., 362 F.3d at 799. 

B. Settled Policy 

Respondent’s argument that the policy debate un-
derlying the final rule has long been settled is irrele-
vant and misapprehends the role of this Court under 
State Farm.  It is irrelevant because Treasury ex-
pressly disavowed reliance on financial reporting 
standards when it issued the final rule, see T.D. 9088, 
2003-2 C.B. at 843 (‘‘Treasury and the IRS agree that 

                                            
(revised 2004), Share-Based Payment; International Financial 
Reporting Standard No. 2, Share-based Payment, February 
2004; OECD, Employee Stock Option Plans:  Impact on Transfer 
Pricing; see also OECD, the Taxation of Employee Stock Options, 
OECD Tax Policy Studies No. 11. 
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the disposition of financial reporting issues does not 
mandate a particular result under these regula-
tions.’’), and the policy positions to which respondent 
refers did not exist and were therefore unavailable to 
Treasury when it issued the final rule, see Chenery 
Corp., 332 U.S. at 196; Carpenter Family Invs., LLC 
v. Commissioner, 136 T.C. at 380, 396 n.30.  Respond-
ent’s argument misapprehends the role of this Court 
because, under State Farm, our role is not to decide 
whether the final rule is good policy – it is simply to 
‘‘ensur[e] that * * * [Treasury] engaged in reasoned 
decision-making.’’  Judulang, 565 U.S. at ___, 132 S. 
Ct. at 483-484.  Because it is not clear that Treasury 
would have adopted the final rule had it concluded 
that the final rule is inconsistent with the arm’s-
length standard, the harmless error rule is inapplica-
ble. 

VI.  Conclusion 

Because the final rule lacks a basis in fact, Treas-
ury failed to rationally connect the choice it made with 
the facts found, Treasury failed to respond to signifi-
cant comments when it issued the final rule, and 
Treasury’s conclusion that the final rule is consistent 
with the arm’s-length standard is contrary to all of the 
evidence before it, we conclude that the final rule fails 
to satisfy State Farm’s reasoned decisionmaking 
standard and therefore is invalid.29  See APA sec. 

                                            
29 Because we conclude that the final rule fails to satisfy State 
Farm’s reasoned decisionmaking standard, the final rule would 
be invalid even if we were to conclude that Chevron supplies the 
ultimate standard of review.  See supra part III.B.  The analysis 
under Chevron would proceed as follows:  The parties agree that 
sec. 482 is ambiguous.  We would therefore proceed to Chevron 
step 2.  Under Chevron step 2, we would conclude the final rule 
is invalid because it is ‘‘arbitrary or capricious in substance’’, 
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706(2)(A); State Farm, 463 U.S. at 43. Indeed, Treas-
ury’s ‘‘ipse dixit conclusion, coupled with its failure to 
respond to contrary arguments resting on solid data, 
epitomizes arbitrary and capricious decisionmaking.’’ 
Ill. Pub. Telecomms. Ass’n v. FCC, 117 F.3d 555, 564 
(D.C. Cir. 1997). 

By reason of the above respondent erred in making 
the section 482 allocations at issue, and petitioner is 
therefore entitled to partial summary judgment.  We 
will grant petitioner’s motion and deny respondent’s 
motion. 

We have considered the parties’ remaining argu-
ments, and to the extent not discussed above, conclude 
those arguments are irrelevant, moot, or without 
merit. 

To reflect the foregoing, 

An appropriate order will be issued. 

Reviewed by the Court. 

Thornton, Colvin, Halpern, Foley, Vasquez, Gale, 
Goeke, Holmes, Paris, Kerrigan, Buch, Lauber, Nega, 
and Ashford, JJ., agree with this opinion of the Court. 

Morrison and Pugh, JJ., did not participate in the 
consideration of this opinion. 

 

 

                                            
Judulang v. Holder, 565 U.S. ___, ___ n.7, 132 S. Ct. 476, 483 
(2011) (quoting Mayo Found., 562 U.S. at 53), and therefore can-
not be justified as being a reasonable interpretation of what sec. 
482 requires. 
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SUMMARY** 

 

Tax 

The panel denied a petition for rehearing en banc 
on behalf of the court in a case in which the panel re-
versed the decision of the Tax Court. 

Judge M. Smith, joined by Judges Callahan and 
Bade, dissented from the denial of rehearing en banc. 
Title 26 of United States Code § 482 authorizes the 
Department of Treasury to re-allocate reported in-
come and costs between related entities where neces-
sary to prevent them from improperly avoiding taxes.  
Judge M. Smith agreed with the Tax Court’s unani-
mous conclusion that the Treasury’s implementing 
regulation § 1.482-7(d)(2) constituted arbitrary and 
capricious rulemaking in violation of the Administra-
tive Procedure Act.  Judge M. Smith observed that, in 
addition to being wrongly decided, the majority’s deci-
sion engenders deleterious practical consequences, 
threatens the uniform enforcement of the Tax Code, 
invites an effective circuit split, ignores the reasona-
ble reliance of businesses on the well-settled arm’s 
length standard and subjects those businesses to dou-
ble taxation, lowers the bar for compliance with the 
Administrative Procedure Act, and sends a signal that 
executive agencies can bypass proper notice-and-com-
ment procedures through post-hoc rationalization. 

                                            
**  This summary constitutes no part of the opinion of the court.  
It has been prepared by court staff for the convenience of the 
reader. 
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ORDER 

The full court has been advised of the petition for 
rehearing en banc.  A judge requested a vote on 
whether to rehear the matter en banc.  The matter 
failed to receive a majority of the votes of the non-
recused active judges in favor of en banc considera-
tion.  Fed. R. App. P. 35.  Judges McKeown, Wardlaw, 
Bybee, Bea, Watford, Owens, Friedland, Miller, Col-
lins, and Lee were recused and did not participate in 
the vote. 

The petition for rehearing en banc is denied.  At-
tached is the dissent from and statements respecting 
the denial of rehearing en banc. 

 

M. SMITH, Circuit Judge, with whom CALLAHAN 
and BADE, Circuit Judges, join, dissenting from the 
denial of rehearing en banc: 

Neither the laudable goal of preventing tax eva-
sion nor the prospect of adding billions of dollars to 
the public coffers excuses the Department of the 
Treasury from complying with the Administrative 
Procedure Act.  In 2003, Treasury promulgated a tax 
rule with no reasoned basis for its decision, pursuant 
to an explanation that ran contrary to the evidence 
before it.  In 2019, a divided panel of our court upheld 
that rule based on a novel interpretation of the rele-
vant statute, which Treasury developed only as an ap-
pellate litigating position, and which was never sub-
ject to notice and comment.  As recognized by the 
unanimous en banc Tax Court, Treasury’s actions in 
this case are the epitome of arbitrary and capricious 
rulemaking.  The panel majority’s decision tramples 
on the reliance interests of American businesses, 
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threatens the uniform enforcement of the Tax Code, 
and drastically lowers the bar for compliance with the 
Administrative Procedure Act. 

I respectfully dissent from our court’s denial of re-
hearing en banc.1 

I. 

For almost a century, Congress has authorized 
Treasury to recalculate the taxes of related entities 
based on what their taxes would look like if they were 
unrelated entities.  For the past fifty years, Treasury 
has made this determination by analyzing whether 
the results of a transaction between related entities 
are consistent with the results of a comparable trans-
action between entities operating at arm’s length.  
When a transaction does not meet this arm’s length 
standard, Treasury adjusts it for tax purposes by re-
allocating the related entities’ costs and income. 

In the late-1990s, Treasury decided that stock-
based compensation – then a new phenomenon – was 
a type of cost it wanted to re-allocate under these cal-
culations.  The problem was, and remains, that unre-
lated entities do not share stock-based compensation 
costs.  Treasury’s first attempt at such a re-allocation 
was therefore thrown out by the Tax Court and by this 
court because it was contrary to Treasury’s own regu-
lations calling for application of the arm’s length 
standard.  Perhaps preemptively recognizing this de-
fect on the very face of its rules, Treasury attempted 
a mid-litigation cure of simply adding a cross refer-
ence to its arm’s length standard provision.  That at-
tempted cure is the 2003 rulemaking challenged here. 

                                            
1 Judges McKeown, Wardlaw, Bybee, Bea, Watford, Owens, 
Friedland, Miller, Collins, and Lee were recused from considera-
tion of en banc rehearing in this matter. 
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A. 

In 1928, Congress enacted 26 U.S.C. (“I.R.C.”) 
§ 482 to authorize Treasury to re-allocate reported in-
come and costs between related entities where neces-
sary to prevent them from improperly avoiding taxes 
by, for instance, shifting income to lower tax foreign 
jurisdictions.  See H.R. Rep. No. 70-2, at 16-17 (1927); 
Comm’r v. First Sec. Bank of Utah, N.A., 405 U.S. 394, 
400 (1972).  Treasury soon promulgated regulations 
specifying that “[t]he standard to be applied in every 
case is that of an uncontrolled taxpayer dealing at 
arm’s length with another uncontrolled taxpayer.”  
Treas. Reg. 86, art. 45-1(b) (1935).2 

In 1968, Treasury promulgated regulations spe-
cific to “qualified cost-sharing arrangements” 
(QCSAs)3, such as the research and development 
agreement at issue in this case.  See 33 Fed. Reg. 5848 
(April 16, 1968).  Treasury required that, “[i]n order 
for the sharing of costs and risks to be considered on 
an arm’s length basis, the terms and conditions must 
be comparable to those which would have been 
adopted by unrelated parties similarly situated had 
they entered into such an arrangement.”  Id. at 5854.  
The arm’s length standard thus requires an “essen-

                                            
2  An “uncontrolled” taxpayer is distinguished from a “con-
trolled” taxpayer, defined as “any one of two or more taxpayers 
owned or controlled directly or indirectly by the same inter-
ests, . . . includ[ing] the taxpayer that owns or controls the other 
taxpayers.”  Treas. Reg. § 1.482-1(i)(5). 

3  Designation of a cost-sharing agreement as a QCSA allows 
participating entities to share the costs of developing intangible 
property without incurring partnership taxation, and without 
any foreign participants incurring taxes for doing business in the 
United States. Treas. Reg. § 1.482-7A(a)(1). 
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tially and intensely factual” inquiry that looks to com-
parable transactions between non-related entities to 
ensure tax parity.  Procacci v. Comm’r, 94 T.C. 397, 
412 (1990). 

In 1986, Congress amended § 482 to address the 
valuation of transfers of intangible property,4 provid-
ing that “[i]n the case of any transfer (or license) of 
intangible property . . . , the income with respect to 
such transfer or license shall be commensurate with 
the income attributable to the intangible.”  I.R.C. 
§ 482.  This amendment appeared to introduce a new 
standard for allocating costs – a “commensurate with 
income” standard – which might have constituted a 
departure from the traditional arm’s length analysis.  
But soon after, in 1988, Treasury dispelled such no-
tions by publishing what came to be known as the 
“White Paper.”  See A Study of Intercompany Pricing 
Under Section 482 of the Code, I.R.S. Notice 88-123, 
1988-2 C.B. 458.  The phrase “arm’s length standard” 
appears throughout the White Paper, which reiter-
ated that “intangible income must be allocated on the 
basis of comparable transactions if comparables ex-
ist.”  Id. at 474 (emphasis added).  In short, although 
the amended § 482 referenced a seemingly unfamiliar 
“commensurate with income” standard, the White Pa-
per emphasized that “Congress intended no departure 

                                            
4  At the time the regulation challenged in this case was promul-
gated, “intangible property” was defined by a list of items that 
included any “patent, invention, formula, process, design, pat-
tern, or know-how,” “copyright,” “trademark,” “license,” and so 
forth.  I.R.C. § 936(h)(3)(B) (1996).  In 2017, Congress amended 
the definition to include “goodwill, going concern value, . . . work-
force in place,” and other items whose value is “not attributable 
to tangible property or the services of any individual.”  I.R.C. 
§ 367(d)(4). 
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from the arm’s length standard” – which is to say, an 
analysis based on comparability.  Id. at 475.5 

B. 

In 1995, Treasury promulgated a regulation re-
quiring participants in a QCSA to share “all of the 
costs” of developing intangibles.  Treas. Reg. § 1.482-
7(d)(1) (1995).  Beginning in 1997, Treasury inter-
preted stock-based compensation to be such a cost.  
See Xilinx, Inc. v. Comm’r, 598 F.3d 1191, 1193-94 
(9th Cir. 2010). 

Xilinx, Inc. challenged this interpretation, and the 
Tax Court ruled in Xilinx’s favor.  Xilinx, Inc. v. 
Comm’r, 125 T.C. 37, 62 (2005).  The Tax Court found 
as a factual matter that “two unrelated parties in a 
cost sharing agreement would not share any costs re-
lated to [stock-based compensation].”  Xilinx, 598 F.3d 
at 1194.  At the same time, it found that Treas. Reg. 
§ 1.482-1(b)(1) – i.e., the arm’s length standard – still 
controlled over Treasury’s new all costs regulation.  
Id.  It therefore found Treasury’s reallocation of Xil-
inx’s stock-based compensation costs to be arbitrary 
and capricious.  Id. 

                                            
5  Significantly, Congress prompted the creation of the White Pa-
per at the same time it added the “commensurate with income” 
standard to § 482.  See H.R. Rep. No. 99-841, at 637-38 (1986) 
(Conf. Rep.), as reprinted in 1986 U.S.C.C.A.N. 4075, 4725-26.  
Specifically, Congress “believe[d] that a comprehensive study of 
intercompany pricing rules by the Internal Revenue Service 
should be conducted and that careful consideration should be 
given to whether the existing regulations could be modified in 
any respect.”  Id. at 638, as reprinted in 1986 U.S.C.C.A.N. at 
4726.  The resulting study – the White Paper – clearly stated 
that “the commensurate with income standard is fully consistent 
with the arm’s length principle,” and that “intangible income 
must be allocated on the basis of comparable transactions if com-
parables exist.”  1988-2 C.B. at 458, 474. 
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Our court affirmed the Tax Court, noting that the 
“purpose of the regulations is parity between taxpay-
ers in uncontrolled transactions and taxpayers in con-
trolled transactions,” which is determined “based on 
how parties operating at arm’s length would behave.”  
Id. at 1196.  Because Treasury “d[id] not dispute” that 
“unrelated parties would not share [stock-based com-
pensation],” we concluded that Treasury could not re-
quire related parties to share it.  Id. at 1194, 1196.  We 
therefore found the all costs provision inoperative. 

In his concurrence, Judge Fisher noted that Treas-
ury’s defense of the all costs provision relied on a ra-
tionale “not clearly articulated . . . until” the com-
mencement of litigation.  Id. at 1198 (Fisher, J., con-
curring).  Judge Fisher was “troubled by the complex, 
theoretical nature of many of [Treasury’s] argu-
ments . . . .  Not only does this make it difficult for the 
court to navigate the regulatory framework, it shows 
that taxpayers have not been given clear, fair notice 
of how the regulations will affect them.”  Id.6 

                                            
6  Judge Reinhardt dissented, finding instead that the para-
mount purpose of the regulations is preventing tax avoidance, 
and noting that tax law is not always fair or reasonable to busi-
nesses.  Id. at 1199-1200 (Reinhardt, J., dissenting).  Judge Rein-
hardt would have resolved the case in favor of Treasury by hold-
ing that the specific all costs provision (i.e. specifically address-
ing QCSAs) takes precedence over the general arm’s length 
standard.  Id. at 1199. 

 Judge Reinhardt also sat on the original panel in this case.  See 
Altera Corp. v. Comm’r, No. 16-70496, 2018 WL 3542989 (9th 
Cir. July 24, 2018), withdrawn, 898 F.3d 1266 (9th Cir. 2018).  
There he concurred with the majority, again in favor of Treasury, 
but on the ground that the meaning of the arm’s length standard 
is so fluid as to permissibly encompass the all costs method.  That 
opinion, published four months after Judge Reinhardt passed 
away, was ultimately withdrawn.  Yovino v. Rizo, 139 S. Ct. 706, 
707 n.* (2019) (per curiam); see id. at 710 (“[F]ederal judges are 
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C. 

In 2003, while the Xilinx litigation concerning the 
1995 regulation was pending, Treasury published a 
rule codifying its decision that QCSA parties should 
share stock-based compensation costs.  To achieve 
this, Treasury updated the arm’s length standard pro-
vision, Treas. Reg. § 1.482-1, with a cross-reference to 
its 1995 “all of the costs” provision, id. § 1.482-7,7 and 
specifically defined “operating expenses” thereunder 
to include stock-based compensation, id. § 1.482-
7(d)(2).  Compensatory Stock Options Under Section 
482, 68 Fed. Reg. 51,171, 51,178 (Aug. 26, 2003).  
Treasury purported to “believe that requiring stock-
based compensation to be taken into account for pur-
poses of QCSAs is consistent with the legislative in-
tent underlying section 482 and with the arm’s length 
standard,” because “unrelated parties entering into 
QCSAs would generally share stock-based compensa-
tion costs.”  Id. at 51,173. 

II. 

During the 2004-2007 taxable years, Appellee Al-
tera Corporation (Altera) shared certain costs with 
one of its foreign subsidiaries, Altera International, 
pursuant to a research and development cost-sharing 
agreement.  Relying on the Tax Court’s 2005 decision 
in Xilinx, the companies did not share the costs of 
stock-based compensation.  After Altera filed consoli-
dated income tax returns for these years, Treasury is-
sued notices of deficiency on the grounds that it had 

                                            
appointed for life, not for eternity.”).  The majority opinion of the 
reconstituted panel essentially adopted the reasoning of the orig-
inal panel. 

7 Subsequent to the 2003 amendments at issue, the Treasury 
Regulations have been re-organized and Treas. Reg. § 1.482-7 is 
now § 1.482-7A. 
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to re-allocate over $100 million in income from Altera 
International to Altera to account for the unshared 
costs of stock-based compensation.  Treasury asserted 
that this re-allocation was necessary under Treas. 
Reg. § 1.482-7(d)(2).  Altera timely filed petitions in 
the Tax Court. 

A. 

In a unanimous 15-0 decision, the Tax Court 
agreed with Altera and concluded that the regulation 
is arbitrary and capricious.  Altera Corp. v. Comm’r, 
145 T.C. 91, 133-34 (2015).  The Tax Court determined 
that, during the rulemaking process, Treasury specif-
ically justified its new stock-based compensation rule 
on the ground that it “was required by – or was at 
least consistent with – the arm’s-length standard.”  Id. 
at 121 & n.17 (citing 68 Fed. Reg. at 51,173 (“The final 
regulations provide that stock-based compensation 
must be taken into account in the context of QCSAs 
because such a result is consistent with the arm’s 
length standard.”)).  By contrast, the Tax Court found 
that Treasury did not rely on § 482’s “commensurate 
with income” language, nor could this language sus-
tain an inconsistent rule in any event given Con-
gress’s intent for it to work “consistently with the 
arm’s-length standard.”  Id. (citing White Paper at 
472, 475). 

The Tax Court therefore proceeded to analyze 
whether Treasury had articulated a reasoned basis for 
its conclusion that “unrelated parties entering into 
QCSAs would generally share stock-based compensa-
tion costs.”  Id. at 123 (citing 68 Fed. Reg. at 51,173).  
It found that the administrative record contained no 
empirical data supporting such a conclusion, that 
Treasury had made no attempt to search for evidence 
supporting such a conclusion, and that Treasury was 
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unaware of any actual transaction illustrating such a 
result.  Id. at 122-23.  To the contrary, the Tax Court 
noted that Treasury “seemed to accept the commenta-
tors’ economic analyses, which concluded that . . . un-
related parties to a QCSA would be unwilling to share 
the exercise spread or grant date value of stock-based 
compensation.”  Id. at 131.  The Tax Court therefore 
found that “Treasury’s ‘explanation for its decision . . . 
runs counter to the evidence before’ it.”  Id. (alteration 
in original) (quoting Motor Vehicle Mfrs. Ass’n of U.S., 
Inc. v. State Farm Mut. Auto. Ins. Co., 463 U.S. 29, 43 
(1983)).  It further concluded that “Treasury’s ‘ipse 
dixit conclusion, coupled with its failure to respond to 
contrary arguments resting on solid data, epitomizes 
arbitrary and capricious decisionmaking.’ ”  Id. at 134 
(quoting Ill. Pub. Telecomms. Ass’n v. FCC, 117 F.3d 
555, 564 (D.C. Cir. 1997)). 

B. 

Treasury appealed, and a divided panel of this 
court reversed.  Altera Corp. v. Commissioner, 926 
F.3d 1061, 1087 (9th Cir. 2019).  On appeal, Treasury 
adopted a new position:  that its 2003 rule was justi-
fied not because unrelated parties would actually 
share costs in the manner the rule now specifies, but 
because Treasury no longer needs to consider the be-
havior of unrelated parties at all.  Treasury’s new the-
ory is that it can allocate costs under a QCSA based 
on a standard purely internal to the participants, with 
no analysis of comparable transactions between unre-
lated entities, and call this an arm’s length result.  
The majority, applying Chevron, U.S.A., Inc. v. Natu-
ral Resources Defense Council, Inc., 467 U.S. 837 
(1984), found that this revised interpretation of § 482 
is permissible.  Altera, 926 F.3d at 1075-78.  It further 
concluded that “Treasury’s decision to do away with 
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analysis of comparable transactions” was neither ar-
bitrary nor capricious, because it “was made clear 
enough by citations to legislative history in the notice 
of proposed rulemaking and in the preamble to the fi-
nal rule.”  Id. at 1082.  Because Treasury abandoned 
the comparability standard, the majority explained, it 
was not required to address public comments that em-
phasized the absence of stock-based compensation 
cost-sharing in comparable transactions.  Id. 

Judge O’Malley dissented, noting that “Treasury 
repeatedly recognized that I.R.C. § 482 requires appli-
cation of an arm’s length standard when determining 
the true taxable income of a controlled taxpayer,” and 
“just as consistently asserted that a comparability 
analysis is the only way to determine the arm’s length 
standard.”  Id. at 1087 (O’Malley, J., dissenting).  She 
concluded that Treasury could not depart from this 
well-settled rule using only “a justification Treasury 
never provided [during the rulemaking process] and 
one which does not withstand careful scrutiny.”  Id.  
Judge O’Malley further concluded that the regulation 
is arbitrary and capricious; that the regulation would 
be impermissible under Chevron even if Treasury had 
not erred procedurally; and that, because the regula-
tion is invalid, our decision in Xilinx controls.  Id. at 
1092-1101. 

III. 

Under the APA, we must “hold unlawful and set 
aside agency action” that is “arbitrary, capricious, an 
abuse of discretion, or otherwise not in accordance 
with law.”  5 U.S.C. § 706(2)(A).  An agency’s rule is 
arbitrary and capricious when it “offer[s] an explana-
tion for its decision that runs counter to the evidence 
before” it.  State Farm, 463 U.S. at 43.  “The reviewing 
court should not attempt itself to make up for such 
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deficiencies:  ‘We may not supply a reasoned basis for 
the agency’s action that the agency itself has not 
given.’ ”  Id. (quoting SEC v. Chenery Corp., 332 U.S. 
194, 196 (1947)).  As recently emphasized by the Su-
preme Court, “[w]e cannot ignore [a] disconnect be-
tween the decision made and the explanation given.  
Our review is deferential, but we are ‘not required to 
exhibit a naiveté from which ordinary citizens are 
free.’ ”  Dep’t of Commerce v. New York, 139 S. Ct. 
2551, 2575 (2019) (quoting United States v. Stanchich, 
550 F.2d 1294, 1300 (2d Cir. 1977) (Friendly, J.)). 

A. 

By its own account, Treasury’s 2003 rulemaking 
was an attempted application of the traditional arm’s 
length standard.  Reviewing the 2003 rule on this ba-
sis, as we must, Treasury acted arbitrarily and capri-
ciously because its “explanation for its decision [ran] 
counter to the evidence before” it.  State Farm, 463 
U.S. at 43. 

Treasury’s explanation for its decision during the 
rulemaking process was that allocating stock-based 
compensation costs was justified because “unrelated 
parties entering into QCSAs would generally share 
stock-based compensation costs.”  68 Fed. Reg. at 
51,173.  Treasury considered this relevant because 
“[t]he regulations relating to QCSAs have as their fo-
cus reaching results consistent with what parties at 
arm’s length generally would do if they entered into 
cost sharing arrangements for the development of 
high-profit intangibles.”  Id.  Treasury asserted that 
“[p]arties dealing at arm’s length in [a QCSA] based 
on the sharing of costs and benefits generally would 
not distinguish between stock-based compensation 
and other forms of compensation.”  Id.  In conclusion, 
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Treasury emphasized that “[t]he final regulations pro-
vide that stock-based compensation must be taken 
into account in the context of QCSAs because such a 
result is consistent with the arm’s length standard.”  
Id. (emphasis added). 

As the unanimous Tax Court rightly concluded, 
Treasury’s stated reasons for concluding that the 
sharing of stock-based compensation costs was re-
quired by the arm’s length standard were belied by 
the evidence.  Altera, 145 T.C. at 131.  Treasury 
“fail[ed] to cite any evidence supporting its belief that 
unrelated parties to QCSAs would share stock-based 
compensation costs,” commentators submitted “signif-
icant evidence . . . showing that unrelated parties to 
QCSAs would not share stock-based compensation 
costs,” and Treasury “fail[ed] to respond to much of 
the submitted evidence.”  Id.  As a result, the admin-
istrative record contained no empirical data support-
ing Treasury’s conclusion.  Id. at 122-23.  Indeed, 
Treasury had made no attempt to search for evidence 
supporting its conclusion, and was unaware of any ac-
tual transaction in which unrelated parties had 
shared stock-based compensation costs.  Id. 

This “disconnect between the decision made and 
the explanation given” requires that we vacate Treas-
ury’s rule as arbitrary and capricious.  Dep’t of Com-
merce, 139 S. Ct. at 2575.  This should be the end of 
our analysis. 

B. 

The panel majority’s opinion impermissibly up-
holds the 2003 rule based on a host of rationales and 
interpretive maneuvers amounting to “a [purportedly] 
reasoned basis for the agency’s action that the agency 
itself has not given.”  State Farm, 463 U.S. at 43 (quot-
ing Chenery, 332 U.S. at 196). 
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 At no point in Treasury’s 2003 rulemaking did it 
make a finding, let alone one subject to notice and 
comment, that comparable transactions are per se un-
available for QCSAs, such that other methods must be 
employed in the first instance.  See Altera, 926 F.3d at 
1077-78, 1083 n.9 (majority opinion) (using legislative 
history and Treasury’s one-sentence rejection of com-
parables submitted by commenters to draw this con-
clusion).  At no point in Treasury’s 2003 rulemaking 
did it announce that it was returning to a pre-1968 
interpretation of § 482 subjecting taxpayers to an un-
predictable “fair and reasonable” standard.  See id. at 
1068-69, 1078 (using caselaw from “most of the twen-
tieth century,” i.e., before Treasury promulgated more 
specific regulations in 1968, to justify this return).  At 
no point in Treasury’s 2003 rulemaking did it inter-
pret the commensurate-with-income standard to pro-
vide an independent justification for its treatment of 
stock-based compensation.  See id. at 1077 (using leg-
islative history alone to infer this justification).  And 
at no point in Treasury’s 2003 rulemaking did it re-
verse its longstanding interpretation of the commen-
surate-with-income standard as consistent with the 
traditional arm’s length standard.  See id. at 1077, 
1081 (deriving a disparate interpretation of the com-
mensurate-with-income standard from whole cloth 
and relying on Treasury’s insertion of a cross-refer-
ence to conclude that these newly disparate standards 
were appropriately “synthesize[d]”). 

The panel majority ignores Treasury’s clear state-
ments in the preamble to its 2003 rule expressly jus-
tifying its treatment of stock-based compensation 
based on a traditional arm’s length analysis employ-
ing (unsubstantiated) comparable transactions.  See 
68 Fed. Reg. at 51,173.  The panel upholds the rule 
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only by accepting Treasury’s convenient litigating po-
sition on appeal that it permissibly jettisoned the tra-
ditional arm’s length standard altogether.  See Altera, 
926 F.3d at 1077.  By re-writing the reasoning sup-
porting the rule, the majority renders extensive com-
ments irrelevant, and is strangely untroubled by the 
idea that no member of the tax community noticed 
this alternative reasoning or submitted a relevant 
comment.  See id. at 1081-82; cf. Chisom v. Roemer, 
501 U.S. 380, 396 n.23 (1991) (“I think judges as well 
as detectives may take into consideration the fact that 
a watchdog did not bark in the night.”) (quoting Har-
rison v. PPG Industries, Inc., 446 U.S. 578, 602 (1980) 
(Rehnquist, J., dissenting)). 

The APA does not allow an agency to reclassify the 
reasoning it articulated to the public as “extraneous 
observations,” Appellant’s Br. at 64, ignore public 
comments pointing out the failures in such reasoning, 
and then defend its rule in litigation using reasoning 
the public never had notice of.  Yet that is precisely 
what the majority’s opinion allows Treasury to do. 

C. 

Even if an agency could force the public to engage 
in a “scavenger hunt” for “cryptic” references in order 
to understand its reasoning in the ordinary rulemak-
ing case, Altera, 926 F.3d at 1087-88 (O’Malley, J., dis-
senting), the APA would prohibit Treasury from doing 
so here: 

When an agency changes its existing position, it 
“need not always provide a more detailed justifica-
tion than what would suffice for a new policy cre-
ated on a blank slate.”  But the agency must at 
least “display awareness that it is changing posi-
tion” and “show that there are good reasons for the 
new policy.”  In explaining its changed position, an 
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agency must also be cognizant that longstanding 
policies may have “engendered serious reliance in-
terests that must be taken into account.” 

Encino Motorcars, LLC v. Navarro, 136 S. Ct. 2117, 
2125-26 (2016) (citations omitted) (quoting FCC v. Fox 
Television Stations, Inc., 556 U.S. 502, 515 (2009)). 

In contrast to its statements during the 2003 rule-
making and before the Tax Court, Treasury no longer 
disputes that stock-based compensation costs cannot 
be re-allocated under the traditional arm’s length 
standard.  A legitimate rule requiring the sharing of 
stock-based compensation costs would therefore have 
necessitated a change in position regarding the type 
of standard permissibly employed under § 482.  The 
relevant Supreme Court precedents call us to be par-
ticularly vigilant in ensuring that Treasury provided 
fair notice of this change in position.  See id.  It did 
not. 

The majority opinion assumes away this problem 
by relying on legislative history from the 1986 amend-
ment, making it seem as though the necessary inter-
pretation of § 482 had been on the books for nearly 
twenty years before the 2003 rule.  See Altera, 926 
F.3d at 1085-86 (majority opinion).  But Treasury ex-
pressly disclaimed the majority’s interpretation of the 
1986 amendment in the 1988 White Paper.  White Pa-
per at 472.  The interpretation of § 482 on the books 
in 2003 was the traditional arm’s length standard.  
Therefore, even if Treasury had articulated a permis-
sible reinterpretation of § 482 in its 2003 rule, its fail-
ure to acknowledge the newness of this interpretation, 
let alone to consider the “serious reliance interests” 
engendered by the previous interpretation, would sup-
ply an independent reason to vacate the rule.  Encino 
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Motorcars, 136 S. Ct. at 2126 (quoting Fox, 556 U.S. 
at 515). 

IV. 

The majority opinion additionally errs by accept-
ing the interpretation of § 482’s commensurate-with-
income provision that Treasury now advocates.  
Treasury’s interpretation is not entitled to deference, 
and it conflicts with the plain language of the statute. 

A. 

“[A] court must make an independent inquiry into 
whether the character and context of the agency in-
terpretation entitles it to controlling weight.”  Kisor v. 
Wilkie, 139 S. Ct. 2400, 2416 (2019) (citing United 
States v. Mead Corp., 533 U.S. 218, 229-31, 236-37 
(2001)).  For example, “Chevron deference is not war-
ranted where the regulation is ‘procedurally defective’ 
– that is, where the agency errs by failing to follow the 
correct procedures in issuing the regulation.”  Encino 
Motorcars, 136 S. Ct. at 2125.  As demonstrated above, 
Treasury’s 2003 rule was procedurally defective be-
cause its “explanation for its decision [ran] counter to 
the evidence before” it.  State Farm, 463 U.S. at 43.  
Even had it articulated a reasoned basis for its rule, it 
failed to “display awareness that it [was] changing po-
sition.”  Fox, 556 U.S. at 515.  “An arbitrary and ca-
pricious regulation of this sort is itself unlawful and 
receives no Chevron deference.”  Encino Motorcars, 
136 S. Ct. at 2126. 

Moreover, Treasury did not articulate a reasoned 
basis for its rule during notice-and-comment rulemak-
ing, but rather attempts to do so now in its briefing on 
appeal.  “Deference to what appears to be nothing 
more than an agency’s convenient litigating position 
would be entirely inappropriate.”  Bowen v. 
Georgetown Univ. Hosp., 488 U.S. 204, 213 (1988); cf. 
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Kisor, 139 S. Ct. at 2417-18 (“[A] court should decline 
to defer to a merely ‘convenient litigating position’ or 
‘post hoc rationalizatio[n] advanced’ to ‘defend past 
agency action against attack.’  And a court may not 
defer to a new interpretation, whether or not intro-
duced in litigation, that creates ‘unfair surprise’ to 
regulated parties.  That disruption of expectations 
may occur when an agency substitutes one view of a 
rule for another.” (citations and footnote omitted) 
(first quoting Christopher v. SmithKline Beecham 
Corp., 567 U.S. 142, 155 (2012), then quoting Long Is-
land Care at Home, Ltd. v. Coke, 551 U.S. 158, 170 
(2007))).  A litigating position is not “promulgated in 
the exercise of [Congressionally delegated] authority,” 
Mead, 533 U.S. at 227, because it is not adopted 
“through any ‘relatively formal administrative proce-
dure,’ ” Price v. Stevedoring Servs. of Am., Inc., 697 
F.3d 820, 827 (9th Cir. 2012) (en banc) (quoting Mead, 
533 U.S. at 230).  Rather, an agency’s litigating posi-
tion can “ordinarily [be] change[d] . . . from one case 
to another” via “internal decisionmaking not open to 
public comment or determination.”  Id. at 827, 830; cf. 
Xilinx, 598 F.3d at 1198 (Fisher, J., concurring) (“Not 
only do[]” Treasury’s “complex, theoretical” litigating 
arguments “make it difficult for the court to navigate 
the regulatory framework, it shows that taxpayers 
have not been given clear, fair notice of how the regu-
lations will affect them.”).  Nor is there any indication 
that Treasury’s litigating position here “is one of long 
standing” or the product of “careful consideration . . . 
over a long period of time,” Barnhart v. Walton, 535 
U.S. 212, 221-22 (2002), seeing as how Treasury did 
not even make the same argument to the Tax Court 
in this matter. 

Though some amici suggest it could, Treasury does 
not ask for Auer deference to its interpretation of 
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Treas. Reg. § 1.482-1 (the arm’s length standard).  See 
Auer v. Robbins, 519 U.S. 452 (1997).  Given the very 
detailed limitations on Auer deference spelled out in 
Kisor, virtually none of which Treasury’s actions sat-
isfy, it is clear that such deference would not be avail-
able even if not disclaimed.  See 139 S. Ct. at 2415-18 
(e.g., generally does not apply to “an agency construc-
tion ‘conflict[ing] with a prior’ one,” id. at 2418 (quot-
ing Thomas Jefferson Univ. v. Shalala, 512 U.S. 504, 
515 (1994))). 

Even Skidmore deference is likely inappropriate 
here, where “billions of dollars” are at stake.  King v. 
Burwell, 135 S. Ct. 2480, 2488-89 (2015) (finding 
Chevron inapplicable and making no mention of Skid-
more v. Swift & Co., 323 U.S. 134 (1944)). 

B. 

Setting aside whether Treasury’s new interpreta-
tion of the commensurate-with-income standard 
obeys Treasury’s own determination that Congress in-
tended it to work “consistently with the arm’s length 
standard,” White Paper at 472, 475, the commensu-
rate-with-income provision simply does not apply to 
QCSAs. 

By its terms, the provision is applicable only if 
QCSAs constitute “transfers of intangible property.”  
I.R.C. § 482.  They do not.  The majority opinion fo-
cuses on the breadth of the word “transfers,” modified 
by “any,” to conclude that transfers of future distribu-
tion rights fall within the provision’s ambit.  Altera, 
926 F.3d at 1076.  This reasoning suffers from two de-
fects.  First, QCSAs do not involve a transfer of future 
distribution rights.  Treasury itself characterized 
QCSAs as “cost sharing arrangements for the develop-
ment of high-profit intangibles.”  68 Fed. Reg. at 
51,173 (emphasis added).  “No rights are transferred 
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when parties enter into an agreement to develop in-
tangibles; this is because the rights to later-developed 
intangible property would spring ab initio to the par-
ties who shared the development costs without any 
need to transfer the property.”  Altera, 926 F.3d at 
1098 (O’Malley, J. dissenting).  Second, the statutory 
definition of “intangible property” comprises a list of 
property types that currently exist, none of which re-
sembles future distribution rights.  See supra, note 4; 
I.R.C. § 936(h)(3)(B) (1996).8  

The panel majority’s application of the commensu-
rate-with-income standard to Altera’s QCSA was 
therefore incorrect.  Even “under Chevron, the 
agency’s reading must fall ‘within the bounds of rea-
sonable interpretation.’  And let there be no mistake:  
That is a requirement an agency can fail.”  Kisor, 139 
S. Ct. at 2416 (citation omitted) (quoting Arlington v. 
FCC, 569 U.S. 290, 296 (2013)). 

V. 

In addition to being wrongly decided, the panel 
majority’s decision engenders particularly deleterious 
practical consequences. 

First, the majority opinion will likely upset the 
uniform application of the challenged regulation in 
the Tax Court, producing a situation akin to a circuit 

                                            
8 The majority’s discussion of future commodities, Altera, 926 
F.3d at 1076 (majority opinion), is particularly off the mark given 
that such futures are excluded from the definition of intangible 
property as having value “attributable to tangible property.”  
I.R.C. § 367(d)(4)(G).  The majority’s assertion that stock-based 
compensation is a transferred intangible under a QCSA only fur-
ther confuses the point.  See id.  Treasury is attempting to re-
allocate Altera’s income in this case precisely because the parties 
did not transfer any stock-based compensation costs. 
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split.  Although the Tax Court “will follow the clearly 
established position of a Court of Appeals to which a 
case is appealable,” it “will give effect to [its] own 
views in cases appealable to courts that have not yet 
decided the issue.”  Mitchell v. Comm’r, 106 T.C.M. 
(CCH) 215, 220 n.7 (2013); cf. Fehlhaber v. Comm’r, 
94 T.C. 863, 867 (1990) (disagreeing with a reversal 
by the Ninth Circuit and adhering to its position in 
cases outside the Ninth Circuit).  The Tax Court de-
termined unanimously, in a 15-0 decision, that Treas-
ury’s 2003 rulemaking “epitomize[d] arbitrary and ca-
pricious decisionmaking.’ ”  145 T.C. at 134 (quoting 
Ill. Pub. Telecomms. Ass’n v. FCC, 117 F.3d 555, 564 
(D.C. Cir. 1997)).  This uncommon unanimity and se-
verity of censure strongly suggest that the Tax Court 
will continue to be persuaded by its original reason-
ing.  If so, the tax treatment of stock-based compensa-
tion costs will turn on the happenstance of where a 
business is located and create incentives to locate or 
incorporate elsewhere.  Such a possibility is particu-
larly problematic in the context of federal taxation, 
given that “[a] cardinal principle of Congress in its tax 
scheme is uniformity.”  United States v. Gilbert As-
socs., Inc., 345 U.S. 361, 364 (1953).  In the meantime, 
businesses lack certainty regarding the meaning of 
the arm’s length standard outside the Ninth Circuit. 

Second, the panel majority’s opinion tramples on 
the longstanding reliance interests of American busi-
nesses.  See Appellee’s Petition for Rehearing En Banc 
at 1-2, App’x C 1-4 (listing 56 companies that “noted 
the Altera issue in their annual reports (Forms 10-K) 
to the SEC,” ranging from Alphabet Inc., reporting 
$4.4 billion at stake, to Groupon, Inc., reporting $14 
million at stake). “Courts properly have been reluc-
tant to depart from an interpretation of tax law which 
has been generally accepted when the departure could 
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have potentially far-reaching consequences.”  Comm’r 
v. Greenspun, 670 F.2d 123, 126 (9th Cir. 1982) (quot-
ing United States v. Byrum, 408 U.S. 125, 135 (1972)). 

Finally, as numerous amici observe, the panel ma-
jority opinion upsets not only domestic tax law, but 
international tax law as well.  The allocation of income 
between related entities operating in different coun-
tries is a problem that must be addressed not only by 
Treasury and the IRS, but also by the relevant foreign 
tax agencies.  In order to avoid double taxation, and 
pursuant to tax treaties negotiated by the United 
States, the arm’s length method is “used by all major 
developed nations.”  Barclays Bank PLC v. Franchise 
Tax Bd., 512 U.S. 298, 305 (1994).  The panel major-
ity’s interpretation of § 482 as allowing for the use of 
a purely internal standard to make cost and income 
allocations, i.e., without ever inquiring as to the be-
havior of parties operating at arm’s length, greatly up-
sets this international uniformity. 

* * * 

Treasury justified its 2003 rule as an application 
of the traditional arm’s length standard.  Without 
searching for any evidence, it assumed it knew what 
comparable transactions would look like.  Without 
any real analysis, it dismissed comments providing 
contrary examples.  The en banc Tax Court unani-
mously, and rightly, invalidated the rule as arbitrary 
and capricious because Treasury’s explanation for its 
decision ran counter to the evidence before it.  Only 
before this court did Treasury conjure a new justifica-
tion for the rule, not only newly applying the commen-
surate-with-income provision of the statute, but also 
newly interpreting that provision to bypass the tradi-
tional arm’s length standard. 
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 The panel majority was wrong to accept this justi-
fication, both procedurally and substantively.  Its de-
cision invites an effective circuit split, ignores the rea-
sonable reliance of businesses on the well-settled 
arm’s length standard, subjects those businesses to 
double taxation, and sows uncertainty over the fate of 
billions of dollars.  Moreover, its endorsement of 
Treasury’s arbitrary and capricious rulemaking sends 
a signal that executive agencies can bypass proper no-
tice-and-comment procedures as long as they come up 
with a clever post-hoc rationalization by the time their 
rules are litigated. 

I respectfully dissent from the denial of rehearing 
en banc. 



168a 

APPENDIX D 

 

1. 5 U.S.C. 553 provides: 

(a) This section applies, according to the provisions 
thereof, except to the extent that there is involved – 

(1) a military or foreign affairs function of the 
United States; or 

(2) a matter relating to agency management or 
personnel or to public property, loans, grants, ben-
efits, or contracts. 

(b) General notice of proposed rule making shall be 
published in the Federal Register, unless persons sub-
ject thereto are named and either personally served or 
otherwise have actual notice thereof in accordance 
with law.  The notice shall include – 

(1) a statement of the time, place, and nature of 
public rule making proceedings; 

(2) reference to the legal authority under which 
the rule is proposed; and 

(3) either the terms or substance of the pro-
posed rule or a description of the subjects and is-
sues involved. 

Except when notice or hearing is required by 
statute, this subsection does not apply— 

(A) to interpretative rules, general state-
ments of policy, or rules of agency organization, 
procedure, or practice; or 

(B) when the agency for good cause finds 
(and incorporates the finding and a brief state-
ment of reasons therefor in the rules issued) 
that notice and public procedure thereon are 
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impracticable, unnecessary, or contrary to the 
public interest. 

(c) After notice required by this section, the agency 
shall give interested persons an opportunity to partic-
ipate in the rule making through submission of writ-
ten data, views, or arguments with or without oppor-
tunity for oral presentation.  After consideration of the 
relevant matter presented, the agency shall incorpo-
rate in the rules adopted a concise general statement 
of their basis and purpose.  When rules are required 
by statute to be made on the record after opportunity 
for an agency hearing, sections 556 and 557 of this ti-
tle apply instead of this subsection. 

(d) The required publication or service of a sub-
stantive rule shall be made not less than 30 days be-
fore its effective date, except – 

(1) a substantive rule which grants or recog-
nizes an exemption or relieves a restriction; 

(2) interpretative rules and statements of pol-
icy; or 

(3) as otherwise provided by the agency for good 
cause found and published with the rule. 

(e) Each agency shall give an interested person the 
right to petition for the issuance, amendment, or re-
peal of a rule. 

 

2. 5 U.S.C. 706 provides: 

To the extent necessary to decision and when pre-
sented, the reviewing court shall decide all relevant 
questions of law, interpret constitutional and statu-
tory provisions, and determine the meaning or ap-
plicability of the terms of an agency action.  The re-
viewing court shall – 
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(1) compel agency action unlawfully withheld or 
unreasonably delayed; and 

(2) hold unlawful and set aside agency action, 
findings, and conclusions found to be –  

(A) arbitrary, capricious, an abuse of discre-
tion, or otherwise not in accordance with law; 

(B) contrary to constitutional right, power, 
privilege, or immunity; 

(C) in excess of statutory jurisdiction, au-
thority, or limitations, or short of statutory 
right; 

(D) without observance of procedure re-
quired by law; 

(E) unsupported by substantial evidence in 
a case subject to sections 556 and 557 of this 
title or otherwise reviewed on the record of an 
agency hearing provided by statute; or 

(F) unwarranted by the facts to the extent 
that the facts are subject to trial de novo by the 
reviewing court. 

In making the foregoing determinations, the court 
shall review the whole record or those parts of it cited 
by a party, and due account shall be taken of the rule 
of prejudicial error. 

 

3. 26 U.S.C. 482 provides: 

In any case of two or more organizations, trades, 
or businesses (whether or not incorporated, whether 
or not organized in the United States, and whether or 
not affiliated) owned or controlled directly or indi-
rectly by the same interests, the Secretary may dis-
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tribute, apportion, or allocate gross income, deduc-
tions, credits, or allowances between or among such 
organizations, trades, or businesses, if he determines 
that such distribution, apportionment, or allocation is 
necessary in order to prevent evasion of taxes or 
clearly to reflect the income of any of such organiza-
tions, trades, or businesses.  In the case of any trans-
fer (or license) of intangible property (within the 
meaning of section 367(d)(4)), the income with respect 
to such transfer or license shall be commensurate 
with the income attributable to the intangible.  For 
purposes of this section, the Secretary shall require 
the valuation of transfers of intangible property (in-
cluding intangible property transferred with other 
property or services) on an aggregate basis or the val-
uation of such a transfer on the basis of the realistic 
alternatives to such a transfer, if the Secretary deter-
mines that such basis is the most reliable means of 
valuation of such transfers. 

 

4. 26 C.F.R. 1.482-1 provides, in pertinent part: 

(a) In general –  

(1) Purpose and scope.  The purpose of section 
482 is to ensure that taxpayers clearly reflect in-
come attributable to controlled transactions and to 
prevent the avoidance of taxes with respect to such 
transactions.  Section 482 places a controlled tax-
payer on a tax parity with an uncontrolled tax-
payer by determining the true taxable income of 
the controlled taxpayer.  This section sets forth 
general principles and guidelines to be followed 
under section 482.  Section 1.482-2 provides rules 
for the determination of the true taxable income of 
controlled taxpayers in specific situations, includ-
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ing controlled transactions involving loans or ad-
vances or the use of tangible property.  Sections 
1.482-3 through 1.482-6 provide rules for the de-
termination of the true taxable income of con-
trolled taxpayers in cases involving the transfer of 
property.  Section 1.482-7T sets forth the cost shar-
ing provisions applicable to taxable years begin-
ning on or after January 5, 2009.  Section 1.482-8 
provides examples illustrating the application of 
the best method rule.  Finally, § 1.482-9 provides 
rules for the determination of the true taxable in-
come of controlled taxpayers in cases involving the 
performance of services. 

(2) Authority to make allocations.  The district 
director may make allocations between or among 
the members of a controlled group if a controlled 
taxpayer has not reported its true taxable income.  
In such case, the district director may allocate in-
come, deductions, credits, allowances, basis, or any 
other item or element affecting taxable income (re-
ferred to as allocations).  The appropriate alloca-
tion may take the form of an increase or decrease 
in any relevant amount. 

(3) Taxpayer’s use of section 482.  If necessary 
to reflect an arm’s length result, a controlled tax-
payer may report on a timely filed U.S. income tax 
return (including extensions) the results of its con-
trolled transactions based upon prices different 
from those actually charged.  Except as provided in 
this paragraph, section 482 grants no other right 
to a controlled taxpayer to apply the provisions of 
section 482 at will or to compel the district director 
to apply such provisions.  Therefore, no untimely 
or amended returns will be permitted to decrease 
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taxable income based on allocations or other ad-
justments with respect to controlled transactions.  
See § 1.6662-6T(a)(2) or successor regulations. 

(b) Arm’s length standard –  

(1) In general.  In determining the true taxable 
income of a controlled taxpayer, the standard to be 
applied in every case is that of a taxpayer dealing 
at arm’s length with an uncontrolled taxpayer.  A 
controlled transaction meets the arm’s length 
standard if the results of the transaction are con-
sistent with the results that would have been real-
ized if uncontrolled taxpayers had engaged in the 
same transaction under the same circumstances 
(arm’s length result).  However, because identical 
transactions can rarely be located, whether a 
transaction produces an arm’s length result gener-
ally will be determined by reference to the results 
of comparable transactions under comparable cir-
cumstances.  See § 1.482-1(d)(2) (Standard of com-
parability).  Evaluation of whether a controlled 
transaction produces an arm’s length result is 
made pursuant to a method selected under the best 
method rule described in § 1.482-1(c). 

(2) Arm’s length methods –  

(i) Methods.  Sections 1.482-2 through 1.482-
7 and 1.482-9 provide specific methods to be 
used to evaluate whether transactions between 
or among members of the controlled group sat-
isfy the arm’s length standard, and if they do 
not, to determine the arm’s length result.  This 
section provides general principles applicable 
in determining arm’s length results of such con-
trolled transactions, but do not provide meth-
ods, for which reference must be made to those 
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other sections in accordance with paragraphs 
(b)(2)(ii) and (iii) of this section.  Section 1.482-
7 provides the specific methods to be used to 
evaluate whether a cost sharing arrangement 
as defined in § 1.482-7 produces results con-
sistent with an arm’s length result. 

(ii) Selection of category of method applica-
ble to transaction.  The methods listed in 
§ 1.482-2 apply to different types of transac-
tions, such as transfers of property, services, 
loans or advances, and rentals.  Accordingly, 
the method or methods most appropriate to the 
calculation of arm’s length results for controlled 
transactions must be selected, and different 
methods may be applied to interrelated trans-
actions if such transactions are most reliably 
evaluated on a separate basis.  For example, if 
services are provided in connection with the 
transfer of property, it may be appropriate to 
separately apply the methods applicable to ser-
vices and property in order to determine an 
arm’s length result.  But see § 1.482-1(f )(2)(i) 
(Aggregation of transactions).  In addition, 
other applicable provisions of the Code may af-
fect the characterization of a transaction, and 
therefore affect the methods applicable under 
section 482.  See for example section 467. 

(iii) Coordination of methods applicable to 
certain intangible development arrangements.  
Section 1.482-7 provides the specific methods to 
be used to determine arm’s length results of 
controlled transactions in connection with a 
cost sharing arrangement as defined in § 1.482-
7.  Sections 1.482-4 and 1.482-9, as appropriate, 
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provide the specific methods to be used to de-
termine arm’s length results of arrangements, 
including partnerships, for sharing the costs 
and risks of developing intangibles, other than 
a cost sharing arrangement covered by § 1.482-
7.  See also §§ 1.482-4(g) (Coordination with 
rules governing cost sharing arrangements) 
and 1.482-9(m)(3) (Coordination with rules gov-
erning cost sharing arrangements). 

(c) Best method rule –  

(1) In general.  The arm’s length result of a con-
trolled transaction must be determined under the 
method that, under the facts and circumstances, 
provides the most reliable measure of an arm’s 
length result.  Thus, there is no strict priority of 
methods, and no method will invariably be consid-
ered to be more reliable than others.  An arm’s 
length result may be determined under any 
method without establishing the inapplicability of 
another method, but if another method subse-
quently is shown to produce a more reliable meas-
ure of an arm’s length result, such other method 
must be used.  Similarly, if two or more applica-
tions of a single method provide inconsistent re-
sults, the arm’s length result must be determined 
under the application that, under the facts and cir-
cumstances, provides the most reliable measure of 
an arm’s length result.  See § 1.482-8 for examples 
of the application of the best method rule.  See 
§ 1.482-7 for the applicable methods in the case of 
a cost sharing arrangement. 

(2) Determining the best method.  Data based on 
the results of transactions between unrelated par-
ties provides the most objective basis for determin-
ing whether the results of a controlled transaction 
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are arm’s length.  Thus, in determining which of 
two or more available methods (or applications of 
a single method) provides the most reliable meas-
ure of an arm’s length result, the two primary fac-
tors to take into account are the degree of compa-
rability between the controlled transaction (or tax-
payer) and any uncontrolled comparables, and the 
quality of the data and assumptions used in the 
analysis.  In addition, in certain circumstances, it 
also may be relevant to consider whether the re-
sults of an analysis are consistent with the results 
of an analysis under another method.  These fac-
tors are explained in paragraphs (c)(2)(i), (ii), and 
(iii) of this section. 

(i) Comparability.  The relative reliability of 
a method based on the results of transactions 
between unrelated parties depends on the de-
gree of comparability between the controlled 
transaction or taxpayers and the uncontrolled 
comparables, taking into account the factors 
described in § 1.482-1(d)(3) (Factors for deter-
mining comparability), and after making ad-
justments for differences, as described in 
§ 1.482-1(d)(2) (Standard of comparability).  As 
the degree of comparability increases, the num-
ber and extent of potential differences that 
could render the analysis inaccurate is reduced.  
In addition, if adjustments are made to in-
crease the degree of comparability, the number, 
magnitude, and reliability of those adjustments 
will affect the reliability of the results of the 
analysis.  Thus, an analysis under the compa-
rable uncontrolled price method will generally 
be more reliable than analyses obtained under 
other methods if the analysis is based on closely 
comparable uncontrolled transactions, because 
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such an analysis can be expected to achieve a 
higher degree of comparability and be suscepti-
ble to fewer differences than analyses under 
other methods.  See § 1.482-3(b)(2)(ii)(A).  An 
analysis will be relatively less reliable, how-
ever, as the un controlled transactions become 
less comparable to the controlled transaction. 

(ii) Data and assumptions.  Whether a 
method provides the most reliable measure of 
an arm’s length result also depends upon the 
completeness and accuracy of the underlying 
data, the reliability of the assumptions, and the 
sensitivity of the results to possible deficiencies 
in the data and assumptions.  Such factors are 
particularly relevant in evaluating the degree 
of comparability between the controlled and un-
controlled transactions.  These factors are dis-
cussed in paragraphs (c)(2)(ii) (A), (B), and (C) 
of this section. 

(A) Completeness and accuracy of data.  
The completeness and accuracy of the data 
affects the ability to identify and quantify 
those factors that would affect the result un-
der any particular method.  For example, 
the completeness and accuracy of data will 
determine the extent to which it is possible 
to identify differences between the con-
trolled and uncontrolled transactions, and 
the reliability of adjustments that are made 
to account for such differences.  An analysis 
will be relatively more reliable as the com-
pleteness and accuracy of the data in-
creases. 
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(B) Reliability of assumptions.  All meth-
ods rely on certain assumptions.  The relia-
bility of the results derived from a method 
depends on the soundness of such assump-
tions.  Some assumptions are relatively reli-
able.  For example, adjustments for differ-
ences in payment terms between controlled 
and uncontrolled transactions may be based 
on the assumption that at arm’s length such 
differences would lead to price differences 
that reflect the time value of money.  Alt-
hough selection of the appropriate interest 
rate to use in making such adjustments in-
volves some judgement, the economic analy-
sis on which the assumption is based is rel-
atively sound.  Other assumptions may be 
less reliable.  For example, the residual 
profit split method may be based on the as-
sumption that capitalized intangible devel-
opment expenses reflect the relative value 
of the intangible property contributed by 
each party.  Because the costs of developing 
an intangible may not be related to its mar-
ket value, the soundness of this assumption 
will affect the reliability of the results de-
rived from this method. 

(C) Sensitivity of results to deficiencies in 
data and assumptions.  Deficiencies in the 
data used or assumptions made may have a 
greater effect on some methods than others.  
In particular, the reliability of some meth-
ods is heavily dependent on the similarity of 
property or services involved in the con-
trolled and uncontrolled transaction.  For 
certain other methods, such as the resale 
price method, the analysis of the extent to 
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which controlled and uncontrolled taxpay-
ers undertake the same or similar functions, 
employ similar resources, and bear similar 
risks is particularly important.  Finally, un-
der other methods, such as the profit split 
method, defining the relevant business ac-
tivity and appropriate allocation of costs, in-
come, and assets may be of particular im-
portance.  Therefore, a difference between 
the controlled and uncontrolled transac-
tions for which an accurate adjustment can-
not be made may have a greater effect on the 
reliability of the results derived under one 
method than the results derived under an-
other method.  For example, differences in 
management efficiency may have a greater 
effect on a comparable profits method anal-
ysis than on a comparable uncontrolled 
price method analysis, while differences in 
product characteristics will ordinarily have 
a greater effect on a comparable uncon-
trolled price method analysis than on a com-
parable profits method analysis. 

(iii) Confirmation of results by another 
method.  If two or more methods produce incon-
sistent results, the best method rule will be ap-
plied to select the method that provides the 
most reliable measure of an arm’s length result.  
If the best method rule does not clearly indicate 
which method should be selected, an additional 
factor that may be taken into account in select-
ing a method is whether any of the competing 
methods produce results that are consistent 
with the results obtained from the appropriate 
application of another method.  Further, in 
evaluating different applications of the same 
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method, the fact that a second method (or an-
other application of the first method) produces 
results that are consistent with one of the com-
peting applications may be taken into account. 

*  *  *  *  * 

 

5. 26 C.F.R. 1.482-7 (2003) provides, in pertinent 
part: 

(d) Costs – 

(1) Intangible development costs.  For purposes 
of this section, a controlled participant’s costs of 
developing intangibles for a taxable year 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 participants, minus all of the cost 
sharing payments it receives from other controlled 
and uncontrolled participants.  Costs incurred re-
lated to the intangible development area consist of 
the following items:  operating expenses as defined 
in § 1.482-5(d)(3), other than depreciation or amor-
tization expense, plus (to the extent not included 
in such operating expenses, as defined in § 1.482- 
5(d)(3)) the charge for the use of any tangible prop-
erty made available to the qualified cost sharing 
arrangement.  If tangible property is made availa-
ble to the qualified cost sharing arrangement by a 
controlled participant, the determination of the ap-
propriate charge will be governed by the rules of 
§ 1.482-2(c) (Use of tangible property).  Intangible 
development costs do not include the consideration 
for the use of any intangible property made avail-
able to the qualified cost sharing arrangement.  
See paragraph (g)(2) of this section.  If a particular 
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cost contributes to the intangible development 
area and other areas or other business activities, 
the cost must be allocated between the intangible 
development area and the other areas or business 
activities on a reasonable basis.  In such a case, it 
is necessary to estimate the total benefits attribut-
able to the cost incurred.  The share of such cost 
allocated to the intangible development area must 
correspond to covered intangibles’ share of the to-
tal benefits.  Costs that do not contribute to the in-
tangible development area are not taken into ac-
count.  

(2) Stock-based compensation –  

(i) In general.  For purposes of this section, 
a controlled participant’s operating expenses 
include all costs attributable to compensation, 
including stock-based compensation.  As used 
in this section, the term stock-based compensa-
tion means any compensation provided by a 
controlled participant to an employee or inde-
pendent contractor in the form of equity instru-
ments, options to acquire stock (stock options), 
or rights with respect to (or determined by ref-
erence to) equity instruments or stock 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) Identification of stock-based compensa-
tion related to intangible development.  The de-
termination of whether stock-based compensa-
tion 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 
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stock-based compensation is granted.  Accord-
ingly, all stock-based compensation 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 intangible 
development cost under paragraph (d)(1) of this 
section.  In the case of a repricing or other mod-
ification of a stock option, the determination of 
whether the repricing or other modification 
constitutes the grant of a new stock option for 
purposes of this paragraph (d)(2)(ii) will be 
made in accordance with the rules of section 
424(h) and related regulations.  

(iii) Measurement and timing of stock-based 
compensation expense –  

(A) In general.  Except as otherwise pro-
vided in this paragraph (d)(2)(iii), the oper-
ating expense attributable to stock-based 
compensation is equal to the amount allow-
able to the controlled participant as a deduc-
tion 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).  
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(2) Deductions of foreign controlled 
participants.  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.  

(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 develop-
ment of intangibles, the stock option that 
is repriced or otherwise modified 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 allowable (or treated as allowable un-
der this paragraph (d)(2)(iii)(A)) to the 
controlled participant upon exercise of 
the stock option immediately before the 
modification must be taken into account 
as an operating expense as of the date of 
the modification.  

(4) Expiration or termination of qual-
ified cost sharing arrangement.  Solely 
for purposes of this paragraph 
(d)(2)(iii)(A), if an item of stock-based 



184a 

compensation related to the develop-
ment of intangibles is not exercised dur-
ing the term of a qualified cost sharing 
arrangement, that item of stock-based 
compensation will be treated as being ex-
ercised immediately before the expira-
tion or termination of the qualified cost 
sharing arrangement, provided that the 
stock-based compensation is then exer-
cisable and the fair market value of the 
underlying stock then exceeds the price 
at which the stock-based compensation 
is exercisable.  Accordingly, the amount 
of the deduction that would be allowable 
(or treated as allowable under this para-
graph (d)(2)(iii)(A)) to the controlled par-
ticipant upon exercise of the stock-based 
compensation must be taken into ac-
count as an operating expense 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 compensation in the form of op-
tions on publicly traded stock, the con-
trolled participants in a qualified cost 
sharing arrangement may elect to take 
into account all operating expenses at-
tributable to those stock options in the 
same amount, and as of the same time, 
as the fair value of the stock options re-
flected as a charge against income in au-
dited financial statements or disclosed in 
footnotes to such financial statements, 
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provided that such statements are pre-
pared in accordance with United States 
generally accepted accounting principles 
by or on behalf of the company issuing 
the publicly traded 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 
principles.  For purposes of this para-
graph (d)(2)(iii)(B), a financial statement 
prepared in accordance with a compre-
hensive 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 generally 
accepted accounting principles provided 
that either –  

(i) The fair value of the stock op-
tions under consideration is reflected 
in the reconciliation between such 
other accounting principles and 
United States generally accepted ac-
counting principles required to be in-
corporated into the financial state-
ment by the securities laws governing 
companies whose stock is regularly 
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traded on United States securities 
markets; or  

(ii) In the absence of a reconcilia-
tion between such other accounting 
principles and United States gener-
ally accepted accounting principles 
that reflects the fair value of the 
stock options under consideration, 
such other accounting principles re-
quire that the fair value of the stock 
options under consideration be re-
flected as a charge against income in 
audited financial statements or dis-
closed in footnotes to such state-
ments.  

(4) Time and manner of making the 
election.  The election described in this 
paragraph (d)(2)(iii)(B) is made by an ex-
plicit reference to the election in the 
written cost sharing agreement required 
by paragraph (b)(4) of this section or in a 
written amendment to the cost sharing 
agreement entered into with the consent 
of the Commissioner pursuant to para-
graph (d)(2)(iii)(C) of this section.  In the 
case of a qualified cost sharing arrange-
ment in existence on August 26, 2003, 
the election must be made by written 
amendment to the cost sharing agree-
ment not later than the latest due date 
(with regard to extensions) of a Federal 
income tax return of any controlled par-
ticipant for the first taxable year begin-
ning after August 26, 2003, and the con-
sent of the Commissioner is not required.  
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(C) Consistency.  Generally, all con-
trolled participants in a qualified cost shar-
ing arrangement taking options on publicly 
traded stock into account under paragraph 
(d)(2)(iii)(A) or (B) of this section must use 
that same method of measurement and tim-
ing 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 subsequent to the taxable year in 
which the Commissioner’s consent is ob-
tained.  All controlled participants in the 
qualified cost sharing arrangement must 
join in requests for the Commissioner’s con-
sent under this paragraph.  Thus, for exam-
ple, if the controlled participants make the 
election described 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 con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained.  Simi-
larly, if controlled 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 sen-
tence of paragraph (d)(2)(iii)(B)(4) of this 
section, the controlled participants may 
make the election described in paragraph 
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(d)(2)(iii)(B) of this section only with the con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained. 

*  *  *  *  * 

 

6. 26 C.F.R. 1.482-7 provides, in pertinent part: 

(d) Intangible development costs –  

*  *  *  *  * 

(3) Stock-based compensation –  

(i) In general.  As used in this section, the 
term stock-based compensation means any 
compensation provided by a controlled partici-
pant to an employee or independent contractor 
in the form of equity instruments, options to ac-
quire stock (stock options), or rights with re-
spect to (or determined by reference to) equity 
instruments or stock options, including but not 
limited to property to which section 83 applies 
and stock options to which section 421 applies, 
regardless of whether ultimately settled in the 
form of cash, stock, or other property. 

(ii) Identification of stock-based compensa-
tion with the IDA.  The determination of 
whether stock-based compensation is directly 
identified with, or reasonably allocable to, the 
IDA is made as of the date that the stock-based 
compensation is granted.  Accordingly, all 
stock-based compensation that is granted dur-
ing the term of the CSA and, at date of grant, is 
directly identified with, or reasonably allocable 
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to, the IDA is included as an IDC under para-
graph (d)(1) of this section.  In the case of a re-
pricing or other modification of a stock option, 
the determination of whether the repricing or 
other modification constitutes the grant of a 
new stock option for purposes of this paragraph 
(d)(3)(ii) will be made in accordance with the 
rules of section 424(h) and related regulations. 

(iii) Measurement and timing of stock-based 
compensation IDC –  

(A) In general.  Except as otherwise pro-
vided in this paragraph (d)(3)(iii), the cost 
attributable to stock-based compensation is 
equal to the amount allowable to the con-
trolled participant as a deduction for federal 
income tax purposes with respect to that 
stock-based compensation (for example, un-
der section 83(h)) and is taken into account 
as an IDC 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)(3)(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 
participants.  Solely for purposes of this 
paragraph (d)(3)(iii)(A), an amount is 
treated as an allowable deduction of a 
foreign controlled participant to the ex-
tent 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)(3)(iii)(A), if the repricing or other 
modification of a stock option is deter-
mined, under paragraph (d)(3)(ii) of this 
section, to constitute the grant of a new 
stock option not identified with, or rea-
sonably allocable to, the IDA, the stock 
option that is repriced or otherwise mod-
ified will be treated as being exercised 
immediately before the modification, 
provided that the stock option is then ex-
ercisable 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 allowable (or treated as al-
lowable under this paragraph 
(d)(3)(iii)(A)) to the controlled partici-
pant upon exercise of the stock option 
immediately before the modification 
must be taken into account as an IDC as 
of the date of the modification. 

(4) Expiration or termination of CSA.  
Solely for purposes of this paragraph 
(d)(3)(iii)(A), if an item of stock-based 
compensation identified with, or reason-
ably allocable to, the IDA is not exercised 
during the term of a CSA, that item of 
stock-based compensation will be treated 
as being exercised immediately before 
the expiration or termination of the CSA, 
provided that the stock-based compensa-
tion is then exercisable and the fair mar-
ket value of the underlying stock then 
exceeds the price at which the stock-
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based compensation is exercisable.  Ac-
cordingly, the amount of the deduction 
that would be allowable (or treated as al-
lowable under this paragraph 
(d)(3)(iii)(A)) to the controlled partici-
pant upon exercise of the stock-based 
compensation must be taken into ac-
count as an IDC as of the date of the ex-
piration or termination of the CSA. 

(B) Election with respect to options on 
publicly traded stock – 

(1) In general.  With respect to stock-
based compensation in the form of op-
tions on publicly traded stock, the con-
trolled participants in a CSA may elect 
to take into account all IDCs attributable 
to those stock options in the same 
amount, and as of the same time, as the 
fair value of the stock options reflected 
as a charge against income in audited fi-
nancial statements or disclosed in foot-
notes to such financial statements, pro-
vided that such statements are prepared 
in accordance with United States gener-
ally accepted accounting principles by or 
on behalf of the company issuing the 
publicly traded stock. 

(2) Publicly traded stock.  As used in 
this paragraph (d)(3)(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 
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accounting principles for the taxable 
year. 

(3) Generally accepted accounting 
principles.  For purposes of this para-
graph (d)(3)(iii)(B), a financial statement 
prepared in accordance with a compre-
hensive 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 generally 
accepted accounting principles provided 
that either – 

(i) The fair value of the stock op-
tions under consideration is reflected 
in the reconciliation between such 
other accounting principles and 
United States generally accepted ac-
counting principles required to be in-
corporated into the financial state-
ment by the securities laws governing 
companies whose stock is regularly 
traded on United States securities 
markets; or 

(ii) In the absence of a reconcilia-
tion between such other accounting 
principles and United States gener-
ally accepted accounting principles 
that reflects the fair value of the 
stock options under consideration, 
such other accounting principles re-
quire that the fair value of the stock 
options under consideration be re-
flected as a charge against income in 
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audited financial statements or dis-
closed in footnotes to such state-
ments. 

(4) Time and manner of making the 
election.  The election described in this 
paragraph (d)(3)(iii)(B) is made by an ex-
plicit reference to the election in the 
written contract required by paragraph 
(k)(1) of this section or in a written 
amendment to the CSA entered into with 
the consent of the Commissioner pursu-
ant to paragraph (d)(3)(iii)(C) of this sec-
tion.  In the case of a CSA in existence on 
August 26, 2003, the election by written 
amendment to the CSA may be made 
without the consent of the Commissioner 
if such amendment is entered into not 
later than the latest due date (with re-
gard to extensions) of a federal income 
tax return of any controlled participant 
for the first taxable year beginning after 
August 26, 2003. 

(C) Consistency.  Generally, all con-
trolled participants in a CSA taking options 
on publicly traded stock into account under 
paragraph (d)(3)(ii), (d)(3)(iii)(A), or 
(d)(3)(iii)(B) of this section must use that 
same method of identification, measure-
ment and timing for all options on publicly 
traded stock with respect to that CSA.  Con-
trolled participants may change their 
method only with the consent of the Com-
missioner and only with respect to stock op-
tions granted during taxable years subse-
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quent to the taxable year in which the Com-
missioner’s consent is obtained.  All con-
trolled participants in the CSA must join in 
requests for the Commissioner’s consent un-
der this paragraph (d)(3)(iii)(C).  Thus, for 
example, if the controlled participants make 
the election described in paragraph 
(d)(3)(iii)(B) of this section upon the for-
mation of the CSA, the election may be re-
voked only with the consent of the Commis-
sioner, and the consent will apply only to 
stock options granted in taxable years sub-
sequent to the taxable year in which consent 
is obtained.  Similarly, if controlled partici-
pants already have granted stock options 
that have been or will be taken into account 
under the general rule of paragraph 
(d)(3)(iii)(A) of this section, then except in 
cases specified in the last sentence of para-
graph (d)(3)(iii)(B)(4) of this section, the con-
trolled participants may make the election 
described in paragraph (d)(3)(iii)(B) of this 
section only with the consent of the Commis-
sioner, and the consent will apply only to 
stock options granted in taxable years sub-
sequent to the taxable year in which consent 
is obtained. 

*  *  *  *  * 

 

 

 



195a 

APPENDIX E 

 

Federal Register / Vol. 67, No. 145 / Monday, July 29, 
2002 / Proposed Rules 48997 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Part 1 

[REG-106359-02] 

RIN 1545-BA57 

Compensatory Stock Options Under Section 482 

AGENCY:  Internal Revenue Service (IRS), Treasury. 

ACTION:  Notice of proposed rulemaking and notice 
of public hearing. 

SUMMARY:  This document contains proposed regu-
lations that provide guidance regarding the applica-
tion of the rules of section 482 governing qualified cost 
sharing arrangements.  These proposed regulations 
provide guidance regarding the treatment of stock-
based compensation for purposes of the rules govern-
ing qualified cost sharing arrangements and for pur-
poses of the comparability factors to be considered un-
der the comparable profits method.  This document 
also provides notice of a public hearing on these pro-
posed regulations. 

DATES:  Written or electronic comments must be re-
ceived by October 28, 2002.  Requests to speak and 
outlines of topics to be discussed at the public hearing 
scheduled for November 20, 2002, must be received by 
October 30, 2002. 
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ADDRESSES:  Send submissions to:  CC:ITA:RU 
(REG-106359-02), room 5226, Internal Revenue Ser-
vice, POB 7604, Ben Franklin Station, Washington, 
DC 20044.  Submissions may be hand-delivered be-
tween the hours of 8 a.m. and 5 p.m. to CC:ITA:RU 
(REG-106359-02), Courier’s Desk, Internal Revenue 
Service, 1111 Constitution Avenue, NW., Washington, 
DC.  Alternatively, taxpayers may submit comments 
electronically directly to the IRS Internet site at 
http://www.irs.gov/regs.  The public hearing will be 
held in Room 4718, Internal Revenue Building, 1111 
Constitution Avenue, NW., Washington, DC. 

FOR FURTHER INFORMATION CONTACT:  Con-
cerning the regulations, Douglas Giblen, (202) 874-
1490; concerning submissions of comments, the hear-
ing, and/or to be placed on the building access list to 
attend the hearing, LaNita Van Dyke, (202) 622-7180 
(not toll-free numbers). 

SUPPLEMENTARY INFORMATION 

Paperwork Reduction Act 

The collection of information contained in this no-
tice of proposed rulemaking has been submitted to the 
Office of Management and Budget for review in ac-
cordance with the Paperwork Reduction Act of 1995 
(44 U.S.C. 3507(d)).  Comments on the collection of in-
formation should be sent to the Office of Management 
and Budget, Attn:  Desk Officer for the Department of 
the Treasury, Office of Information and Regulatory 
Affairs, Washington, DC 20503, with copies to the In-
ternal Revenue Service, Attn:  IRS Reports Clearance 
Officer, W:CAR:MP:FP:S, Washington, DC 20224. 
Comments on the collection of information should be 
received by September 27, 2002.  Comments are spe-
cifically requested concerning: 
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Whether the proposed collection of information is 
necessary for the proper performance of the functions 
of the Internal Revenue Service, including whether 
the information will have practical utility; 

The accuracy of the estimated burden associated 
with the proposed collection of information (see be-
low); 

How the quality, utility, and clarity of the infor-
mation to be collected may be enhanced; 

How the burden of complying with the proposed 
collection of information may be minimized, including 
through the application of automated collection tech-
niques or other forms of information technology; and 

Estimates of capital or start-up costs and costs of 
operation, maintenance, and purchase of services to 
provide information. 

The collection of information requirements are in 
proposed §§ 1.482-7(d)(2)(iii)(B) and 1.482-
7(j)(2)(i)(F).  This information is required by the IRS 
to monitor compliance with the federal tax rules for 
determining stock-based compensation costs related 
to intangible development to be shared among con-
trolled participants in qualified cost sharing arrange-
ments.  The likely respondents are taxpayers who en-
ter into these arrangements.  Responses to this collec-
tion of information are required to determine these 
taxpayers’ proper shares of stock-based compensation 
costs incurred with respect to these arrangements. 

Section 1.482-7(d)(2)(iii)(B) of the proposed regula-
tions provides that controlled participants may elect 
an alternative method of measurement of certain 
stock-based compensation by clearly referring to the 
election in the written cost sharing agreement re-
quired under existing regulations or by amending a 
cost sharing agreement already in effect to refer to the 
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election.  Section 1.482-7(j)(2)(i)(F) requires controlled 
participants to maintain documentation necessary to 
establish the amount taken into account as operating 
expenses attributable to stock-based compensation, 
including the method of measurement and timing 
used in computing that amount, and the data, as of 
the date of grant, used to identify stock-based compen-
sation related to the development of intangibles. 

Estimated total annual reporting and/or record-
keeping burden:  2,000 hours. 

Estimated average annual burden hours per re-
spondent and/or recordkeeper:  The estimated annual 
burden per respondent varies from 2 hours to 7 hours, 
depending on individual circumstances, with an esti-
mated average of 4 hours. 

Estimated number of respondents and/or record-
keepers:  500. 

Estimated frequency of responses:  Annually. 

An agency may not conduct or sponsor, and a per-
son is not required to respond to, a collection of infor-
mation unless it displays a valid control number as-
signed by the Office of Management and Budget. 

Books or records relating to a collection of infor-
mation must be retained as long as their contents may 
become material in the administration of any internal 
revenue law.  Generally, tax returns and tax return 
information are confidential, as required by 26 U.S.C. 
6103. 

Background 

Section 482 of the Internal Revenue Code gener-
ally provides that the Secretary may allocate gross in-
come, deductions and credits between or among two 
or more taxpayers owned or controlled by the same in-
terests in order to prevent evasion of taxes or clearly 
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to reflect income.  On July 8, 1994, Treasury and the 
IRS published in the Federal Register (59 FR 34988) 
final regulations (T.D. 8552, 1994-2 C.B. 93) under 
section 482 in areas other than cost sharing.  On De-
cember 20, 1995, Treasury and the IRS published in 
the Federal Register (60 FR 65553) final cost sharing 
regulations (T.D. 8632, 1996-1 C.B. 85), effective for 
taxable years beginning on or after January 1, 1996.  
Amendments to T.D. 8632 were published in the Fed-
eral Register on May 13, 1996, at 61 FR 21955 (T.D. 
8670, 1996-1 C.B. 99), and on January 3, 2001, at 66 
FR 280 (T.D. 8930, 2001-1 I.R.B. 433). 

The 1994 final regulations under section 482 con-
tain general provisions at § 1.482-1 describing the 
arm’s length standard and the best method rule.  The 
final cost sharing regulations at § 1.482-7 generally 
require that controlled participants in a qualified cost 
sharing arrangement share intangible development 
costs in proportion to their shares of the reasonably 
anticipated benefits attributable to the development 
of the intangibles covered by the arrangement.  These 
proposed regulations clarify that stock-based compen-
sation is taken into account in determining the oper-
ating expenses treated as a controlled participant’s in-
tangible development costs for purposes of the cost 
sharing provisions; provide rules for measuring the 
cost associated with stock-based compensation; clarify 
that the utilization and treatment of stock-based com-
pensation is appropriately taken into account as a 
comparability factor for purposes of the comparable 
profits method under § 1.482-5; and clarify the coordi-
nation of the cost sharing rules of § 1.482-7 with the 
arm’s length standard as set forth in § 1.482-1. 
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Explanation of Provisions 

Overview 

The Tax Reform Act of 1986, Public Law 99-514, 
100 Stat. 2085, 2561 et seq. (reprinted at 1986-3 C.B. 
(Vol. 1) 1, 478) (the Act), amended section 482 to re-
quire that consideration for intangible property trans-
ferred in a controlled transaction be commensurate 
with the income attributable to the intangible.  The 
legislative history of the Act indicated that in adding 
this commensurate with income standard to section 
482, Congress did not intend to preclude the use of 
bona fide research and development cost sharing ar-
rangements as an appropriate method of allocating in-
come attributable to intangibles among related par-
ties, “if and to the extent such agreements are con-
sistent with the purpose of this provision that the in-
come allocated among the parties reasonably reflect 
the actual economic activity undertaken by each.  Un-
der such a bona fide cost-sharing arrangement, the 
cost-sharer would be expected to bear its portion of all 
research and development costs * * * .”  H.R. Rep. No. 
99-841, at II-638 (1986) (the Conference Report). 

The Conference Report recommended that the IRS 
conduct a comprehensive study and consider whether 
the regulations under section 482 (issued in 1968) 
should be modified in any respect.  In response to this 
directive, on October 18, 1988, Treasury and the IRS 
issued a study of intercompany pricing (the White Pa-
per), published as Notice 88-123, 1988-2 C.B. 458.  
With respect to cost sharing arrangements, the White 
Paper observed that Congress intended such arrange-
ments to produce results consistent with the purposes 
of the commensurate with income standard in section 
482, and in particular that allocations of income 
among the participants reasonably reflect the partici-
pants’ respective economic activity.  1988-2 C.B. at 
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459, 495.  The White Paper further observed that Con-
gress intended that Treasury and the IRS apply and 
interpret the commensurate with income standard 
consistently with the arm’s length standard.  1988-2 
C.B. at 458, 477. 

Section 1.482-1 of the 1994 final regulations pro-
vides that a controlled transaction meets the arm’s 
length standard if the results of the transaction are 
consistent with the results that would have been real-
ized if uncontrolled taxpayers had engaged in the 
same transaction under the same circumstances.  A 
method selected under the best method rule is used to 
determine whether a controlled transaction produces 
an arm’s length result.  The regulations reference 
§§ 1.482-2 through 1.482-6 as providing specific meth-
ods to be used in this determination. 

Section 1.482-7 of the 1995 final regulations imple-
ments the commensurate with income standard in the 
context of cost sharing arrangements.  The final cost 
sharing regulations require that controlled partici-
pants in a qualified cost sharing arrangement share 
all costs incurred that are related to the development 
of intangibles in proportion to their shares of the rea-
sonably anticipated benefits attributable to that de-
velopment.  Section 1.482-7(d)(1) defines these intan-
gible development costs as including operating ex-
penses as defined in § 1.482-5(d)(3), other than depre-
ciation or amortization, plus an arm’s length rental 
charge determined under § 1.482-2(c) for the use of 
any tangible property made available to the qualified 
cost sharing arrangement.  Section 1.482-5(d)(3) de-
fines operating expenses, for purposes of the compa-
rable profits method under section 482, as including 
all expenses not included in cost of goods sold except 
for interest expense, foreign and domestic income 
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taxes, and any other expenses not related to the oper-
ation of the relevant business activity.  In the context 
of cost sharing, the relevant business activity is the 
development of intangibles covered by the cost shar-
ing arrangement. 

Since the promulgation of the final cost sharing 
regulations in 1995, the issue has been raised whether 
operating expenses within the meaning of § 1.482-
7(d)(1) include compensation provided by a controlled 
participant in the form of stock options.  Related ques-
tions have been posed in this context regarding the in-
teraction between the arm’s length standard and the 
cost sharing regulations. 

These proposed regulations amend the final regu-
lations to clarify that stock-based compensation must 
be taken into account in determining operating ex-
penses under § 1.482-7(d)(1) and to provide rules for 
measuring stock-based compensation costs.  These 
proposed regulations also clarify that stock-based 
compensation should be taken into account in compa-
rability determinations pursuant to the comparable 
profits method under § 1.482-5.  Finally, the proposed 
regulations amend the final regulations to include ex-
press provisions to coordinate the cost sharing rules of 
§ 1.482-7 with the arm’s length standard as set forth 
in § 1.482-1.  

Inclusion of Stock-Based Compensation in Intangible 
Development Costs 

The proposed regulations provide that in deter-
mining a controlled participant’s operating expenses 
within the meaning of § 1.482-7(d)(1), all compensa-
tion, including stock-based compensation, must be 
taken into account.  The proposed regulations also 
provide rules for measuring the operating expenses 
attributable to stock-based compensation. 



203a 

The definition of stock-based compensation for 
purposes of these proposed regulations is broad, com-
prising any compensation provided by a controlled 
participant to an employee or independent contractor 
in the form of equity instruments, stock options, or 
rights in (or determined by reference to) such instru-
ments or options, regardless of whether the compen-
sation ultimately is settled in the form of cash, stock, 
or other property.  Thus, these proposed regulations 
are intended to reach such forms of compensation as 
restricted stock, nonstatutory stock options, statutory 
stock options (incentive stock options described in sec-
tion 422(b) and options granted under an employee 
stock purchase plan described in section 423(b)), stock 
appreciation rights, and phantom stock.  Statutory 
stock options are within the scope of the definition re-
gardless of whether the employer is entitled to an in-
come tax deduction with respect to those options. 

The proposed regulations provide that the deter-
mination of whether stock-based compensation is re-
lated to the development of intangibles covered by the 
qualified cost sharing arrangement is to be made as of 
the date the stock-based compensation is granted.  For 
example, controlled participants must share the costs 
attributable to stock-based compensation that is 
granted to an employee who, at the time of grant, is 
performing research services related to the qualified 
cost sharing arrangement.  Treasury and the IRS be-
lieve that this rule appropriately identifies the stock-
based compensation to be shared because the grant of 
compensation generally is the economic event most 
closely associated in time with the services being com-
pensated.  Because a controlled participant may 
choose whether to provide stock-based or cash com-
pensation, this rule also promotes neutrality of treat-
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ment as among various forms of compensation.  Fi-
nally, because the grant-date identification rule ap-
plies irrespective of the method used by the controlled 
participant to measure or determine the timing of in-
clusion of stock-based compensation in the intangible 
development costs to be shared, the rule ensures that 
the same items of stock-based compensation will be 
taken into account under any method, thus promoting 
neutrality in the choice of measurement method af-
forded by the proposed regulations. 

In applying the grant-date identification rule in 
cases where a stock option is repriced or otherwise 
modified, the rules of section 424(h) and related regu-
lations will be used to determine whether the grant of 
a new stock option has occurred. 

Treasury and the IRS recognize that tax and other 
accounting principles permit the cost associated with 
stock-based compensation to be measured and taken 
into account as of different points in time and under 
various methodologies for different purposes.  For ex-
ample, for general income tax purposes, the amount of 
compensation taxed to an employee and deductible by 
an employer upon exercise of a stock option not gov-
erned by sections 421-424 (commonly referred to as a 
nonstatutory stock option) generally is measured by 
the “spread” between the option price and the fair 
market value of the underlying stock at the date of ex-
ercise.  See §§ 83(a), 83(h), 1.83-1(a)(1), 1.83-6(a)(1). 

For various other tax purposes, however, the IRS 
has adopted modified versions of economic pricing 
models, such as the Black-Scholes model, for valuing 
stock options at specific points in time prior to exer-
cise.  See Rev. Proc. 98-34, 1998-1 C.B. 983 (estate and 
gift tax valuation); Rev. Proc. 2002-13, 2002-8 I.R.B. 
549, as modified by Rev. Proc. 2002-45, 2002-27 I.R.B. 
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40 (measurement of stock-option-based golden para-
chute payments under sections 280G and 4999).  Pric-
ing models also have been adopted in the context of 
financial accounting.  The Financial Accounting 
Standards Board (FASB) refers to pricing models for 
measurement of the stock-based compensation ex-
pense that a company is required to report at “fair 
value,” either as a charge to income or, at the com-
pany’s option, in a pro forma footnote disclosure.  See 
FASB Statement 123, Accounting for Stock-Based 
Compensation (October 1995). 

Generally accepted pricing models can be applied 
at the date of grant to estimate the economic cost of a 
stock option to the issuer.  General support for the use 
of economic measures of cost in the transfer pricing 
context may be found in the legislative history of the 
commensurate with income standard and in the 
White Paper, which state that to be consistent with 
the commensurate with income standard, cost sharing 
arrangements must “reflect the actual economic activ-
ity” of participants.  Conference Report at II-638 and 
White Paper at 1988-2 C.B. 495. 

In establishing rules for measurement of the oper-
ating expenses attributable to stock-based compensa-
tion for cost sharing purposes, Treasury and the IRS 
believe that due regard must be given to the emphasis 
placed on economic factors in the legislative history of 
the commensurate with income standard and in the 
White Paper.  Treasury and the IRS also recognize the 
importance of providing rules that are administrable. 

The proposed regulations prescribe a general rule 
of measurement based primarily on the amount and 
timing of the income tax deduction associated with 
stock-based compensation, while in certain cases per-
mitting controlled participants in a qualified cost 
sharing arrangement to elect a rule of measurement 
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with respect to stock options based on the amount and 
timing of the fair value of the option that is required 
to be computed for purposes of financial accounting in 
accordance with United States generally accepted ac-
counting principles (U.S. GAAP). 

To provide for uniform measurement of the cost as-
sociated with both statutory and nonstatutory stock 
options, the general deduction-based measurement 
rule is applied as if section 421 did not apply upon the 
exercise of a statutory stock option.  Thus, although 
section 421 generally disallows compensation deduc-
tions with respect to the exercise of statutory stock op-
tions except in the case of certain disqualifying dispo-
sitions, the proposed regulations treat the exercise of 
a statutory stock option as giving rise to a deduction 
for purposes of the deduction-based measurement 
rule.  Consequently, the operating expense with re-
spect to all stock options, whether statutory or non-
statutory, generally will be measured by the “spread” 
and taken into account as of the date the stock option 
is exercised. 

To place a foreign controlled participant on an 
equal footing with a United States controlled partici-
pant, an amount is treated as deductible by a foreign 
controlled participant, solely for purposes of the gen-
eral deduction-based measurement rule, as if the 
amount were paid or incurred by a United States tax-
payer, even if the foreign controlled participant is not 
subject to United States taxing jurisdiction and so 
would not otherwise be entitled to a deduction under 
United States income tax law. 

Solely for purposes of the general deduction-based 
measurement rule, any item of stock-based compensa-
tion that is eligible to be exercised and that remains 
outstanding on the expiration or termination of a 
qualified cost sharing arrangement will be treated as 
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being exercised immediately before the expiration or 
termination, provided that the fair market value of 
the underlying stock at that time exceeds the price at 
which the stock-based compensation is exercisable.  
The result of this treatment is that the excess of the 
fair market value of the underlying stock over the 
price at which the stock-based compensation is exer-
cisable is taken into account as an operating expense 
for the taxable year in which the qualified cost sharing 
arrangement expires or terminates.  This special rule 
would apply, for example, in the case of a currently 
exercisable statutory stock option or a substantially 
vested nonstatutory stock option where the fair mar-
ket value of the underlying stock exceeds the option 
price at the time the qualified cost sharing arrange-
ment is terminated.  The rule ensures that controlled 
participants take into account for cost sharing pur-
poses all stock-based compensation that is attributa-
ble to the development of intangibles and has become 
exercisable during the term of the cost sharing ar-
rangement.  In cases where significant amounts of 
stock-based compensation have been granted, but are 
not exercisable at the time of the termination of the 
arrangement, the IRS anticipates that factual issues 
regarding the termination of the qualified cost shar-
ing arrangement will arise if the arrangement is rein-
stated. 

A similar rule applies if, during the term of the 
qualified cost sharing arrangement, a newly granted 
stock option is determined to result from a repricing 
or other modification of another stock option and is 
not related to the development of intangibles at the 
time of the modification.  In this situation, an amount 
is taken into account for purposes of the general de-
duction-based measurement rule as if the original 
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stock option had been exercised immediately before 
the modification. 

The proposed regulations permit an elective 
method of measurement and timing with respect to 
options on publicly traded stock of companies subject 
to financial reporting under U.S. GAAP, provided that 
the stock is traded on a United States securities mar-
ket. 

Under the election, the amount of the operating ex-
pense associated with compensatory stock options is 
their “fair value,” generally measured by reference to 
economic pricing models as of the date of grant, as re-
flected either as a charge against income or as a foot-
note disclosure in the company’s audited financial 
statements, in compliance with current U.S. GAAP.  
Where the election is made with respect to stock in a 
company that does not take stock-based compensation 
expense as a charge against income for financial ac-
counting purposes but rather chooses, as permitted by 
current U.S. GAAP (for example, FASB Statement 
123), to disclose such compensation in a footnote to the 
financial statements, stock-based compensation is 
taken into account in the same amount, and as of the 
same time, as the pro forma fair value figures re-
flected in the footnote. 

The election to measure the operating expense as-
sociated with compensatory stock options in accord-
ance with financial accounting rules must be clearly 
referenced in the written cost sharing agreement re-
quired under § 1.482-7(b)(4) and must bind all con-
trolled participants.  A transition rule permits con-
trolled participants to amend pre-existing cost shar-
ing agreements not later than the latest due date 
(without regard to extensions) for an income tax re-
turn of a controlled participant for the first taxable 
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year beginning after the effective date of final regula-
tions incorporating this rule. 

The proposed regulations contain consistency 
rules to ensure that all controlled participants in a 
qualified cost sharing arrangement normally will use 
the same method of measurement for all options on 
publicly traded stock with respect to that arrange-
ment.  Once a method of measurement has been 
adopted with respect to stock options granted in a tax-
able year following the effective date of the proposed 
regulations, the method of measurement may not be 
changed for those stock options.  With respect to sub-
sequently granted stock options to which the transi-
tion rule does not apply, the proposed regulations pro-
vide that a method of measurement different from 
that adopted following the effective date of the pro-
posed regulations may be adopted only with the con-
sent of the Commissioner. 

To ensure that taxpayers maintain documentation 
supporting all amounts taken into account as operat-
ing expenses attributable to stock-based compensa-
tion, these proposed regulations add to the documen-
tation requirements of § 1.482-7(j)(2)(i) an item specif-
ically relating to stock-based compensation. 

Treatment of Stock-Based Compensation Under Other 
Provisions 

The treatment of stock-based compensation as a 
cost or operating expense for purposes of the transfer 
pricing of services and for purposes of applying the 
comparable profits method will be considered by 
Treasury and the IRS in a separate regulation project. 
Accordingly, these regulations do not propose amend-
ments to the definitions of cost or operating expense 
in § 1.482-2(b) or § 1.482-5(d)(3).  However, these pro-
posed regulations amend § 1.482-5(c)(2)(iv) to clarify 
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that in applying the comparable profits method, ma-
terial differences among the tested party and uncon-
trolled comparables with respect to the utilization or 
treatment of stock-based compensation are an appro-
priate basis for comparability adjustments. 

Coordination of Cost Sharing With the Arm’s Length 
Standard 

These proposed regulations add express provisions 
coordinating the cost sharing rules of § 1.482-7 with 
the arm’s length standard as set forth in § 1.482-1.  
New § 1.482-7(a)(3) clarifies that in order for a quali-
fied cost sharing arrangement to produce results con-
sistent with an arm’s length result within the mean-
ing of § 1.482-1(b)(1), all requirements of § 1.482-7 
must be met, including the requirement that each con-
trolled participant’s share of intangible development 
costs equal its share of reasonably anticipated bene-
fits attributable to the development of intangibles.  
The proposed regulations also make amendments to 
§ 1.482-1 to clarify that § 1.482-7 provides the specific 
method to be used to evaluate whether a qualified cost 
sharing arrangement produces results consistent with 
an arm’s length result, and to clarify that under the 
best method rule, the provisions of § 1.482-7 set forth 
the applicable method with respect to qualified cost 
sharing arrangements. 

Through these new provisions, Treasury and the 
IRS intend to clarify that all of the specific rules nec-
essary to the determination of costs, reasonably antic-
ipated benefits and other aspects of qualified cost 
sharing arrangements are either contained or cross-
referenced within § 1.482-7.  Thus, for example, re-
garding buy-in payments with respect to pre-existing 
intangibles made available to qualified cost sharing 
arrangements, §§ 1.482-7(a)(2) and 1.482-7(g) cross-
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reference various other sections of the regulations un-
der section 482.  For the determination of reasonably 
anticipated benefits, § 1.482-7(f )(3) expressly requires 
that certain comparability factors described in 
§ 1.482-1(c)(2)(ii) under the best method rule be con-
sidered.  With respect to identification of the costs to 
be shared, the rules are contained within § 1.482-
7(d)(1), which refers to “all” intangible development 
costs and cross-references the definition of operating 
expenses in § 1.482-5(d)(3) and the provisions of 
§ 1.482-2(c) governing determination of arm’s length 
rental charges for tangible property.  The § 1.482-
7(d)(1) definition of intangible development costs is 
supplemented by the provisions of § 1.482-7(c)(2), 
which cross-references the provisions of § 1.482-
4(f )(3)(iii) to determine arm’s length consideration for 
research assistance performed by a controlled tax-
payer that is not a controlled participant. 

Proposed Effective Date 

These regulations are proposed to apply to stock-
based compensation granted in taxable years begin-
ning on or after the date these regulations are pub-
lished as a Treasury Decision promulgating final reg-
ulations in the Federal Register.  Notwithstanding 
this prospective effective date, Treasury and the IRS 
intend that taxpayers may rely on these proposed reg-
ulations until the effective date of the final regula-
tions.  No inference is intended with respect to the 
treatment of stock-based compensation granted in 
taxable years beginning before the effective date of the 
final regulations. 

Special Analyses 

It has been determined that this notice of proposed 
rulemaking is not a significant regulatory action as 
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defined in Executive Order 12866.  Therefore, a regu-
latory assessment is not required.  It has also been de-
termined that section 553(b) of the Administrative 
Procedure Act (5 U.S.C. chapter 5) does not apply to 
these regulations.  It is hereby certified that the col-
lections of information in these regulations will not 
have a significant economic impact on a substantial 
number of small entities.  This certification is based 
upon the fact that few small entities are expected to 
enter into qualified cost sharing arrangements involv-
ing stock-based compensation, and that for those who 
do, the burdens imposed under §§ 1.482-7(d)(2)(iii)(B) 
and 1.482-7(j)(2)(i)(F) will be minimal.  Therefore, a 
Regulatory Flexibility Analysis under the Regulatory 
Flexibility Act (5 U.S.C. chapter 6) is not required.  
Pursuant to section 7805(f ), this notice of proposed 
rulemaking will be submitted to the Chief Counsel for 
Advocacy of the Small Business Administration for 
comment on its impact on small business. 

Comments and Public Hearing 

Before these proposed regulations are adopted as 
final regulations, consideration will be given to any 
electronic or written comments (a signed original and 
eight (8) copies) that are submitted timely to the IRS.  
Treasury and the IRS specifically request comments 
on the clarity of the proposed regulations and how 
they may be made easier to understand.  All com-
ments will be available for public inspection and cop-
ying. 

A public hearing has been scheduled for October 
21, 2002, at 10 a.m., in Room 4718, Internal Revenue 
Building, 1111 Constitution Avenue, NW., Washing-
ton, DC.  Because of access restrictions, visitors will 
not be admitted beyond the building lobby more than 
30 minutes before the hearing starts.  For information 
about having your name placed on the building access 
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list to attend the hearing, see the FOR FURTHER 
INFORMATION CONTACT section of this preamble. 

The rules of 26 CFR 601.601(a)(3) apply to the 
hearing.  Persons who wish to present oral comments 
at the hearing must submit written comments and an 
outline of the topics to be discussed and the time to be 
devoted to each topic (signed original and eight (8) 
copies) by September 30, 2002.  A period of 10 minutes 
will be allotted to each person for making comments. 

An agenda showing the scheduling of the speakers 
will be prepared after the deadline for receiving out-
lines has passed.  Copies of the agenda will be availa-
ble free of charge at the hearing. 

Drafting Information 

The principal author of these proposed regulations 
is Douglas Giblen of the Office of Associate Chief 
Counsel (International).  However, other personnel 
from Treasury and the IRS participated in their de-
velopment. 

List of Subjects in 26 CFR Part 1 

Income taxes, Reporting and recordkeeping re-
quirements. 

Proposed Amendments to the Regulations 

Accordingly, 26 CFR Part 1 is proposed to be 
amended as follows: 

PART 1 – INCOME TAXES 

1.  The authority citation for part 1 continues to 
read in part as follows: 

Authority:  26 U.S.C. 7805 *  *  * 

Sections 1.482-1, 1.482-5 and 1.482-7 also issued 
under 26 U.S.C. 482.  *  *  * 

Section 1.482-0 is amended by: 
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1.  Redesignating the entry for § 1.482-7(a)(3) as 
the caption for § 1.482-7(a)(4). 

2.  Adding a new entry for § 1.482-7(a)(3). 

3.  Redesignating the entry for § 1.482-7(d)(2) as 
the caption for § 1.482-7(d)(3). 

4.  Adding new entries for § 1.482-7(d)(2). 

The additions and revisions read as follows: 

§ 1.482-0 Outline of regulations under section 482. 

*  *  *  *  * 

§ 1.482-7 Sharing of costs. 

(a) In general. 

*  *  *  *  * 

(3) Coordination with § 1.482-1. 

(4) Cross references. 

*  *  *  *  * 

(d) Costs. 

*  *  *  *  * 

(2) Stock-based compensation. 

(i) In general. 

(ii) Identification of stock-based compensa-
tion related to intangible development. 

(iii) Measurement and timing of stock-based 
compensation expense. 

(A) In general. 

(1) Transfers to which section 421 ap-
plies. 

(2) Deductions of foreign controlled 
participants. 

(3) Modification of stock option. 

(4) Expiration or termination of qual-
ified cost sharing arrangement. 
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(B) Election with respect to options on 
publicly traded stock. 

(C) Consistency. 

(3) Examples. 

*  *  *  *  * 

Section 1.482-1 is amended by: 

1.  Revising the sixth sentence of paragraph (a)(1). 

2.  Adding a sentence following the sixth sentence 
of paragraph (a)(1). 

3.  Adding a sentence at the end of paragraph 
(b)(2)(i). 

4.  Adding a sentence at the end of paragraph 
(c)(1). 

5.  Adding paragraph (j)(5). 

The additions and revisions read as follows: 

§ 1.482-1 Allocation of income and deductions 
among taxpayers. 

(a) *  *  * 

(1) *  *  * Section 1.482-7T sets forth the cost 
sharing provisions applicable to taxable years be-
ginning on or after October 6, 1994, and before 
January 1, 1996.  Section 1.482-7 sets forth the 
cost sharing provisions applicable to taxable years 
beginning on or after January 1, 1996. *  *  * 

*  *  *  *  * 

(b) *  *  * 

(2) *  *  * 

(i) *  *  * Section 1.482-7 provides the spe-
cific method to be used to evaluate whether a 
qualified cost sharing arrangement produces 
results consistent with an arm’s length result. 

*  *  *  *  * 
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(c) *  *  * 

(1) *  *  * See § 1.482-7 for the applicable 
method in the case of a qualified cost sharing ar-
rangement. 

*  *  *  *  * 

(j) *  *  * 

(5) The last sentences of paragraphs (b)(2)(i) 
and (c)(1) of this section and of paragraph (c)(2)(iv) 
of § 1.482-5 are effective for taxable years begin-
ning on or after the date of publication of the 
Treasury Decision incorporating those sentences 
into final regulations in the Federal Register. 

Section 1.482-5 is amended by adding a sentence 
to paragraph (c)(2)(iv) to read as follows: 

§ 1.482-5 Comparable profits method. 

*  *  *  *  * 

(c) *  *  * 

(2) *  *  * 

(iv) *  *  * As another example, it may be ap-
propriate to adjust the operating profit of a 
party to account for material differences in the 
utilization of or accounting for stock-based com-
pensation (as defined by § 1.482-7(d)(2)(i)) 
among the tested party and comparable par-
ties. 

*  *  *  *  * 

Section 1.482-7 is amended by: 

1. Redesignating paragraph (a)(3) as paragraph 
(a)(4). 

2.  Adding paragraph (a)(3). 

3. Redesignating paragraph (d)(2) as paragraph 
(d)(3). 

4. Adding paragraph (d)(2). 
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5. Removing the word “and” at the end of para-
graph (j)(2)(i)(D). 

6. Removing the period and adding a semicolon 
and the word “and” at the end of paragraph (j)(2)(i)(E). 

7. Adding paragraph (j)(2)(i)(F). 

8. Revising paragraph (k). 

The additions and revisions read as follows: 

§ 1.482-7 Sharing of costs. 

(a) *  *  * 

(3) Coordination with § 1.482-1.  A qualified 
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 deter-
mined under paragraph (d) of this section) of in-
tangible development under the qualified cost 
sharing arrangement equals its share of reasona-
bly anticipated benefits attributable to such devel-
opment (as required by paragraph (a)(2) of this sec-
tion) and all other requirements of this section are 
satisfied. 

(4) Cross references.  *  *  * 

*  *  *  *  * 

(d) *  *  * 

(2) Stock-based compensation. –  

(i) In general.  For purposes of this section, 
a controlled participant’s operating expenses 
include all costs attributable to compensation, 
including stock-based compensation.  As used 
in this section, the term stock-based compensa-
tion means any compensation provided by a 
controlled participant to an employee or inde-
pendent contractor in the form of equity instru-
ments, options to acquire stock (stock options), 
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or rights with respect to (or determined by ref-
erence to) equity instruments or stock 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) Identification of stock-based compensa-
tion related to intangible development.  The de-
termination of whether stock-based compensa-
tion 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.  Accord-
ingly, all stock-based compensation 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 intangible 
development cost under paragraph (d)(1) of this 
section.  In the case of a repricing or other mod-
ification of a stock option, the determination of 
whether the repricing or other modification 
constitutes the grant of a new stock option for 
purposes of this paragraph (d)(2)(ii) will be 
made in accordance with the rules of section 
424(h) and related regulations. 

(iii) Measurement and timing of stock-based 
compensation expense. –  

(A) In general.  Except as otherwise pro-
vided in this paragraph (d)(2)(iii), the oper-
ating expense attributable to stock-based 
compensation is equal to the amount allow-
able to the controlled participant as a deduc-
tion for federal income tax purposes with re-
spect to that stock-based compensation (for 
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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 
participants.  Solely for purposes of this 
paragraph (d)(2)(iii)(A), an amount is 
treated as deductible by a foreign con-
trolled participant otherwise not entitled 
to a deduction under United States in-
come tax law as if the amount were paid 
or incurred by a United States taxpayer. 

(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 develop-
ment of intangibles, the stock option that 
is repriced or otherwise modified will be 
treated as being exercised immediately 
before the modification, provided that 
the stock option is then substantially 
vested within the meaning of § 1.83-3(b) 
(or, in the case of stock options to which 
section 421 applies, exercisable) and the 
fair market value of the underlying stock 
then exceeds the price at which the stock 
option is exercisable.  Accordingly, the 
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amount of the deduction that would be 
allowable (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 account 
as an operating expense as of the date of 
the modification. 

(4) Expiration or termination of qual-
ified cost sharing arrangement.  Solely 
for purposes of this paragraph 
(d)(2)(iii)(A), if an item of stock-based 
compensation related to the develop-
ment of intangibles is not exercised dur-
ing the term of a qualified cost sharing 
arrangement, that item of stock-based 
compensation will be treated as being ex-
ercised immediately before the expira-
tion or termination of the qualified cost 
sharing arrangement, provided that the 
stock-based compensation is then sub-
stantially vested within the meaning of 
§ 1.83-3(b) (or, in the case of stock op-
tions to which section 421 applies, exer-
cisable) and the fair market value of the 
underlying stock then exceeds the price 
at which the stock-based compensation 
is exercisable.  Accordingly, the amount 
of the deduction that would be allowable 
(or treated as allowable under this para-
graph (d)(2)(iii)(A)) to the controlled par-
ticipant upon exercise of the stock-based 
compensation must be taken into ac-
count as an operating expense as of the 
date of the expiration or termination of 
the qualified cost sharing arrangement. 
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(B) Election with respect to options on 
publicly traded stock.  With respect to stock-
based compensation in the form of options 
on publicly traded stock, the controlled par-
ticipants in a qualified cost sharing arrange-
ment may elect to take into account all op-
erating expenses attributable to those stock 
options in the same amount, and as of the 
same time, as the fair value of the stock op-
tions reflected as a charge against income in 
audited financial statements or disclosed in 
footnotes to such financial statements, pre-
pared in accordance with United States gen-
erally accepted accounting principles by or 
on behalf of the company issuing the pub-
licly traded stock.  As used in this section, 
the term publicly traded stock means stock 
that is regularly traded on an established 
United States securities market and is is-
sued by a company whose financial state-
ments are prepared in accordance with 
United States generally accepted account-
ing principles for the taxable year.  The elec-
tion described in this paragraph 
(d)(2)(iii)(B) is made by an explicit reference 
to the election in the written cost sharing 
agreement required by paragraph (b)(4) of 
this section or in a written amendment to 
the cost sharing agreement entered into 
with the consent of the Commissioner pur-
suant to paragraph (d)(2)(iii)(C) of this sec-
tion.  In the case of a qualified cost sharing 
arrangement in existence on the effective 
date of this paragraph (d)(2)(iii)(B), the elec-
tion must be made by written amendment to 
the cost sharing agreement not later than 
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the latest due date (without regard to exten-
sions) of a federal income tax return of any 
controlled participant for the first taxable 
year beginning after the effective date of 
this paragraph, and the consent of the Com-
missioner is not required. 

(C) Consistency.  Generally, all con-
trolled participants in a qualified cost shar-
ing arrangement taking options on publicly 
traded stock into account under paragraph 
(d)(2)(iii)(A) or (d)(2)(iii)(B) of this section 
must use that same method of measurement 
and timing for all options on publicly traded 
stock with respect to that qualified cost 
sharing arrangement.  Controlled partici-
pants may change their method only with 
the consent of the Commissioner and only 
with respect to stock options granted during 
taxable years subsequent 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 Commissioner’s con-
sent under this paragraph.  Thus, for exam-
ple, if the controlled participants make the 
election described 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 con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained.  Simi-
larly, if controlled participants already have 
granted stock options that have been or will 
be taken into account under the general rule 
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of paragraph (d)(2)(iii)(A) of this section, 
then except in cases specified in the last sen-
tence of paragraph (d)(2)(iii)(B) of this sec-
tion, the controlled participants may make 
the election described in paragraph 
(d)(2)(iii)(B) of this section only with the con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained. 

(3) Examples.  *  *  * 

*  *  *  *  * 

(j) *  *  * 

(2) *  *  * 

(i) *  *  * 

(F) The amount taken into account as op-
erating 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 com-
pensation related to the development of in-
tangibles covered by the qualified cost shar-
ing arrangement. 

*  *  *  *  * 

(k) Effective date.  This section is generally effec-
tive for taxable years beginning on or after January 1, 
1996.  However, paragraphs (a)(3), (d)(2) and 
(j)(2)(i)(F) of this section are effective for taxable years 
beginning on or after the date of publication of the 
Treasury Decision adopting those rules as final regu-
lations in the Federal Register. 

Robert E. Wenzel, 

Deputy Commissioner of Internal Revenue. 
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APPENDIX F 

 

Federal Register / Vol. 68, No. 165 / Tuesday, August 
26, 2003 / Rules and Regulations 51171 

 

DEPARTMENT OF THE TREASURY 

Internal Revenue Service 

26 CFR Parts 1 and 602 

[TD 9088] 

RIN 1545-BA57 

Compensatory Stock Options Under Section 482 

AGENCY:  Internal Revenue Service (IRS), Treasury. 

ACTION:  Final regulations. 

SUMMARY:  This document contains final regula-
tions that provide guidance regarding the application 
of the rules of section 482 governing qualified cost 
sharing arrangements.  These regulations provide 
guidance regarding the treatment of stock-based com-
pensation for purposes of the rules governing qualified 
cost sharing arrangements and for purposes of the 
comparability factors to be considered under the com-
parable profits method. 

DATES:  Effective Date:  These regulations are effec-
tive August 26, 2003. 

Applicability Dates:  For dates of applicability of 
these regulations, see §§ 1.482-1(j)(5) and 1.482-7(k). 

FOR FURTHER INFORMATION CONTACT:  Doug-
las Giblen, (202) 435-5265 (not a toll-free number). 
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SUPPLEMENTARY INFORMATION 

Paperwork Reduction Act 

The collections of information contained in these 
final regulations have been reviewed and approved by 
the Office of Management and Budget in accordance 
with the Paperwork Reduction Act of 1995 (44 U.S.C. 
3507) under control number 1545-1794.  Responses to 
these collections of information are required by the 
IRS to monitor compliance with the federal tax rules 
for determining stock-based compensation costs to be 
shared among controlled participants in qualified cost 
sharing arrangements. 

An agency may not conduct or sponsor, and a per-
son is not required to respond to, a collection of infor-
mation unless the collection of information displays a 
valid control number assigned by the Office of Man-
agement and Budget. 

The estimated annual burden per respondent or 
recordkeeper varies from 2 hours to 7 hours, depend-
ing on individual circumstances, with an estimated 
average of 4 hours. 

Comments concerning the accuracy of this burden 
estimate and suggestions for reducing this burden 
should be sent to the Office of Management and 
Budget, Attn:  Desk Officer for the Department of the 
Treasury, Office of Information and Regulatory Af-
fairs, Washington, DC 20503, with copies to the Inter-
nal Revenue Service, Attn:  IRS Reports Clearance Of-
ficer, W:CAR:MP:T:T:SP, Washington, DC 20224. 

Books or records relating to a collection of infor-
mation must be retained as long as their contents may 
become material in the administration of any internal 
revenue law.  Generally, tax returns and tax return 
information are confidential, as required by 26 U.S.C. 
6103. 
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Background 

On July 29, 2002, Treasury and the IRS published 
in the Federal Register (67 FR 48997) proposed 
amendments to the regulations (REG-106359-02) un-
der section 482 of the Internal Revenue Code (Code).  
These proposed regulations provide guidance regard-
ing treatment of stock-based compensation for pur-
poses of qualified cost sharing arrangements (QCSAs) 
and the comparable profits method and clarify the co-
ordination of the rules regarding QCSAs with the 
arm’s length standard.  Written comments responding 
to these proposed regulations were received, and a 
public hearing was held on November 20, 2002.  After 
consideration of all the comments, the proposed regu-
lations under section 482 of the Code are adopted as 
revised by this Treasury decision. 

Explanation of Revisions and Summary of Com-
ments 

These final regulations are the first in a series of 
regulatory guidance under section 482 through which 
Treasury and the IRS intend to update, clarify and 
improve current regulatory guidance in the transfer 
pricing area.  A broader regulatory project on the 
treatment of QCSAs and a regulatory project on the 
transfer pricing of services are in progress, and Treas-
ury and the IRS intend to issue proposed regulations 
with respect to each project in the near term.  

These final regulations set forth explicit provisions 
clarifying that stock-based compensation is taken into 
account in determining the operating expenses 
treated as intangible development costs of a controlled 
participant in a QCSA under § 1.482-7.  These final 
regulations provide rules for measuring the cost asso-
ciated with stock-based compensation; clarify that the 
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utilization and treatment of stock-based compensa-
tion is appropriately taken into account as a compara-
bility factor for purposes of the comparable profits 
method under § 1.482-5; and provide rules that coor-
dinate the rules of § 1.482-7 regarding QCSAs with 
the arm’s length standard as set forth in § 1.482-1. 

Treasury and the IRS received comments with re-
spect to the proposed regulations.  Most commenta-
tors objected to the proposed regulations in their en-
tirety or suggested postponement of their finalization.  
Some commentators suggested modifications to be 
adopted in the event that the proposed regulations 
were finalized in some form. 

After fully considering these comments, Treasury 
and the IRS continue to believe that the proposed reg-
ulations reflect a sound application of established 
principles under section 482.  At the same time, Treas-
ury and the IRS have concluded that certain sug-
gested modifications to the administrative provisions 
of the proposed regulations are appropriate.  These 
modifications are incorporated into the final regula-
tions. 

A. Stock-Based Compensation as a Cost To Be 
Shared and the Arm’s Length Standard as 
Applied to QCSAs – §§ 1.482-7(d)(2)(i) and 
(a)(3), and 1.482-1(a)(1), (b)(2)(i) and (c) 

A QCSA subject to the rules of § 1.482-7 is an ar-
rangement to develop intangibles which meets certain 
administrative and other requirements and in which 
the participants to the arrangement share intangible 
development costs in proportion to their shares of rea-
sonably anticipated benefits attributable to the intan-
gibles developed under the arrangement.  In the case 
of a QCSA, § 1.482-7(a)(2) limits the ability of the 
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Commissioner to make allocations, except to the ex-
tent necessary to make each controlled participant’s 
share of the costs equal its share of reasonably antici-
pated benefits.  An arrangement in which significant 
intangible development costs are not shared in pro-
portion to reasonably anticipated benefits (or are not 
shared at all) would not in substance constitute an ar-
rangement to which the rules of § 1.482-7 are applica-
ble. 

The proposed regulations address the treatment of 
stock-based compensation under a QCSA, and the in-
teraction between the rules applicable to QCSAs and 
the arm’s length standard.  The proposed regulations 
provide that stock-based compensation related to the 
covered intangible development area must be taken 
into account in determining the costs to be shared by 
participants in a QCSA.  The proposed regulations 
further provide that a QCSA produces results con-
sistent with an arm’s length result if, and only if, all 
costs related to the intangible development, as deter-
mined in accordance with the specific guidance in 
§ 1.482-7(d), are shared in proportion to reasonably 
anticipated benefits. 

Commentators objected to this rule on the basis of 
interpretations of the arm’s length standard and on 
other grounds. 

1. Comments Relating to Arm’s Length 
Standard 

Commentators asserted that taking stock-based 
compensation into account in the QCSA context would 
be inconsistent with the arm’s length standard unless 
there is evidence that parties at arm’s length take 
stock-based compensation into account in similar cir-
cumstances.  Commentators asserted that third-party 
evidence, such as the government’s own procurement 
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contracting practices and agreements between unre-
lated parties with some characteristics similar to 
QCSAs, would show that parties at arm’s length do 
not take stock-based compensation into account in de-
termining costs to be reimbursed. 

Treasury and the IRS continue to believe that re-
quiring stock-based compensation to be taken into ac-
count for purposes of QCSAs is consistent with the 
legislative intent underlying section 482 and with the 
arm’s length standard (and therefore with the obliga-
tions of the United States under its income tax trea-
ties and with the OECD transfer pricing guidelines).  
The legislative history of the Tax Reform Act of 1986 
expressed Congress’s intent to respect cost sharing ar-
rangements as consistent with the commensurate 
with income standard, and therefore consistent with 
the arm’s length standard, if and to the extent that 
the participants’ shares of income “reasonably reflect 
the actual economic activity undertaken by each.”  See 
H.R. Conf. Rep. No. 99-481, at II-638 (1986).  The reg-
ulations relating to QCSAs implement that legislative 
intent by using costs incurred by each controlled par-
ticipant with respect to the intangible development as 
a proxy for actual economic activity undertaken by 
each, and by requiring each controlled participant to 
share these costs in proportion to its anticipated eco-
nomic benefit from intangibles developed pursuant to 
the arrangement.  In order for the costs incurred by a 
participant to reasonably reflect its actual economic 
activity, the costs must be determined on a compre-
hensive basis.  Therefore, in order for a QCSA to reach 
an arm’s length result consistent with legislative in-
tent, the QCSA must reflect all relevant costs, includ-
ing such critical elements of cost as the cost of com-
pensating employees for providing services related to 
the development of the intangibles pursuant to the 



231a 

QCSA.  Treasury and the IRS do not believe that there 
is any basis for distinguishing between stock-based 
compensation and other forms of compensation in this 
context. 

Treasury and the IRS do not agree with the com-
ments that assert that taking stock-based compensa-
tion into account in the QCSA context would be incon-
sistent with the arm’s length standard in the absence 
of evidence that parties at arm’s length take stock-
based compensation into account in similar circum-
stances.  Section 1.482-1(b)(1) provides that a “con-
trolled transaction meets the arm’s length standard if 
the results of the transaction are consistent with the 
results that would have been realized if uncontrolled 
taxpayers had engaged in the same transaction under 
the same circumstances.” (Emphasis added).  While 
the results actually realized in similar transactions 
under similar circumstances ordinarily provide signif-
icant evidence in determining whether a controlled 
transaction meets the arm’s length standard, in the 
case of QCSAs such data may not be available.  As rec-
ognized in the legislative history of the Tax Reform 
Act of 1986, there is little, if any, public data regard-
ing transactions involving high-profit intangibles. 
H.R. Rep. No. 99-426, at 423-25 (1985).  The uncon-
trolled transactions cited by commentators do not 
share enough characteristics of QCSAs involving the 
development of high-profit intangibles to establish 
that parties at arm’s length would not take stock op-
tions into account in the context of an arrangement 
similar to a QCSA.  Government contractors that are 
entitled to reimbursement for services on a cost-plus 
basis under government procurement law assume 
substantially less entrepreneurial risk than that as-
sumed by service providers that participate in QCSAs, 
and therefore the economic relationship between the 
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parties to such an arrangement is very different from 
the economic relationship between participants in a 
QCSA.  The other agreements highlighted by com-
mentators establish arrangements that differ signifi-
cantly from QCSAs in that they provide for the pay-
ment of markups on cost or of non-cost-based service 
fees to service providers within the arrangement or for 
the payment of royalties among participants in the ar-
rangement.  Such terms, which may have the effect of 
mitigating the impact of using a cost base to be shared 
or reimbursed that is less than comprehensive, would 
not be permitted by the QCSA regulations.  Further, 
the QCSA regulations would not allow the Commis-
sioner to impose such terms in the context of a QCSA. 

The regulations relating to QCSAs have as their 
focus reaching results consistent with what parties at 
arm’s length generally would do if they entered into 
cost sharing arrangements for the development of 
high-profit intangibles.  These final regulations re-
flect that at arm’s length the parties to an arrange-
ment that is based on the sharing of costs to develop 
intangibles in order to obtain the benefit of an inde-
pendent right to exploit such intangibles would en-
sure through bargaining that the arrangement re-
flected all relevant costs, including all costs of com-
pensating employees for providing services related to 
the arrangement.  Parties dealing at arm’s length in 
such an arrangement based on the sharing of costs 
and benefits generally would not distinguish between 
stock-based compensation and other forms of compen-
sation. 

For example, assume that two parties are negoti-
ating an arrangement similar to a QCSA in order to 
attempt to develop patentable pharmaceutical prod-
ucts, and that they anticipate that they will benefit 
equally from their exploitation of such patents in their 
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respective geographic markets.  Assume further that 
one party is considering the commitment of several 
employees to perform research with respect to the ar-
rangement.  That party would not agree to commit 
employees to an arrangement that is based on the 
sharing of costs in order to obtain the benefit of inde-
pendent exploitation rights unless the other party 
agrees to reimburse its share of the compensation 
costs of the employees.  Treasury and the IRS believe 
that if a significant element of that compensation con-
sists of stock-based compensation, the party commit-
ting employees to the arrangement generally would 
not agree to do so on terms that ignore the stock-based 
compensation. 

An arrangement between controlled taxpayers for 
the development of intangible assets in which one tax-
payer’s share of significant costs exceeds its share of 
reasonably anticipated benefits from the exploitation 
of the developed intangibles would not in substance be 
a QCSA and therefore would be subject to analysis un-
der the other section 482 regulations.  For example, as 
in the transactions cited by commentators, a con-
trolled taxpayer might agree at the outset of an ar-
rangement to bear a disproportionate share of costs in 
an arrangement in which it receives a service fee or a 
contingent royalty from the exploitation of the devel-
oped intangibles.  More generally, controlled taxpay-
ers might agree at the outset of an arrangement to de-
termine the compensation of one party based on a sub-
set of that taxpayer’s costs or on a basis that does not 
take that taxpayer’s costs into account at all (e.g., 
based on an amount determined with reference to a 
comparable uncontrolled price or transaction).  In ei-
ther case, such an arrangement between controlled 
taxpayers would not in substance constitute an ar-
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rangement to which the rules of § 1.482-7 would ap-
ply.  Indeed, the limitations contained in § 1.482-
7(a)(2) could produce results inconsistent with an 
arm’s length result if applied to such an arrangement 
because the Commissioner would be precluded from 
making allocations that could be necessary to ensure 
that each controlled taxpayer is compensated appro-
priately.  Rather, such an arrangement should be an-
alyzed under the other section 482 regulations (in par-
ticular, sections 1.482-1, 1.482-2(b), and 1.482-4) to 
determine whether it reaches results consistent with 
the arm’s length standard, and any allocations by the 
Commissioner should be consistent with such other 
section 482 regulations. 

2. Other Comments 

Commentators offered various other reasons for 
not taking stock-based compensation into account in 
the context of QCSAs.  Commentators expressed the 
view that stock-based compensation should not be 
taken into account because it does not constitute an 
economic cost or require a cash outlay, or, to the ex-
tent such compensation does constitute a cost, be-
cause the cost is borne by shareholders whose share 
value is diluted when additional shares are issued on 
exercise.  Commentators also noted that the treat-
ment of stock-based compensation for financial report-
ing purposes should not mandate that stock-based 
compensation be taken into account in the context of 
QCSAs. 

In response to such views, and as discussed above, 
Treasury and the IRS continue to believe that requir-
ing stock-based compensation to be taken into account 
for in the context of QCSAs is appropriate.  The final 
regulations provide that stock-based compensation 
must be taken into account in the context of QCSAs 
because such a result is consistent with the arm’s 
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length standard.  Treasury and the IRS agree that the 
disposition of financial reporting issues does not man-
date a particular result under these regulations. 

One commentator suggested that even if stock-
based compensation generates a cost to a participant, 
there is precedent within the regulations relating to 
QCSAs for excluding certain costs, notably interest 
and taxes.  Treasury and the IRS believe that the tech-
nical treatment under the regulations relating to 
QCSAs of interest, taxes and other expenses not re-
lated to the intangible development area does not war-
rant failing to take into account an element of em-
ployee compensation that is clearly related to the in-
tangible development area.  Treasury and the IRS be-
lieve that in order for the costs incurred by a 
participant to reasonably reflect its actual economic 
activity consistent with the legislative intent in this 
area, those costs must be determined on a comprehen-
sive basis and so must take into account all relevant 
costs, in particular critical elements such as employee 
compensation.  As noted above, Treasury and the IRS 
do not believe that there is a basis for distinguishing 
between stock-based compensation and other forms of 
compensation in this context. 

One commentator also claimed that the historical 
administrative practice of the IRS has been not to 
challenge the failure to take stock-based compensa-
tion into account in other transfer pricing contexts in 
which the determination of cost is relevant.  Treasury 
and the IRS believe that such perceived practices of 
the IRS with respect to other section 482 contexts are 
not relevant to determining the appropriate regula-
tory rule applicable to QCSAs. 

As an alternate approach, one commentator sug-
gested that rather than requiring stock-based com-
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pensation to be taken into account in the QCSA con-
text, Treasury and the IRS should promulgate a 
“stock-based compensation safe harbor” applicable to 
QCSAs.  This suggested “safe harbor” has not been 
adopted in the final regulations.  As noted above, 
Treasury and the IRS believe that in order for the 
costs incurred by a participant to reasonably reflect 
its actual economic activity, those costs must be deter-
mined on a comprehensive basis and so must take into 
account all relevant costs, in particular critical ele-
ments such as employee compensation.  The final reg-
ulations therefore require employee compensation to 
be taken into account, rather than provide for a safe 
harbor under which such compensation could be ig-
nored. 

B. Grant-Date Identification Rule – § 1.482-
7(d)(2)(ii) 

The proposed regulations identify the stock-based 
compensation to be included in the cost pool based on 
whether the compensation is related to the intangible 
development area on the date the option is granted. 

One commentator noted that this identification 
rule is inconsistent with the IRS treatment of stock-
based compensation in other tax areas such as sourc-
ing, where IRS rulings trace the compensation to the 
entire period over which the employee performed the 
services compensated by the option. 

The grant-date identification rule has been re-
tained in the final regulations.  As noted in the pre-
amble of the proposed regulations, it is desirable in 
the QCSA context to select a single date for identifica-
tion of covered stock-based compensation.  The grant 
of compensation generally is the single economic 
event most closely associated with the services being 
compensated. 
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C. Provision of Specific Methods of Measure-
ment and Timing 

The proposed regulations prescribe two alternative 
methods for determining the operating expenses at-
tributable to stock-based compensation.  The default 
rule under § 1.482-7(d)(2)(iii)(A) provides that the 
costs attributable to stock-based compensation gener-
ally are included as intangible development costs 
upon the exercise of the option and measured by the 
spread between the option strike price and the price 
of the underlying stock.  An elective rule under 
§ 1.482-7(d)(2)(iii)(B) provides that the costs attribut-
able to stock options are taken into account in certain 
cases in accordance with the “fair value” of the option, 
as reported for financial accounting purposes either as 
a charge against income or in footnoted disclosures. 

Commentators claimed that parties at arm’s 
length would not use either of the alternatives pre-
scribed in the proposed regulations because they 
would produce results that are too speculative or not 
sufficiently related to the employee services that are 
compensated.  One commentator suggested that the 
final regulations should not limit taxpayers to the two 
prescribed measurement methods but rather should 
codify the current IRS administrative practice of per-
mitting any reasonable method.  In the commentator’s 
view, a standard based on any reasonable method 
should permit the intrinsic-value method, which 
measures the difference between strike price and un-
derlying stock value at date of grant, exclusive of time 
value.  However, the commentator suggested that if 
Treasury and the IRS consider an element of time 
value indispensable, an alternative would be to re-
quire the use of the “minimum value” method, which 
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accounts for the time value of stock options by assum-
ing the underlying stock will grow at the risk-free in-
terest rate. 

These suggestions were not adopted.  Treasury 
and the IRS believe that it is appropriate for regula-
tions to prescribe guidance in this context that is con-
sistent with the arm’s length standard and that also 
is objective and administrable.  As long as the meas-
urement method is determined at or before grant date, 
either of the prescribed measurement methods can be 
expected to result in an appropriate allocation of costs 
among QCSA participants and therefore would be 
consistent with the arm’s length standard.  The re-
sults under the default measurement rule are con-
sistent with what would occur under an arm’s length 
agreement at or before the grant date to take stock-
based compensation into account at the date of exer-
cise when more facts are known and therefore to share 
the risks associated with such compensation between 
the date of grant and the date of exercise.  The results 
under the elective measurement rule are consistent 
with what would occur under an alternative arm’s 
length agreement at or before the grant date to deter-
mine the value of the compensation up front and take 
such compensation into account at that time.  With 
respect to the specific methods proposed by commen-
tators, Treasury and the IRS believe that “intrinsic 
value” ignores significant elements of the economic 
value of stock-based compensation and “minimum 
value” ignores the important variable of volatility that 
enters into the economic pricing models used for fi-
nancial reporting purposes. 

The prescribed measurement methods are objec-
tive and administrable because they rely on valua-
tions or measurements of stock-based compensation 
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prepared for other purposes.  The prescribed measure-
ment methods do not require or permit valuations of 
stock-based compensation specifically for QCSA pur-
poses.  A standard under which the validity of the tax-
payer’s method would have to be analyzed on a case-
by-case basis would be unduly difficult to administer 
and potentially could lead to significant disputes. 

D. General Rule of Measurement – § 1.482-
7(d)(2)(iii)(A) 

Under the default measurement rule, the amount 
taken into account for QCSA purposes generally is the 
amount allowable as a federal income tax deduction 
on exercise of the stock-based compensation.  This 
amount generally is the “spread” between the option 
price and the fair market value of the underlying stock 
at the date of exercise. 

One commentator suggested that this method 
would be improved if the amount taken into account 
for QCSA purposes were limited to the portion of the 
spread that accrued between date of grant and full 
vesting, as further prorated to reflect only the time 
during which the employee was engaged in cost-
shared activities. 

This suggestion has not been adopted in the final 
regulations.  Treasury and the IRS believe that the 
grant-date identification rule already limits in an ap-
propriate way the stock-based compensation taken 
into account.  The purpose of the default measure-
ment rule is to measure the amount attributable to 
stock-based compensation that must be taken into ac-
count under the grant-date identification rule.  Ac-
cordingly, the default measurement rule does not re-
quire further refinement through proration.  Further, 
additional recordkeeping and analysis necessary to 
identify relevant time periods and employee activities 
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involving the covered intangibles and to perform pro-
ration calculations are not warranted. 

The proposed regulations set forth special rules for 
the application of the general rule of measurement in 
the event of modification of a stock option and expira-
tion or termination of a QCSA.  The final regulations 
retain these rules with technical modifications. 

E. Treatment of Statutory Stock Options – 
§ 1.482-7(d)(2)(iii)(A)(1) 

Under the default measurement rule in the pro-
posed regulations, a special rule applies to statutory 
stock options (also referred to as incentive and em-
ployee stock purchase plan stock options).  Under this 
special rule, the spread on statutory stock options gen-
erally is taken into account for QCSA purposes on ex-
ercise, even though section 421 denies a deduction 
with respect to statutory stock options unless and un-
til there is a disqualifying disposition of the underly-
ing stock by the employee. 

One commentator suggested that the special rule 
for statutory stock options should be removed because 
it imposes an unnecessary administrative burden on 
taxpayers to apply different rules for different pur-
poses.  This suggestion was not adopted in the final 
regulations.  Treasury and the IRS believe that the 
more important concern is consistent treatment of 
statutory and nonstatutory stock options for this pur-
pose.  This consistency is achieved only if the spread 
on both statutory and nonstatutory options is in-
cluded in the cost pool on exercise. 

F. Elective Method of Measurement – § 1.482-
7(d)(2)(iii)(B) 

The proposed regulations permit an elective 
method of measurement and timing with respect to 
options on publicly traded stock of companies subject 
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to financial reporting under U.S. generally accepted 
accounting principles (U.S. GAAP), provided that the 
stock is traded on a U.S. securities market.  Under the 
election, the amount taken into account for QCSA pur-
poses associated with compensatory stock options is 
their “fair value,” generally measured by reference to 
economic pricing models as of the date of grant, as re-
flected either as a charge against income or as a foot-
note disclosure in the company’s audited financial 
statements, in compliance with current U.S. GAAP. 

One commentator proposed that the elective meas-
urement method be made available to all taxpayers.  
The commentator further suggested that controlled 
participants should be permitted to use any reasona-
ble method to measure stock-based compensation in 
the form of options on stock of foreign corporations as 
long as that method is consistent with international 
accounting standards or with accounting principles 
that are prevalent in the home country of the con-
trolled participant.  In the commentator’s view, the 
limitations in the proposed regulations are not justi-
fied by difficulty of valuation and may be vulnerable 
to challenges under anti-discrimination clauses in 
U.S. income tax treaties. 

Treasury and the IRS agree that the elective 
method should be more broadly available and have 
modified these rules in the final regulations.  Specifi-
cally, the final regulations extend the availability of 
the elective method to options on the stock of certain 
companies that prepare their financial statements in 
accordance with accounting principles other than U.S. 
GAAP, while continuing to limit the availability of the 
elective method to options on stock that is publicly 
traded on a U.S. securities market.  Thus, the availa-
bility of the elective method is not extended to options 
on stock of privately held companies or companies 



242a 

whose stock is traded only on foreign securities mar-
kets. 

Treasury and the IRS believe that objectivity and 
ease of administration are important features of any 
method of measuring costs attributable to stock-based 
compensation for purposes of QCSAs.  The elective 
method should be available only for options on stock 
whose value is readily determinable and for compa-
nies that are required to determine the fair value of 
stock options for a non-tax purpose.  Treasury and the 
IRS recognize that foreign-based companies whose 
stock is traded on a U.S. securities market (directly or 
through the use of American Depository Receipts) are 
required to determine the fair value of options on their 
stock even though they do not necessarily prepare fi-
nancial statements in accordance with U.S. GAAP.  
Companies satisfy that requirement by preparing fi-
nancial statements in accordance with a comprehen-
sive body of generally accepted accounting principles 
(GAAP) that is consistent with the U.S. GAAP re-
quirement of determining the fair value of stock op-
tions, or by preparing reconciliations of their financial 
statements with U.S. GAAP in a manner that reflects 
the fair value of stock options. 

Accordingly, the final regulations provide that in 
determining eligibility for the elective method, finan-
cial statements prepared in accordance with GAAP 
other than U.S. GAAP are considered as prepared in 
accordance with U.S. GAAP in two circumstances.  
First, financial statements are considered as prepared 
in accordance with U.S. GAAP where the fair value of 
stock options is reflected in a legally required recon-
ciliation between the applicable GAAP and U.S. 
GAAP.  In such a case, the fair value of stock options 
for purposes of the elective method of measurement 
will be the fair value reflected in such reconciliation.  
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Second, financial statements are considered as pre-
pared in accordance with U.S. GAAP where, under the 
applicable GAAP, the fair value of stock options is re-
flected as a charge against income in audited financial 
statements or is disclosed in footnotes to such state-
ments.  In such a case, the fair value of stock options 
for purposes of the elective method of measurement 
will be the fair value reflected in such audited finan-
cial statements. 

Treasury and the IRS continue to believe that the 
elective method should be available only for options 
on stock whose value is readily determinable and for 
companies that are required to determine the fair 
value of stock options for a non-tax purpose.  Accord-
ingly, the final regulations do not extend the availa-
bility of the elective method to options on stock of pri-
vately held companies or companies whose stock is 
traded only on foreign securities markets. 

One commentator suggested that the election to 
use the elective method should be made on the tax-
payer’s return rather than evidenced in the written 
cost sharing agreement.  In the view of the commen-
tator, such a procedure would be more practical from 
an enforcement perspective. 

This suggestion was not adopted.  Treasury and 
the IRS continue to believe that the most effective way 
to ensure that all participants are bound by the elec-
tion is to incorporate it within the written cost sharing 
agreement. 

G. Modification of Comparable Profits Method 
– § 1.482-5(c)(2)(iv) 

The proposed regulations provide that in applying 
the comparable profits method, if there are material 
differences among the tested party and uncontrolled 
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comparables with respect to the utilization or treat-
ment of stock-based compensation, such material dif-
ferences are an appropriate basis for comparability 
adjustments.  One commentator expressed the view 
that this provision contradicts the arm’s length coor-
dination rules for QCSAs because the treatment of 
stock-based compensation by unrelated parties is con-
sidered relevant for purposes of the comparable prof-
its method but not relevant for purposes of QCSAs. 

No revision was made in response to this comment. 
Treasury and the IRS believe that the rule provided 
in the proposed regulations with respect to the appli-
cation of the comparable profits method is appropriate 
because the financial data with respect to similar 
business activities that generally is used as a refer-
ence point for that method is subject to adjustment to 
ensure comparability. 

H. Effective Date and Transition Rules – 
§ 1.482-7(k) and (d)(2)(iii)(B)(2) 

The provisions of the proposed regulations applica-
ble to QCSAs would apply to stock-based compensa-
tion granted in taxable years beginning on or after 
publication of final regulations.  Participants in a 
QCSA in existence on the effective date may, on a one-
time basis, amend their agreement to elect the grant-
date method of measurement without the Commis-
sioner’s consent.  The election with respect to existing 
QCSAs must be made not later than the latest due 
date, without regard to extensions, for an income tax 
return of a controlled participant for the first taxable 
year beginning after the effective date of final regula-
tions. 

One commentator stated that the prospective ef-
fective date does not afford taxpayers a reasonable 
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time to amend their cost sharing agreements or re-
structure complex international operations.  A transi-
tion period of two years after the publication of final 
regulations was suggested. 

This suggestion was not adopted.  Treasury and 
the IRS consider the period stated in the proposed reg-
ulations adequate for the initial planning and record-
keeping that may be occasioned by the final regula-
tions. 

With respect to the special transition rule permit-
ting taxpayers to elect the grant-date method of meas-
urement by amendment of an existing written cost 
sharing agreement no later than the latest due date of 
an income tax return of a controlled participant, one 
commentator suggested that the due date should not 
disregard filing extensions.  The commentator main-
tained that fairness dictates affording taxpayers this 
extra time for the analysis needed to make this signif-
icant decision. 

In response to this comment, the final regulations 
provide that the due date for amendments to existing 
cost sharing agreements is determined with regard to 
filing extensions. 

Some commentators urged Treasury and the IRS 
to postpone finalization of the proposed regulations 
until the OECD completes its ongoing consideration of 
the treatment of stock options for transfer pricing pur-
poses and an international consensus begins to form 
so that the potential for international disputes and re-
sulting negative effects on U.S. business can be mini-
mized.  Similarly, a commentator suggested that the 
effects of applying the principles of the proposed reg-
ulations to other areas of transfer pricing should be 
thoroughly studied and harmonized before finalizing 
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the regulations to avoid creating traps for the unwary 
or other unforeseen consequences. 

These suggestions were not implemented.  Treas-
ury and the IRS do not believe that international dis-
cussion of issues compels the suspension of the regu-
latory process.  Also, Treasury and the IRS believe 
that it is important to provide timely guidance on is-
sues such as those addressed by the proposed and fi-
nal regulations. 

Finally, the preamble to the proposed regulations 
states that the proposed regulations clarify that stock-
based compensation must be taken into account in the 
QCSA context.  Several commentators interpreted 
this language as in effect requiring the new rules to 
be applied retroactively.  These commentators urged 
that the final regulations contain further assurances 
of prospective intent and explicitly recognize that 
these regulations represent a fundamental change to 
the traditional approach to section 482. 

No revisions were made in light of these com-
ments.  As noted earlier, Treasury and the IRS believe 
that requiring stock-based compensation to be taken 
into account in the QCSA context is consistent with 
the arm’s length standard and long-standing policies 
underlying section 482.  The final regulations, like the 
proposed regulations, clearly specify that the specific 
rules provided therein are prospective in application.  
Moreover, as stated in the proposed regulations, while 
taxpayers may rely on the proposed regulations until 
the effective date of the final regulations, no inference 
is intended with respect to the treatment of stock-
based compensation granted in taxable years begin-
ning before the effective date of these final regula-
tions. 
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I. Paperwork Reduction Act and Regulatory 
Flexibility Act 

One commentator expressed the view that the 
compliance burden imposed by the proposed regula-
tions on each taxpayer will significantly exceed the 
two to seven hours estimated under the Paperwork 
Reduction Act.  The commentator also asserted that 
the estimated number of taxpayers affected by the 
rules was too low. 

The burden estimates as stated in the final regula-
tions reflect no change.  Treasury and the IRS re-
viewed the estimates made in the proposed regula-
tions and concluded that they are reasonable. 

Similarly, with respect to the Regulatory Flexibil-
ity Act, the commentator challenged the statement in 
the preamble of the proposed regulations that the new 
regulatory requirements will not have a significant 
economic impact on a substantial number of small en-
tities.  Upon review of available information, Treasury 
and the IRS found no basis for a change in the state-
ment or in the operative finding that the economic im-
pact of the collections of information in the proposed 
regulations is not significant with respect to small en-
tities. 

J. Documentation Requirements and Other 
Provisions on Which No Comments Re-
ceived 

Section 1.482-7(j)(2)(i)(F) of the proposed regula-
tions requires that controlled participants maintain 
specific documentation to establish the amount at-
tributable to stock-based compensation that is taken 
into account in determining the costs to be shared, in-
cluding the method of measurement and timing used 
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with respect to that amount.  No comments were re-
ceived on this particular provision, and it is retained 
in the final regulations. 

Treasury and the IRS intend that this provision 
will require controlled participants that use the elec-
tive method of measurement to maintain documenta-
tion establishing compliance with the requirements of 
§ 1.482-7(d)(2)(iii)(B).  For example, documentation 
should establish that applicable financial statements 
reflecting the value of stock options with respect to 
which the elective method is used, as well as applica-
ble accounting principles under which such financial 
statements are prepared, are in conformity with the 
fair-value and reconciliation requirements adopted in 
the final regulations with respect to GAAP other than 
U.S. GAAP. 

Several other provisions of the proposed regula-
tions similarly were not commented upon and have 
been adopted without modification in the final regula-
tions.  These provisions include § 1.482-
7(d)(2)(iii)(A)(2), relating to deductions of foreign con-
trolled participants; the last sentence of § 1.482-
7(d)(2)(ii), relating to repricing and other modifica-
tions of stock options; and § 1.482-7(d)(2)(iii)(C), 
providing consistency rules for measurement and tim-
ing of stock-based compensation. 

Special Analyses 

It has been determined that this Treasury decision 
is not a significant regulatory action as defined in Ex-
ecutive Order 12866.  Therefore, a regulatory assess-
ment is not required.  It has also been determined that 
section 553(b) of the Administrative Procedure Act (5 
U.S.C. chapter 5) does not apply to these regulations.  
It is hereby certified that the collection of information 
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in these regulations will not have a significant eco-
nomic impact on a substantial number of small enti-
ties.  This certification is based upon the fact that few 
small entities are expected to enter into QCSAs in-
volving stock-based compensation, and that for those 
who do, the burdens imposed under § 1.482-
7(d)(2)(iii)(B) and (j)(2)(i)(F) will be minimal.  There-
fore, a Regulatory Flexibility Analysis under the Reg-
ulatory Flexibility Act (5 U.S.C. chapter 6) is not re-
quired.  Pursuant to section 7805(f ), the proposed reg-
ulations preceding these regulations were submitted 
to the Chief Counsel for Advocacy of the Small Busi-
ness Administration for comment on its impact on 
small business. 

Drafting Information 

The principal author of these regulations is Doug-
las Giblen of the Office of Associate Chief Counsel (In-
ternational).  However, other personnel from Treas-
ury and the IRS participated in their development. 

List of Subjects 

26 CFR Part 1 

Income taxes, Reporting and recordkeeping re-
quirements. 

26 CFR Part 602 

Reporting and recordkeeping requirements. 

Adoption of Amendments to the Regulations 

 Accordingly, 26 CFR parts 1 and 602 are amended 
as follows: 

PART 1 – INCOME TAXES 

 Paragraph 1.  The authority citation for part 1 
continues to read in part as follows: 

Authority:  26 U.S.C. 7805 *  *  * 
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 Sections 1.482-1, 1.482-5 and 1.482-7 also issued 
under 26 U.S.C. 482.  *  *  * 

 Par. 2.  Section 1.482-0 is amended by: 

 1.  Redesignating the entry for § 1.482-7(a)(3) as 
the entry for § 1.482-7(a)(4). 

 2.  Adding a new entry for § 1.482-7(a)(3). 

 3.  Redesignating the entry for § 1.482-7(d)(2) as 
the entry for § 1.482-7(d)(3). 

 4.  Adding new entries for § 1.482-7(d)(2). 

The additions and redesignation read as follows:   

§ 1.482-0 Outline of regulations under section 482. 

*  *  *  *  * 

§ 1.482-7 Sharing of costs. 

(a) In general. 

*  *  *  *  * 

(3) Coordination with § 1.482-1. 

(4) Cross references. 

*  *  *  *  * 

(d) Costs. 

*  *  *  *  * 

(2) Stock-based compensation. 

(i) In general. 

(ii) Identification of stock-based compensa-
tion related to intangible development. 

(iii) Measurement and timing of stock-based 
compensation expense. 

 (A) In general. 

(1) Transfers to which section 421 ap-
plies. 

(2) Deductions of foreign controlled 
participants. 
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(3) Modification of stock option. 

(4) Expiration or termination of qual-
ified cost sharing arrangement. 

(B) Election with respect to options on 
publicly traded stock. 

(1) In general. 

(2) Publicly traded stock. 

(3) Generally accepted accounting 
principles. 

(4) Time and manner of making the 
election. 

(C) Consistency. 

(3) Examples. 

*  *  *  *  * 

 Par. 3.  Section 1.482-1 is amended by: 

 1.  Removing the sixth sentence of paragraph (a)(1) 
and adding two sentences in its place. 

 2.  Adding a sentence at the end of paragraph 
(b)(2)(i). 

 3.  Adding a sentence at the end of paragraph 
(c)(1). 

 4.  Adding paragraph (j)(5).  

 The additions read as follows: 

§ 1.482-1 Allocation of income and deductions 
among taxpayers. 

(a) *  *  * 

(1) *  *  * Section 1.482-7T sets forth the cost 
sharing provisions applicable to taxable years be-
ginning on or after October 6, 1994, and before 
January 1, 1996.  Section 1.482-7 sets forth the 
cost sharing provisions applicable to taxable years 
beginning on or after January 1, 1996.  *  *  * 
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*  *  *  *  * 

(b) *  *  * 

(2) *  *  * 

(i) *  *  * Section 1.482-7 provides the spe-
cific method to be used to evaluate whether a 
qualified cost sharing arrangement produces 
results consistent with an arm’s length result. 

*  *  *  *  * 

(c) *  *  * 

(1) *  *  * See § 1.482-7 for the applicable 
method in the case of a qualified cost sharing ar-
rangement. 

*  *  *  *  * 

(j) *  *  * 

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

 Par. 4.  Section 1.482-5 is amended by adding a 
sentence at the end of paragraph (c)(2)(iv) to read as 
follows: 

§ 1.482-5 Comparable profits method. 

*  *  *  *  * 

(c) *  *  * 

(2) *  *  * 

(iv) *  *  * As another example, it may be ap-
propriate to adjust the operating profit of a 
party to account for material differences in the 
utilization of or accounting for stock-based com-
pensation (as defined by § 1.482-7(d)(2)(i)) 
among the tested party and comparable par-
ties. 

*  *  *  *  * 
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 Par. 5.  Section 1.482-7 is amended by: 

 1.  Redesignating paragraph (a)(3) as paragraph 
(a)(4). 

 2.  Adding a new paragraph (a)(3). 

 3.  Redesignating paragraph (d)(2) as paragraph 
(d)(3). 

 4.  Adding a new paragraph (d)(2). 

 5.  Removing the word “and” at the end of para-
graph (j)(2)(i)(D). 

 6.  Removing the period at the end of paragraph 
(j)(2)(i)(E) and adding “; and” in its place. 

 7.  Adding paragraph (j)(2)(i)(F). 

 8.  Revising paragraph (k). 

The additions and revision read as follows: 

§ 1.482-7 Sharing of costs. 

(a) *  *  * 

(3) Coordination with § 1.482-1.  A qualified 
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 deter-
mined under paragraph (d) of this section) of in-
tangible development under the qualified cost 
sharing arrangement equals its share of reasona-
bly anticipated benefits attributable to such devel-
opment (as required by paragraph (a)(2) of this sec-
tion) and all other requirements of this section are 
satisfied. 

*  *  *  *  * 

(d) *  *  * 

(2) Stock-based compensation –  

(i) In general.  For purposes of this section, 
a controlled participant’s operating expenses 
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include all costs attributable to compensation, 
including stock-based compensation.  As used 
in this section, the term stock-based compensa-
tion means any compensation provided by a 
controlled participant to an employee or inde-
pendent contractor in the form of equity instru-
ments, options to acquire stock (stock options), 
or rights with respect to (or determined by ref-
erence to) equity instruments or stock 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) Identification of stock-based compensa-
tion related to intangible development.  The de-
termination of whether stock-based compensa-
tion 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.  Accord-
ingly, all stock-based compensation 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 intangible 
development cost under paragraph (d)(1) of this 
section.  In the case of a repricing or other mod-
ification of a stock option, the determination of 
whether the repricing or other modification 
constitutes the grant of a new stock option for 
purposes of this paragraph (d)(2)(ii) will be 
made in accordance with the rules of section 
424(h) and related regulations. 
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(iii) Measurement and timing of stock-based 
compensation expense –  

(A) In general.  Except as otherwise pro-
vided in this paragraph (d)(2)(iii), the oper-
ating expense attributable to stock-based 
compensation is equal to the amount allow-
able to the controlled participant as a deduc-
tion 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 
participants.  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. 

(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 develop-
ment of intangibles, the stock option that 
is repriced or otherwise modified will be 
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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 allowable (or treated as allowable un-
der this paragraph (d)(2)(iii)(A)) to the 
controlled participant upon exercise of 
the stock option immediately before the 
modification must be taken into account 
as an operating expense as of the date of 
the modification. 

(4) Expiration or termination of qual-
ified cost sharing arrangement.  Solely 
for purposes of this paragraph 
(d)(2)(iii)(A), if an item of stock-based 
compensation related to the develop-
ment of intangibles is not exercised dur-
ing the term of a qualified cost sharing 
arrangement, that item of stock-based 
compensation will be treated as being ex-
ercised immediately before the expira-
tion or termination of the qualified cost 
sharing arrangement, provided that the 
stock-based compensation is then exer-
cisable and the fair market value of the 
underlying stock then exceeds the price 
at which the stock-based compensation 
is exercisable.  Accordingly, the amount 
of the deduction that would be allowable 
(or treated as allowable under this para-
graph (d)(2)(iii)(A)) to the controlled par-
ticipant upon exercise of the stock-based 
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compensation must be taken into ac-
count as an operating expense 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 compensation in the form of op-
tions on publicly traded stock, the con-
trolled participants in a qualified cost 
sharing arrangement may elect to take 
into account all operating expenses at-
tributable to those stock options in the 
same amount, and as of the same time, 
as the fair value of the stock options re-
flected as a charge against income in au-
dited financial statements or disclosed in 
footnotes to such financial statements, 
provided that such statements are pre-
pared in accordance with United States 
generally accepted accounting principles 
by or on behalf of the company issuing 
the publicly traded 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. 
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(3) Generally accepted accounting 
principles.  For purposes of this para-
graph (d)(2)(iii)(B), a financial statement 
prepared in accordance with a compre-
hensive 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 generally 
accepted accounting principles provided 
that either –  

(i) The fair value of the stock op-
tions under consideration is reflected 
in the reconciliation between such 
other accounting principles and 
United States generally accepted ac-
counting principles required to be in-
corporated into the financial state-
ment by the securities laws governing 
companies whose stock is regularly 
traded on United States securities 
markets; or 

(ii) In the absence of a reconcilia-
tion between such other accounting 
principles and United States gener-
ally accepted accounting principles 
that reflects the fair value of the 
stock options under consideration, 
such other accounting principles re-
quire that the fair value of the stock 
options under consideration be re-
flected as a charge against income in 
audited financial statements or dis-
closed in footnotes to such statements. 

(4) Time and manner of making the 
election.  The election described in this 
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paragraph (d)(2)(iii)(B) is made by an ex-
plicit reference to the election in the 
written cost sharing agreement required 
by paragraph (b)(4) of this section or in a 
written amendment to the cost sharing 
agreement entered into with the consent 
of the Commissioner pursuant to para-
graph (d)(2)(iii)(C) of this section.  In the 
case of a qualified cost sharing arrange-
ment in existence on August 26, 2003, 
the election must be made by written 
amendment to the cost sharing agree-
ment not later than the latest due date 
(with regard to extensions) of a Federal 
income tax return of any controlled par-
ticipant for the first taxable year begin-
ning after August 26, 2003, and the con-
sent of the Commissioner is not required. 

(C) Consistency.  Generally, all con-
trolled participants in a qualified cost shar-
ing arrangement taking options on publicly 
traded stock into account under paragraph 
(d)(2)(iii)(A) or (B) of this section must use 
that same method of measurement and tim-
ing 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 subsequent to the taxable year in 
which the Commissioner’s consent is ob-
tained.  All controlled participants in the 
qualified cost sharing arrangement must 
join in requests for the Commissioner’s con-
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sent under this paragraph.  Thus, for exam-
ple, if the controlled participants make the 
election described 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 con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained.  Simi-
larly, if controlled 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 sen-
tence of paragraph (d)(2)(iii)(B)(2) of this 
section, the controlled participants may 
make the election described in paragraph 
(d)(2)(iii)(B) of this section only with the con-
sent of the Commissioner, and the consent 
will apply only to stock options granted in 
taxable years subsequent to the taxable 
year in which consent is obtained. 

*  *  *  *  * 

(j) *  *  * 

(2) *  *  * 

(i) *  *  * 

(F) The amount taken into account as op-
erating 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 com-
pensation related to the development of cov-
ered intangibles. 
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*  *  *  *  * 

(k) Effective date.  This section applies for taxable 
years beginning on or after January 1, 1996.  How-
ever, paragraphs (a)(3), (d)(2) and (j)(2)(i)(F) of this 
section apply for stock-based compensation granted in 
taxable years beginning on or after August 26, 2003. 

*  *  *  *  * 

PART 602 – OMB CONTROL NUMBERS UNDER 
THE PAPERWORK REDUCTION ACT 

 Par. 9.  The authority citation for part 602 contin-
ues to read as follows: 

Authority:  26 U.S.C. 7805 

 Par. 10.  In § 602.101, paragraph (b) is amended 
by adding an entry in numerical order to the table to 
read in part as follows: 

§ 602.101 OMB Control numbers. 

*  *  *  *  * 

(b) *  *  * 

CFR part or section where  
identified and described 

Current OMB  
control No. 

*  *  *  *  * 

1.482-7 .................................             1545-1794 

*  *  *  *  * 

Robert E. Wenzel, 

Deputy Commissioner for Services and Enforcement. 

Approved:  August 11, 2003. 

Pamela F. Olson, 

Assistant Secretary of the Treasury. 

[FR Doc. 03-21355 Filed 8-25-03; 8:45 am] 

BILLING CODE 4830-01-P 
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SUMMARY 

 

Tax 

The panel reversed a decision of the Tax Court that 
26 C.F.R. § 1.482-7A(d)(2), under which related enti-
ties must share the cost of employee stock compensa-
tion in order for their cost-sharing arrangements to be 
classified as qualified cost-sharing arrangements and 
thus avoid an IRS adjustment, was invalid under the 
Administrative Procedure Act.  The panel reasoned 
that the Commissioner of Internal Revenue did not ex-
ceed the authority delegated to him by Congress un-
der 26 U.S.C. § 482, that the Commissioner’s rule-
making authority complied with the Administrative 
Procedure Act, and that therefore the regulation is en-
titled to deference under Chevron, U.S.A., Inc. v. Nat-
ural Resources Defense Council, Inc., 467 U.S. 837 
(1984). 

Dissenting, Judge O’Malley would find, as the Tax 
Court did, that 26 C.F.R. § 1.482-7A(d)(2) is invalid as 
arbitrary and capricious. 
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OPINION 

THOMAS, Chief Judge: 

In this case, we consider the validity of 26 C.F.R. 
§ 1.482-7A(d)(2),1 under which related entities must 
share the cost of employee stock compensation in or-
der for their cost-sharing arrangements to be classi-
fied as qualified cost-sharing arrangements (“QCSA”) 
and thus avoid an IRS adjustment.  We conclude that 
the regulations withstand scrutiny under general ad-
ministrative law principles, and we therefore reverse 
the decision of the Tax Court. 

I 

Corporations often elect to conduct business 
through international subsidiaries.  Transactions be-
tween related companies can provide opportunities for 
minimizing or avoiding taxes, particularly when a for-
eign subsidiary is located in a low tax jurisdiction.  For 
example, a parent company in a high tax jurisdiction 
can sell property to its subsidiary in a low tax juris-
diction and have its subsidiary sell the property for 
profit.  The profits from those sales are thus taxed in 
a lower tax jurisdiction, resulting in significant tax 
savings for the parent.  This practice, known as 
“transfer pricing” can result in United States compa-
nies shifting profits that would be subject to tax in 
America offshore to avoid tax.  Similarly, related com-
panies can identify and shift costs between American 
and foreign jurisdictions to minimize tax exposure.  In 
recent years, United States corporations have used 
                                            
1  The 2003 amendments to Treasury’s cost-sharing regulations 
are at issue.  Although they are still in effect, the Code has been 
reorganized, and what was § 1.482-7 in 2003 is now numbered 
§ 1.482-7A.  To minimize confusion, our citations are to the cur-
rent version of the regulations unless otherwise specified. 
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these techniques to develop intangible property with 
their foreign subsidiaries, and to share the cost of de-
velopment between the companies.  Under these ar-
rangements, a U.S. corporation might enter into a re-
search and development (“R&D”) cost-sharing agree-
ment with its foreign subsidiary located in a low tax 
jurisdiction and grant the offshore company rights to 
exploit the property internationally.  The interplay of 
cost and income allocation between the two companies 
in such a transaction can result in significantly re-
duced taxes for the United States parent. 

To address the risk of multinational corporation 
tax avoidance, Congress passed legislation granting 
the United States Department of the Treasury the au-
thority to allocate income and costs between such re-
lated parties.  26 U.S.C. § 482.  In turn, the Secretary 
of the Treasury promulgated regulations authorizing 
the Commissioner of the Internal Revenue Service to 
allocate income and costs among these related enti-
ties.  26 C.F.R. §§ 1.482-0 through 1.482-9. 

At issue before us are employee stock options, the 
cost of which the companies in this case elected not to 
share, resulting in substantial tax savings for the par-
ent – here, the tax associated with over $80 million in 
income.  The Commissioner contends that allocation 
of stock compensation costs between the companies is 
appropriate to reflect economic reality; Altera Corpo-
ration (“Altera”) and its subsidiaries contend that any 
cost allocation exceeds the Commissioner’s authority. 

Fundamental to resolution of this dispute is an un-
derstanding of the arm’s length standard, a tool that 
Treasury developed in the mid-twentieth century to 
ensure that controlled taxpayers were taxed similarly 
to uncontrolled taxpayers.  The arm’s length standard 
is results-oriented, meaning that its goal is parity in 
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taxable income rather than parity in the method of al-
location itself.  26 C.F.R. § 1.482-1(b)(1) (“A controlled 
transaction meets the arm’s length standard if the re-
sults of the transaction are consistent with the results 
that would have been realized if uncontrolled taxpay-
ers had engaged in the same transaction under the 
same circumstances (arm’s length result).”).  A tradi-
tional arm’s length analysis looks to comparable 
transactions among non-related parties to achieve an 
arm’s length result.  The issue in this case is whether 
Treasury can permissibly allocate between related 
parties a cost that unrelated parties do not agree to 
share. 

Altera asserts that the arm’s length standard al-
ways demands a comparability analysis, meaning 
that the Commissioner cannot allocate costs between 
related parties in the absence of evidence that unre-
lated parties share the same costs when dealing at 
arm’s length.  Altera argues that, because uncon-
trolled taxpayers do not share the cost of employee 
stock options, the Commissioner cannot require re-
lated parties to share that cost. 

The Commissioner argues that he may, consistent 
with the arm’s length standard, apply a purely inter-
nal method of allocation, distributing the costs of em-
ployee stock options in proportion to the income en-
joyed by each controlled taxpayer.  This “commensu-
rate with income” method analyzes the income gener-
ated by intangible property in comparison with the 
amount paid (usually as royalty) to the parent.  In the 
Commissioner’s view, the commensurate with income 
method is consistent with the arm’s length standard 
because controlled cost-sharing arrangements have 
no equivalent in uncontrolled arrangements, and Con-
gress has provided that the Commissioner may dis-
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pense with a comparability analysis where compara-
ble transactions do not exist in order to achieve an 
arm’s length result. 

Because this case involves a challenge to regula-
tions, the ultimate issue is not what the arm’s length 
standard should mean but rather whether Treasury 
may define the standard as it has.  We conclude that 
the challenged regulations are not arbitrary and ca-
pricious but rather a reasonable execution of the au-
thority delegated by Congress to Treasury. 

II 

At issue is Altera’s tax liability for the years 2004 
through 2007.  During the relevant period, Altera and 
its subsidiaries designed, manufactured, marketed, 
and sold programmable logic devices, electronic com-
ponents that are used to build circuits. 

In May of 1997, Altera entered into a cost-sharing 
agreement with one of its subsidiaries, Altera Inter-
national, Inc., a Cayman Islands corporation (“Altera 
International”), which had been incorporated earlier 
that year.  Altera granted to Altera International a li-
cense to use and exploit Altera’s preexisting intangi-
ble property everywhere in the world except the 
United States and Canada.  In exchange, Altera Inter-
national paid royalties to Altera.  The parties agreed 
to pool their resources to share R&D costs in propor-
tion to the benefits anticipated from new technologies. 

Altera and the IRS agreed to an Advance Pricing 
Agreement covering the 1997-2003 tax years.  Pursu-
ant to this agreement, and consistent with the cost-
sharing regulations in effect at the time, Altera 
shared with Altera International stock-based compen-
sation costs as part of the shared R&D costs.  The 
Treasury regulations were amended in 2003, and Al-
tera and Altera International amended their cost-
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sharing agreement to comply with the modified regu-
lations, continuing to share employee stock compen-
sation costs. 

The agreement was amended again in 2005 follow-
ing the Tax Court’s opinion in Xilinx, Inc. v. Commis-
sioner, involving a challenge to the allocation of em-
ployee stock compensation costs under the 1994-1995 
cost-sharing regulations.  125 T.C. 37 (2005).  The par-
ties agreed to “suspend the payment of any portion of 
[a] Cost Share . . . to the extent such payment relates 
to the Inclusion of Stock-Based Compensation in R&D 
Costs” unless and until a court upheld the validity of 
the 2003 cost-sharing regulations.  The following pro-
vision explains Altera’s reasoning: 

The Parties believe that it is more likely than not 
that (i) the Tax Court’s conclusion in Xilinx Inc. v. 
Comm’r, 125 T.C. [No.] 4 (2005), that the arm’s 
length standard controls the determination of 
costs to be shared by controlled participants in a 
qualified cost sharing arrangement should also ap-
ply to Treas. Reg. § 1.482-7A(d)(2) (as amended by 
T.D. 9088), and (ii) the Parties’ inclusion of Stock-
Based Compensation in R&D Costs pursuant to 
Amendment I would be contrary to the arm’s 
length standard. 

Altera and its U.S. subsidiaries did not account for 
R&D-related stock-based compensation costs on their 
consolidated 2004-2007 federal income tax returns.  
The IRS issued two notices of deficiency to the group, 
applying § 1.482-7(d)(2) to increase the group’s income 
by the following amounts: 

2004 $ 24,549,315 

2005 $ 23,015,453 

2006 $ 17,365,388 

2007 $ 15,463,565 
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The Altera group timely filed petitions in the Tax 
Court.  The parties filed cross-motions for partial sum-
mary judgment, and the Tax Court granted Altera’s 
motion.  Sitting en banc, the court held that § 1.482-
7A(d)(2) is invalid under the Administrative Proce-
dure Act (“APA”).  Altera Corp. & Subsidiaries v. 
Comm’r, 145 T.C. 91 (2015). 

The Tax Court unanimously determined that the 
Commissioner’s allocation of income and expenses be-
tween related entities must be consistent with the 
arm’s length standard, and that the arm’s length 
standard is not met unless the Commissioner’s alloca-
tion can be compared to an actual transaction between 
unrelated entities.  The court reasoned that the Com-
missioner could not require related parties to share 
stock compensation costs because the Commissioner 
had not considered any unrelated party transactions 
in which the parties shared such costs.  The court con-
cluded that the agency decision-making process was 
fundamentally flawed because:  (1) it rested on specu-
lation rather than hard data and expert opinions; and 
(2) it failed to respond to significant public comments, 
particularly those identifying uncontrolled cost-shar-
ing arrangements in which the entities did not share 
stock compensation costs.  Altera, 145 T.C. at 122-31. 

The Tax Court’s decision rested largely on its own 
opinion in Xilinx, in which it held that “the arm’s-
length standard always requires an analysis of what 
unrelated entities do under comparable circum-
stances.”  Id. at 118 (citing Xilinx, 125 T.C. at 53-55).  
In its decision in this case, the Tax Court reinforced 
its conclusion that the Commissioner cannot require 
related entities to share stock compensation costs un-
less and until it locates uncontrolled transactions in 
which these costs are shared.  Id. at 118-19. 
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The court reached five holdings:  (1) that the 2003 
amendments constitute a final legislative rule subject 
to the requirements of the APA; (2) that Motor Vehicle 
Manufacturers Association of the United States v. 
State Farm Mutual Auto Insurance Co., 463 U.S. 29 
(1983) provides the appropriate standard of review be-
cause the standard set forth in Chevron, U.S.A., Inc. 
v. Natural Resources Defense Council, Inc., 467 U.S. 
837 (1984), incorporates State Farm’s reasoned deci-
sionmaking standard; (3) that Treasury failed to ade-
quately support its decision to allocate the costs of em-
ployee stock compensation between related parties; 
(4) that Treasury’s failure was not harmless error; and 
(5) that § 1.482-7A(d)(2) is invalid under the APA.  Id. 
at 115-33. 

On appeal, the Commissioner does not dispute the 
first holding regarding the applicability of State 
Farm, although he argues that the appropriate stand-
ard is more deferential and less empirically minded 
than the standard actually applied by the Tax Court.  
Nor does he claim that any error in the decisionmak-
ing process, if it existed, was harmless.  The chal-
lenged holdings – (2), (3), and (5) – are all part of the 
same broader question:  did Treasury exceed its au-
thority in requiring Altera’s cost-sharing arrange-
ment to include a particular distribution of employee 
stock compensation costs? 

III 

The Commissioner’s position is founded on 26 
U.S.C. § 482.  Because an understanding of § 482 and 
its history is integral to resolution of each of the issues 
raised by the parties, a brief overview of the statute 
and its history is important. 
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At the relevant time,2 26 U.S.C. § 482 appeared to 
provide a nearly limitless grant of authority to Treas-
ury to allocate income between related parties: 

In any case of two or more organizations, trades, 
or businesses (whether or not incorporated, 
whether or not organized in the United States, and 
whether or not affiliated) owned or controlled di-
rectly or indirectly by the same interests, the Sec-
retary may distribute, apportion, or allocate gross 
income, deductions, credits, or allowances between 
or among such organizations, trades, or busi-
nesses, if he determines that such distribution, ap-
portionment, or allocation is necessary in order to 
prevent evasion of taxes or clearly to reflect the in-
come of any of such organizations, trades, or busi-
nesses.  In the case of any transfer (or license) of 
intangible property (within the meaning of section 
936(h)(3)(B)), the income with respect to such 
transfer or license shall be commensurate with the 
income attributable to the intangible. 

The first sentence has remained substantively un-
changed since 1928, Revenue Act of 1928, ch. 852, 

                                            
2  Section 482 was amended in December 2017 to include a third 
sentence: 

For purposes of this section, the Secretary shall require the 
valuation of transfers of intangible property (including in-
tangible property transferred with other property or ser-
vices) on an aggregate basis or the valuation of such a trans-
fer on the basis of the realistic alternatives to such a transfer, 
if the Secretary determines that such basis is the most relia-
ble means of valuation of such transfers. 

Tax Cuts and Jobs Act, Pub. L. No. 115-97, 131 Stat. 2054.  Be-
cause the amendment postdates the operative regulations, it 
does not affect our analysis. 
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§ 45, 45 Stat. 791, 806 (1928), and it provides the stat-
utory authority for the arm’s length standard, which 
first appeared in the 1934 tax regulations, Regula-
tions 86, Art. 45-1(b) (1935).  The second sentence sets 
forth the commensurate with income standard, and it 
was added to the statute in 1986. Tax Reform Act of 
1986, Pub. L. No. 99-514, § 1231(e)(1), 100 Stat. 2085, 
2562 (1986). 

A 

From the beginning, § 482’s precursor was de-
signed to give Treasury the flexibility it needed to pre-
vent cost and income shifting between related entities 
for the purpose of decreasing tax liability.  See H.R. 
Rep. No. 70-2, at 16-17 (1927) (“[T]he Commissioner 
may, in the case of two or more trades or businesses 
owned or controlled by the same interests, apportion, 
allocate, or distribute the income or deductions be-
tween or among them, as may be necessary in order to 
prevent evasion (by the shifting of profits, the making 
of fictitious sales, and other methods frequently 
adopted for the purpose of ‘milking’), and in order 
clearly to reflect their true tax liability.”); accord S. 
Rep. No. 70-960, at 24 (1928).  The purpose of the stat-
ute is “to place a controlled taxpayer on a tax parity 
with an uncontrolled taxpayer . . . .”  Comm’r v. First 
Sec. Bank of Utah, 405 U.S. 394, 400 (1972) (quoting 
Treas. Reg. § 1.482-1(b)(1) (1971)).  This parity is dou-
ble-edged:  as much as § 482 works to ensure con-
trolled taxpayers are not overtaxed, the concern ex-
pressed on the face of § 482, even before the 1986 
amendment, is preventing tax avoidance by controlled 
taxpayers. 

After 1934, when the arm’s length standard ap-
peared in the regulations – in what is essentially its 
modern form – courts did not hold related parties to 
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the standard by looking for comparable transactions.  
For example, in Seminole Flavor Co. v. Commissioner, 
the Tax Court rejected a strict application of the arm’s 
length standard in favor of an inquiry into whether 
the allocation of income between related parties was 
“fair and reasonable.”  4 T.C. 1215, 1232 (1945); see 
also id. at 1233 (“Whether any such business agree-
ment would have been entered into by petitioner with 
total strangers is wholly problematical.”); Grenada In-
dus., Inc. v. Comm’r, 17 T.C. 231, 260 (1951) (“We ap-
prove an allocation . . . to the extent that such gross 
income in fact exceeded the fair value of services ren-
dered . . . .”).  And in 1962, this Court collected various 
allocation standards and outright rejected the superi-
ority of the arm’s length standard over all others: 

[W]e do not agree . . . that “arm’s length bargain-
ing” is the sole criterion for applying the statutory 
language of § 45 in determining what the “true net 
income” is of each “controlled taxpayer.”  Many de-
cisions have been reached under § 45 without ref-
erence to the phrase “arm’s length bargaining” and 
without reference to Treasury Department Regu-
lations and Rulings which state that the talis-
manic combination of words – “arm’s length” – is 
the “standard to be applied in every case.” 

For example, it was not any less proper . . . to use 
here the “reasonable return” standard than it was 
for other courts to use “full fair value,” “fair price 
including a reasonable profit,” “method which 
seems not unreasonable,” “fair consideration 
which reflects arm’s length dealing,” “fair and rea-
sonable,” “fair and reasonable” or “fair and fairly 
arrived at,” or “judged as to fairness,” all used in 
interpreting § 45. 
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Frank v. Int’l Canadian Corp., 308 F.2d 520, 528-29 
(9th Cir. 1962) (footnotes omitted).3 

In the 1960s, the problem of abusive transfer pric-
ing practices created a new adherence to a stricter 
arm’s length standard.  In response to concerns about 
the undertaxation of multinationals, Congress consid-
ered reworking the Code to resolve the difficulty posed 
by the application of the arm’s length standard to re-
lated party transactions.  H.R. Rep. No. 87-1447, at 
28-29 (1962).  However, it instead asked Treasury to 
“explore the possibility of developing and promulgat-
ing regulations . . . which would provide additional 
guidelines and formulas for the allocation of income 
and deductions” under § 482.  H.R. Conf. Rep. No. 87-
2508, at 19 (1962), reprinted in 1962 U.S.C.C.A.N. 
3732, 3739.  Legislators believed that § 482, at least 
in theory, authorized the Secretary to employ a profit-
split allocation method without amendment.  Id.; H.R. 
Rep. No. 87-1447, at 28-29 (“This provision appears to 
give the Secretary the necessary authority to allocate 
income between a domestic parent and its foreign sub-
sidiary.”). 

In 1968, following Congress’s entreaty, Treasury 
finalized the first regulation tailored to the issue of 
intangible property development in cost-sharing ar-
rangements.  Treas. Reg. § 1.482-2(d) (1968).  The 
novelty of the 1968 regulations was their focus on 
comparability.  Compare Treas. Reg. § 1.482-2(d)(2) 
(“An arm’s length consideration shall be in a form 
which is consistent with the form which would be 

                                            
3  The Court later took a hard turn from the flexibility it wel-
comed in Frank, which it limited to situations in which “it would 
have been difficult for the court to hypothesize an arm’s-length 
transaction.”  Oil Base, Inc. v. Comm’r, 362 F.2d 212, 214 n.5 (9th 
Cir. 1966). 
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adopted in transactions between unrelated parties in 
the same circumstances.”) with Regulations 86, Art. 
45-1(b) (1935) (focusing on arm’s length results rather 
than arm’s length form).  The 1968 regulations “con-
stituted a radical and unprecedented approach to the 
problem they addressed – notwithstanding their being 
couched in terms of the ‘arm’s length standard,’ and 
notwithstanding that that standard had been the 
nominal standard under the regulations for some 30 
years . . . .”  Stanley I. Langbein, The Unitary Method 
and the Myth of Arm’s Length, 30 Tax Notes 625, 644 
(1986). 

Despite the asserted focus on comparability, the 
arm’s length standard has never been used to the ex-
clusion of other, more flexible approaches.  Indeed, a 
study determined that direct comparables were lo-
cated and applied in only 3% of IRS’s adjustments 
prior to the 1986 amendment.  U.S. Gen. Accounting 
Office, GGD-81-81, IRS Could Better Protect U.S. Tax 
Interests In Determining The Income Of Multina-
tional Corporations 29 (1981).  The decades following 
the 1968 regulations involved 

a gradual realization by all parties concerned, but 
especially Congress and the IRS, that the [arm’s 
length standard], firmly established . . . as the sole 
standard under section 482, did not work in a large 
number of cases, and in other cases its misguided 
application produced inappropriate results.  The 
result was a deliberate decision to retreat from the 
standard while still paying lip service to it. 

Reuven S. Avi-Yonah, The Rise & Fall of Arm’s 
Length:  A Study in the Evolution of U.S. International 
Taxation, 15 Va. Tax Rev. 89, 112 (1995); see also 
James P. Fuller, Section 482:  Revisited Again, 45 Tax 
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L. Rev. 421, 453 (1990) (“[T]he 1986 Act’s commensu-
rate with income standard is not really a new ap-
proach to § 482.”).  The arm’s length standard had 
proven to be similarly illusory in international con-
texts.  Langbein, supra, at 649. 

B 

As controlled transactions increased in frequency 
and complexity, Congress determined that legislative 
action was necessary.  The Tax Reform Act of 1986 re-
flected Congress’s view that strict adherence to the 
arm’s length standard prevented tax parity. 

The House Ways and Means Committee recom-
mended the addition of the commensurate with in-
come clause because it was “concerned” that the cur-
rent statute and regulations “may not be operating to 
assure adequate allocations to the U.S. taxable entity 
of income attributable to intangibles . . . .”  H.R. Rep. 
No. 99-426, at 423 (1985).  The clause was intended to 
correct a “recurrent problem” – “the absence of compa-
rable arm’s length transactions between unrelated 
parties, and the inconsistent results of attempting to 
impose an arm’s length concept in the absence of com-
parables.”  Id. at 423-24. 

Congress intended the commensurate with income 
standard to displace a comparability analysis where 
comparable transactions cannot be found: 

A fundamental problem is the fact that the rela-
tionship between related parties is different from 
that of unrelated parties. . . .  [M]ultinational com-
panies operate as an economic unit, and not “as if ” 
they were unrelated to their foreign subsidiaries. 

. . . 

Certain judicial interpretations of section 482 sug-
gest that pricing arrangements between unrelated 
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parties for items of the same apparent general cat-
egory as those involved in the related party trans-
fer may in some circumstances be considered a 
“safe harbor” for related party pricing arrange-
ments, even though there are significant differ-
ences in the volume and risks involved, or in other 
factors. . . .  [S]uch an approach is sufficiently trou-
blesome where transfers of intangibles are con-
cerned that a statutory modification to the inter-
company pricing rules regarding transfers of in-
tangibles is necessary. 

. . . 

. . .  There are extreme difficulties in determining 
whether the arm’s length transfers between unre-
lated parties are comparable.  The committee thus 
concludes that it is appropriate to require that the 
payment made on a transfer of intangibles to a re-
lated foreign corporation . . . be commensurate 
with the income attributable to the intangible. . . . 

. . . 

. . .  [T]he committee intends to make it clear that 
industry norms or other unrelated party transac-
tions do not provide a safe-harbor minimum pay-
ment for related party intangible transfers.  Where 
taxpayers transfer intangibles with a high profit 
potential, the compensation for the intangibles 
should be greater than industry averages or 
norms. . . . 

Id. at 423-25. 

The Conference Committee suggested only one 
change – to broaden the sweep of the amendment so 
as to encompass domestic related party transactions – 
in order to better serve the objective of the amend-
ment, “that the division of income between related 
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parties reasonably reflect the relative economic activ-
ity undertaken by each . . . .”  H.R. Conf. Rep. No. 99-
841, at II-637 (1986), reprinted in 1986 U.S.C.C.A.N. 
4075, 4725.  It also clarified that cost-sharing arrange-
ments qualify as QCSAs only “if and the extent . . . the 
income allocated among the parties reasonably reflect 
the actual economic activity undertaken by each.”  
H.R. Conf. Rep. No. 99-841, at II-638, 1986 
U.S.C.C.A.N. at 4726. 

C 

Treasury’s first response to the Tax Reform Act 
was the “White Paper,” an intensive study published 
in 1988.  A Study of Intercompany Pricing under the 
Code, I.R.S. Notice 88-123, 1988-C.B. 458 (“White Pa-
per”).  The White Paper makes clear that Treasury in-
itially understood the commensurate with income 
standard to be consistent with the arm’s length stand-
ard (and that Treasury understood Congress to share 
that understanding).  Id. at 475.  Treasury wrote that 
a comparability analysis must be performed where 
possible, id. at 474, but it also suggested a “clear and 
convincing evidence” standard for comparables, sug-
gesting that a comparability analysis would rarely 
suffice, id. at 477-78. 

Despite its use of the phrase “arm’s length stand-
ard,” the White Paper signaled a dramatic shift from 
the standard as it had been defined following the 1968 
regulations.  Treasury advanced a new allocation 
method, the “basic arm’s length return method,” id. at 
488, which – contrary to its name – would apply only 
in the absence of comparables and would essentially 
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split profits between the related parties, id. at 490.4 
The White Paper’s re-framing of the arm’s length 
standard was not novel: 

[D]espite the Treasury’s affirmation of the tradi-
tional [arm’s length standard] in its 1988 White 
Paper, this narrow conception . . . was already ob-
solete by 1988 in the large majority of cases, inso-
far as the United States’ approach to international 
taxation was concerned.  Subsequent develop-
ments, especially the recently issued proposed, 
temporary and final regulations under section 482 
of the Code, merely strengthened the nails in its 
coffin. 

Avi-Yonah, supra, at 94-95. 

The White Paper was silent regarding employee 
stock compensation – unsurprisingly, as the practice 
did not develop on a major scale until the 1990s.  Zvi 
Bodie, Robert S. Kaplan, & Robert C. Merton, For the 
Last Time:  Stock Options Are an Expense, 81 Harv. 
Bus. Rev. 62, March 2003, at 63, 67 (March 2003). 

In 1994 and 1995, Treasury issued the regulations 
challenged in Xilinx.  As in previous iterations, the 
1994-1995 regulations defined the arm’s length stand-
ard as results-oriented, meaning that the goal is par-
ity in taxable income rather than parity in the method 
of allocation itself.  Treas. Reg. § 1.482-1(b)(1) (1994) 

                                            
4  Contemporary commentators understood that, by attempting 
synthesis between the arm’s length and commensurate with in-
come provisions, Treasury was moving away from a view of the 
arm’s length standard as grounded in comparability.  Marc M. 
Levy, Stanley C. Ruchelman, & William R. Seto, Transfer Pricing 
of Intangibles after the Section 482 White Paper, 71 J. Tax’n 38, 
38 (1989); Josh O. Ungerman, Comment, The White Paper:  The 
Stealth Bomber of the Section 482 Arsenal, 42 Sw. L.J. 1107, 
1128-29 (1989). 
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(“A controlled transaction meets the arm’s length 
standard if the results of the transaction are con-
sistent with the results that would have been realized 
if uncontrolled taxpayers had engaged in the same 
transaction under the same circumstances (arm’s 
length result).”).  The arm’s length standard remained 
“the standard to be applied in every case.”  § 1.482-
1(b)(1) (1994). 

The regulations also set forth methods by which 
income could be allocated among related parties in a 
manner consistent with the arm’s length standard. 
§ 1.482-1(b)(2)(i) (1994).  Absent from the list of ap-
proved methods was the method outlined in the sin-
gular cost-sharing regulation separately issued in 
1995, § 1.482-7.  The 1995 regulation provided that in-
tangible development costs included “all of the costs 
incurred by . . . [an uncontrolled] participant related 
to the intangible development area.”  Treas. Reg. 
§ 1.482-7(d)(1) (1995).  Beginning in 1997, the Secre-
tary interpreted the “all . . . costs” language to include 
stock-based compensation, meaning that controlled 
taxpayers had to share the costs (and associated de-
ductions) of providing employee stock compensation.  
Xilinx v. Comm’r, 598 F.3d 1191, 1193-94 (9th Cir. 
2010). 

According to Treasury, the 1994 regulations de-
fined the arm’s length standard in terms of “the re-
sults that would have been realized if uncontrolled 
taxpayers had engaged in the same transactions un-
der the same circumstances.”  Compensatory Stock 
Options Under Section 482 (Proposed), 67 Fed. Reg. 
48,997, 48,998 (July 29, 2002).  On the other hand, the 
1995 regulation, consistent with the 1986 Conference 
Report excerpted above, “implement[ed] the commen-
surate with income standard in the context of cost 
sharing arrangements” by “requir[ing] that controlled 
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participants in a [QCSA] share all costs incurred that 
are related to the development of intangibles in pro-
portion to their shares of the reasonably anticipated 
benefits attributable to that development.”  Id.  Rec-
ognizing the potential for conflict between the 1994 
and 1995 regulations (also discussed by this Court in 
Xilinx, as described below), Treasury later issued new 
cost-sharing regulations, the 2003 regulations that Al-
tera now challenges. 

IV 

We turn then, to the disputed 2003 amendments to 
the regulations, which Treasury intended to clarify ra-
ther than overhaul the 1994 and 1995 regulations.  
The clarifications were two-fold.  First, the amend-
ments expressly classified employee stock compensa-
tion as a cost to be allocated between QCSA partici-
pants.  Compensatory Stock Options Under Section 
482 (Proposed), 67 Fed. Reg. at 48,998; Treas. Reg. 
§ 1.482-7A(d)(2).  Second, the “coordinating” amend-
ments clarified Treasury’s understanding that the 
cost-sharing regulations, including § 1.482-7A(d)(2), 
operate to produce an arm’s length result.  Compensa-
tory Stock Options Under Section 482 (Proposed), 67 
Fed. Reg. at 49,000; Treas. Reg. § 1.482-7A(a)(3). 

Altera challenges two regulations.  It squarely 
challenges 26 C.F.R. § 1.482-7A(d)(2).  It also objects 
to § 1.482-7A(a)(3), but only insofar as it incorporates 
§ 1.482-7A(d)(2) by reference. 

Broadly, § 1.482-7A provides that costs are shared 
by parties to a QCSA, a controlled cost-sharing ar-
rangement that meets the standards of the cost-shar-
ing regulations and thus enables the participants to 
avoid an IRS adjustment.  Section 1.482-7A(a)(3) in-
corporates and attempts synthesis with the arm’s 
length standard: 
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A qualified cost sharing arrangement produces re-
sults that are consistent with an arm’s length re-
sult . . . if, and only if, each controlled participant’s 
share of the costs (as determined under paragraph 
(d) of this section) of intangible development under 
the qualified cost sharing arrangement equals its 
share of reasonably anticipated benefits attributa-
ble to such development . . . . 

Section 1.482-7A(d)(2) provides that parties to a 
QCSA must allocate stock-based compensation be-
tween themselves: 

[In a QCSA], a controlled participant’s operating 
expenses include all costs attributable to compen-
sation, including stock-based compensation.  As 
used in this section, the term stock-based compen-
sation means any compensation provided by a con-
trolled participant to an employee or independent 
contractor in the form of equity instruments, op-
tions to acquire stock (stock options), or rights with 
respect to (or determined by reference to) equity 
instruments or stock options, including but not 
limited to property to which section 83 applies and 
stock options to which section 421 applies, regard-
less of whether ultimately settled in the form of 
cash, stock, or other property. 

Altera does not challenge the allocation of other in-
tangible development costs under § 1.482-7A(d). 

In determining whether Treasury’s regulation is 
permissible, we are faced with two questions:  
whether Treasury’s “decreed result [is] within the 
scope of its lawful authority,” and whether “the pro-
cess by which it reache[d] that result [was] logical and 
rational.”  Michigan v. EPA, 135 S. Ct. 2699, 2706 
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(2015) (quoting State Farm, 463 U.S. at 43).  Consid-
eration of these issues requires examination of the 
APA and Chevron deference. 

The Tax Court correctly held that the APA applies 
to Treasury in the context of the present controversy.  
See Mayo Found. for Med. Ed. & Res. v. United States, 
562 U.S. 44, 55 (2011) (“In the absence of [any] justi-
fication, we are not inclined to carve out an approach 
to administrative review good for tax law only.”).5 

Under the APA, we must “hold unlawful and set 
aside agency action, findings, and conclusions found 
to be . . . arbitrary, capricious, an abuse of discretion, 
or otherwise not in accordance with law,” “in excess of 
statutory jurisdiction,” or “without observance of pro-
cedure required by law.”  5 U.S.C. § 706(2)(A), (C)-(D).  
However, “[t]he scope of review under the ‘arbitrary 
and capricious’ standard is narrow and a court is not 
to substitute its judgment for that of the agency.”  
State Farm, 463 U.S. at 43. 

If we conclude that Treasury complied with the 
APA in its rulemaking, we apply the familiar Chevron 
standard in examining the agency’s interpretation of 
the statute that defines the scope of its authority.  
Chevron, 467 U.S. at 843. 

                                            
5  Because the Commissioner does not contest the applicability 
of the APA or Chevron in this context, this case does not require 
us to decide the broader questions of the precise contours of the 
application of APA to the Commissioner’s administration of the 
tax system or the continued vitality of the theory of tax excep-
tionalism.  See generally, e.g., Stephanie Hoffer and Christopher 
J. Walker, The Death of Tax Court Exceptionalism, 99 Minn. L. 
Rev. 221 (2014); Kristin E. Hickman, Coloring Outside the Lines:  
Examining Treasury’s (Lack of) Compliance with Administrative 
Procedure Act Rulemaking Requirements, 82 Notre Dame L. Rev. 
1727 (2007). 
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A 

Accordingly, our first task is to determine whether 
Treasury complied with the APA in the first instance.  
Only if Treasury complied with the APA may we defer 
to its interpretation of § 482 under Chevron.  Encino 
Motorcars, LLC v. Navarro, 136 S.Ct. 2117, 2125 
(2016).6 

The APA “sets forth the full extent of judicial au-
thority to review executive agency action for proce-
dural correctness . . . .”  FCC v. Fox Television Sta-
tions, Inc., 556 U.S. 502, 513 (2009).  It “prescribes a 
three-step procedure for so-called ‘notice-and-com-
ment rulemaking.’”  Perez v. Mortgage Bankers Ass’n, 
135 S. Ct. 1199, 1203 (2015) (citing 5 U.S.C. § 553).  
First, a “[g]eneral notice of proposed rule making” 
must ordinarily be published in the Federal Register.”  
5 U.S.C. § 553(b).  Second, provided that “notice [is] 
required,” the agency must “give interested persons 
an opportunity to participate in the rule making 
through submission of written data, views, or argu-
ments . . . .”  § 553(c).  “An agency must consider and 
respond to significant comments received during the 

                                            
6  We note that the procedural posture of this case – following 
enforcement – differs from that of a typical case challenging a 
regulation under the APA.  Generally, strict APA-based chal-
lenges arise in the pre-enforcement context, which is less disrup-
tive to the agency and which allows plaintiffs to avoid the six-
year statute of limitations applicable to APA-based challenges.  
See 28 U.S.C. § 2401.  By contrast, post-enforcement challenges, 
often brought after the six-year statute of limitations, are rarely 
brought under the APA, even if the APA proves relevant.  Rather, 
courts are generally called on to address the degree of deference 
to which the agency is entitled.  In these typical post-enforcement 
challenges, the ultimate question is not whether the agency ac-
tion was procedurally defective but rather whether it was a per-
missible exercise of executive authority.  The court focuses not 
on the APA but on the statute as it is implemented by the agency. 
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period for public comment.”  Perez, 135 S. Ct. at 1203.  
Third, the agency must incorporate in the final rule “a 
concise general statement of [its] basis and purpose.”  
§ 553(c). 

1 

Altera does not dispute that Treasury satisfied the 
first step by giving notice of the 2003 regulations.  Al-
tera, 145 T.C. at 103.  Nor does there appear to be a 
controversy as to whether Treasury included in the fi-
nal rule “a concise general statement of [its] basis and 
purpose.”  5 U.S.C. § 553.  Rather, Altera argues that 
the regulations fail on the second step, asserting that 
although Treasury solicited public comments, it did 
not adequately consider and respond to those re-
sponses, rendering the regulations arbitrary and ca-
pricious under State Farm.  Altera, 145 T.C. at 120-
31.  We disagree. 

Section 706 of the APA directs courts to “decide all 
relevant questions of law, interpret constitutional and 
statutory provisions, and determine the meaning or 
applicability of the terms of an agency action.”  5 
U.S.C. § 706 (flush language).  Agencies may not act 
in ways that are “arbitrary, capricious, an abuse of 
discretion, or otherwise not in accordance with law.”  
5 U.S.C. § 706(2)(A).  Following State Farm, the 
touchstone of arbitrary and capricious review under 
the APA is “reasoned decisionmaking.”  State Farm, 
463 U.S. at 52.  “[T]he agency must examine the rele-
vant data and articulate a satisfactory explanation for 
its action including a ‘rational connection between the 
facts found and the choice made.’ ”  Id. at 43 (quoting 
Burlington Truck Lines v. United States, 371 U.S. 156, 
168 (1962)).  “[A]gency action is lawful only if it rests 
‘on a consideration of the relevant factors.’ ”  Michi-
gan, 135 S. Ct. at 2706 (quoting State Farm, 463 U.S. 
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at 43).  However, courts may not set aside agency ac-
tion simply because the rulemaking process could 
have been improved; rather, we must determine 
whether the agency’s “path may reasonably be dis-
cerned.”  State Farm, 463 U.S. at 43 (quoting Bowman 
Transp. Inc. v. Arkansas-Best Freight Sys, 419 U.S. 
281, 286 (1974)). 

Altera argues that Treasury’s rulemaking process 
does not sufficiently support the regulations, which 
Altera understands to be a significant departure from 
Treasury’s earlier regulations implementing § 482.  
This argument is premised on:  (1) Treasury’s rejec-
tion of the comments submitted in opposition to the 
proposed rule, and (2) Altera’s claim that Treasury’s 
current litigation position is inconsistent with state-
ments made during the rulemaking process. 

“[A]n agency need only respond to ‘significant’ com-
ments, i.e., those which raise relevant points and 
which, if adopted, would require a change in the 
agency’s proposed rule.”  Am. Mining Congress v. 
EPA, 965 F.2d 759, 771 (9th Cir. 1992) (quoting Home 
Box Office v. FCC, 567 F.2d 9, 35 & n.58 (D.C. Cir. 
1977)).  If the comments to which the agency did not 
respond would not bear on the agency’s “consideration 
of the relevant factors,” the court may not reverse the 
agency’s decision.  Id. 

Treasury published its notice of proposed rulemak-
ing in 2002.  Compensatory Stock Options Under Sec-
tion 482 (Proposed), 67 Fed. Reg. 48,997.  In its notice, 
Treasury made clear that it was relying on the com-
mensurate with income provision.  Id. at 48,998.  To 
support its position, Treasury drew from the legisla-
tive history of the 1986 amendment, explaining that 
Congress intended a party to a QCSA to “bear its por-
tion of all research and development costs.”  Id. (quot-
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ing H.R. Conf. Rep. No. 99-841, at II-638).  It also in-
formed interested parties of its intent to coordinate 
the new regulations with the arm’s length standard, 
suggesting that it was attempting to synthesize the 
potentially disparate standards found within § 482 it-
self.  Id.; at 48,998, 49,000-01. 

Commenters responded by attacking the proposed 
regulations as inconsistent with the traditional arm’s 
length standard.  To support their position, they pri-
marily discussed arm’s length agreements in which 
unrelated parties did not mention employee stock op-
tions.  They explained that unrelated parties do not 
share stock compensation costs because it is difficult 
to value stock-based compensation, and there can be 
a great deal of expense and risk involved. 

In the preamble to the final rule, Treasury dis-
missed the comments (and, relatedly, the behavior of 
controlled taxpayers) as irrelevant: 

Treasury and the IRS continue to believe that re-
quiring stock-based compensation to be taken into 
account for purposes of QCSAs is consistent with 
the legislative intent underlying section 482 and 
with the arm’s length standard (and therefore with 
the obligations of the United States under its in-
come tax treaties . . .).  The legislative history of 
the Tax Reform Act of 1986 expressed Congress’s 
intent to respect cost sharing arrangements as con-
sistent with the commensurate with income stand-
ard, and therefore consistent with the arm’s length 
standard, if and to the extent that the participants’ 
shares of income “reasonably reflect the actual eco-
nomic activity undertaken by each.”  See H.R. 
Conf. Rep. No. 99-481, at II-638 (1986). . . .  [I]n or-
der for a QCSA to reach an arm’s length result con-
sistent with legislative intent, the QCSA must re-
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flect all relevant costs, including such critical ele-
ments of cost as the cost of compensating employ-
ees for providing services related to the develop-
ment of the intangibles pursuant to the QCSA.  
Treasury and the IRS do not believe that there is 
any basis for distinguishing between stock-based 
compensation and other forms of compensation in 
this context. 

Treasury and the IRS do not agree with the com-
ments that assert that taking stock-based compen-
sation into account in the QCSA context would be 
inconsistent with the arm’s length standard in the 
absence of evidence that parties at arm’s length 
take stock-based compensation into account in 
similar circumstances. . . .  The uncontrolled 
transactions cited by commentators do not share 
enough characteristics of QCSAs involving the de-
velopment of high-profit intangibles to establish 
that parties at arm’s length would not take stock 
options into account in the context of an arrange-
ment similar to a QCSA. . . . 

Compensatory Stock Options under Section 482 (Pre-
amble to Final Rule), 68 Fed. Reg. 51,171, 51,172-73 
(Aug. 26, 2003). 

Treasury added: 

Treasury and the IRS believe that if a significant 
element of [the costs shared by unrelated parties] 
consists of stock-based compensation, the party 
committing employees to the arrangement gener-
ally would not agree to do so on terms that ignore 
the stock-based compensation. 

Id. at 51,173. 

With its references to legislative history, Treasury 
communicated its understanding that Congress had 
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called upon it to move away from the traditional arm’s 
length standard. 

In short, the objectors were arguing that the evi-
dence they cited – showing that unrelated parties do 
not share employee stock compensation costs – proved 
that Treasury’s commensurate with income analysis 
did not comport with the arm’s length standard. Thus, 
the thrust of the objection was that Treasury misin-
terpreted § 482.  But that is a separate question – one 
properly addressed in the Chevron analysis.  That 
commenters disagreed with Treasury’s interpretation 
of the law does not make the rulemaking process de-
fective. 

Under the APA, the issue is whether Treasury’s 
references to legislative history gave interested par-
ties notice of its proposal and an opportunity to re-
spond to it.  Here, Treasury’s “path may reasonably be 
discerned.”  State Farm, 463 U.S. at 43.  Treasury’s 
citations to legislative history in the notice of proposed 
rulemaking and the preamble to the final rule make 
clear enough why Treasury believed it could require 
related parties to share all costs – including employee 
stock compensation – in proportion to the income en-
joyed by each.  Treasury set forth its understanding 
that it should not examine comparable transactions 
when they do not in fact exist and should instead focus 
on a fair and reasonable allocation of costs and in-
come.  Compensatory Stock Options Under Section 
482 (Proposed), 67 Fed. Reg. at 48,998 (quoting H.R. 
Conf. Rep. No. 99-841, at II-638); accord Compensa-
tory Stock Options under Section 482 (Preamble to Fi-
nal Rule), 68 Fed. Reg. at 51,172.  Treasury relied on 
Congressional rejection of primacy of the traditional 
arm’s length standard.  None of the comments at issue 
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address why Treasury was mistaken in its under-
standing that it was authorized to use a method that 
did not include comparables. 

Thus, Treasury’s refusal to credit oppositional 
comments is not fatal to a holding that it complied 
with the APA.  Treasury gave sufficient notice of what 
it intended to do and why; it considered the comments, 
but it rejected them.  Because the comments had no 
bearing on “relevant factors” to the rulemaking, nor 
any bearing on the final rule, there was no APA viola-
tion.  Am. Mining Congress, 965 F.2d at 771. 

Further, Treasury’s current litigation position is 
not inconsistent with the statements it made to sup-
port the 2003 regulations at the time of the rulemak-
ing.  Altera argues that its position is justified by SEC 
v. Chenery Corp., 332 U.S. 194 (1947).  “[A] reviewing 
court . . . must judge the propriety of [agency] action 
solely by the grounds invoked by the agency.”  
Chenery, 332 U.S. at 196.  “If those grounds are inad-
equate or improper, the court is powerless to affirm 
the administrative action by substituting what it con-
siders to be a more adequate or proper basis.”  Id. 

Altera argues that the Commissioner cannot now 
claim that “Treasury reasonably determined that it 
was statutorily authorized to dispense with compara-
bility analysis” because “[n]owhere in the regulatory 
history did the Secretary suggest that he ‘was statu-
torily authorized to dispense with comparability anal-
ysis.’ ”  This argument twists Chenery, which protects 
judicial deference by strengthening administrative 
processes, into excessive proceduralism.  See Nat’l 
Elec. Mfrs. Ass’n v. United States Dept. of Energy, 654 
F.3d 496, 515 (4th Cir. 2011) (“[Chenery] does not 
oblige the agency to provide exhaustive, contempora-
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neous legal arguments to preemptively defend its ac-
tion.”).  But it is also inconsistent with the record, 
given Treasury’s citation to legislative history. 

2 

Altera also argues that Treasury did not ade-
quately support its position that employee stock com-
pensation is a cost.  Treasury cites generally to “tax 
and other accounting principles” for its determination 
that there is a “cost associated with stock-based com-
pensation.”  Compensatory Stock Options Under Sec-
tion 482 (Proposed), 67 Fed. Reg. at 48,999.  Treasury 
classifies stock compensation as a “critical element” of 
R&D costs and notes that it is “clearly related to the 
intangible development area.”  Compensatory Stock 
Options under Section 482 (Preamble to Final Rule), 
68 Fed. Reg. at 51,173. 

The rulemaking record is sufficient to survive an 
APA challenge because Treasury’s position is sup-
ported by logic and by industry norms.  Treasury 
wrote that parties would not “ignore” stock-based 
compensation if such compensation were a “signifi-
cant element” of the compensation costs one party in-
curs and another party agrees to reimburse.  Id. at 
51,173.  Treasury’s determination is reasonable be-
cause parties dealing at arm’s length certainly would 
not grant stock options to each other’s employees 
without mentioning the arrangement in the cost-shar-
ing agreement.  In other words, parties dealing at 
arm’s length simply do not share these costs, but re-
lated parties, whose stock is commonly owned, do.  
“[T]hrough bargaining,” each unrelated party ensures 
that the cost-sharing agreement is in its best interest, 
meaning that the parties will consider the internal 
costs of stock compensation without requiring the 
other party to recognize those costs.  Id. 
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A distinction exists between the economic costs of 
stock compensation – which are debatable – and the 
accounting costs – which are not.  Because entities ac-
count for the cost of providing employee stock options, 
it is reasonable for Treasury to allocate the costs, and 
it is irrelevant how much the same entity ultimately 
pays to provide the options.  Further, as the Commis-
sioner noted, “tax and other accounting principles” 
provide a strong foundation for the Commissioner’s in-
terpretation. 

Most notably, the Tax Code classifies stock-based 
compensation as a trade or business “expense.”  26 
U.S.C. § 162(a).  And the challenged regulation cites 
to the provision providing that the expense is deduct-
ible.  Treas. Reg. § 1.482-7A(d)(2)(iii)(A) (citing 26 
U.S.C. § 83(h)) (“[T]he operating expense attributable 
to stock-based compensation is equal to the amount 
allowable . . . as a deduction for Federal income tax 
purposes . . . (for example, under 83(h)) . . . .”).  In-
deed, the dispute here is not truly whether stock-
based compensation is a cost but whether Altera – ra-
ther than the Commissioner – may decide how to ap-
portion that cost between related entities. 

3 

Finally, in addition to its general State Farm argu-
ment, Altera asks for a more searching review under 
FCC v. Fox Television Stations, Inc., 556 U.S. 502.  Al-
tera claims that the cost-sharing amendments present 
a major shift in administrative policy such that Treas-
ury could not issue the regulations without carefully 
considering and broadcasting its decision.  Altera ar-
gues that “[t]he assertion that the commensurate with 
income clause supplants the arm’s-length standard 
with a ‘purely internal’ analysis is a sharp – but 
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unacknowledged – reversal from Treasury’s long-
standing prior policy.”  Red Br. 47. 

“Agencies are free to change their existing policies 
as long as they provide a reasoned explanation for the 
change.”  Encino Motorcars, 136 S. Ct. at 2125.  In-
deed, “[w]hen an agency changes its existing position, 
it ‘need not always provide a more detailed justifica-
tion than what would suffice for a new policy created 
on a blank slate.’ ”  Id. at 2125-26 (quoting Fox, 556 
U.S. at 515).  However, an agency may not “depart 
from a prior policy sub silentio or simply disregard 
rules that are still on the books.”  Fox, 556 U.S. at 515. 

[A] policy change complies with the APA if the 
agency: 

(1) displays “awareness that it is changing posi-
tion,” 

(2) shows that “the new policy is permissible under 
the statute,” 

(3) “believes” the new policy is better, and 

(4) provides “good reasons” for the new policy, 
which, if the “new policy rests upon factual find-
ings that contradict those which underlay its prior 
policy,” must include “a reasoned explanation . . . 
for disregarding facts and circumstances that un-
derlay or were engendered by the prior policy.” 

Organized Vill. of Kake v. USDA, 795 F.3d 956, 966 
(9th Cir. 2015) (en banc) (ellipses in original) (quoting 
Fox, 556 U.S. at 515-16). 

This argument is not meaningfully different from 
Altera’s general APA argument.  If the arm’s length 
standard allows the Commissioner to allocate costs 
between related parties without a comparability anal-
ysis, there is no policy change, merely a clarification 
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of the same policy.  Moreover, even if the policy 
changed, it changed well before 2003, as Xilinx 
demonstrates.  And if so, it changed as a result of the 
1986 amendment to § 482, in which case the question 
is, again, whether the cost-sharing regulations are al-
lowable under Chevron. 

4 

Thus, the 2003 regulations are not arbitrary and 
capricious under the standard of review imposed by 
the APA.  Treasury’s regulatory path may be reason-
ably discerned.  Treasury understood § 482 to author-
ize it to employ a purely internal, commensurate with 
income approach in dealing with related companies.  
It provided adequate notice of its intent and ade-
quately considered the objections.  Its conclusion that 
stock based compensation should be treated as a cost 
was adequately supported in the record, and its posi-
tion did not represent a policy change under Fox. 

B 

Having determined that Treasury adequately sat-
isfied the State Farm requirements, we turn to Chev-
ron. 

1 

Under Chevron, we first apply the traditional rules 
of statutory construction to determine whether “Con-
gress has directly spoken to the precise question at is-
sue.”  Chevron, 467 U.S. at 842.  We start with the 
plain statutory words, and “when deciding whether 
the language is plain, we must read the words ‘in their 
context and with a view to their place in the overall 
statutory scheme.’ ”  King v. Burwell,     U.S.    ,    , 135 
S. Ct. 2480, 2489 (2015) (quoting FDA v. Brown & Wil-
liamson Tobacco Corp., 529 U.S. 120, 133 (2000)).  In 
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addition, we examine the legislative history, the stat-
utory structure, and “other traditional aids of statu-
tory interpretation” in order to ascertain congres-
sional intent.  Middlesex Cty. Sewerage Auth. v. Nat’l 
Sea Clammers Ass’n, 453 U.S. 1, 13 (1981).  If, after 
conducting that Chevron step one examination, we 
conclude that the statute is silent or ambiguous on the 
issue, we then defer to the agency’s interpretation so 
long as “it is based on a permissible construction of the 
statute.”  Chevron, 467 U.S. at 843.  A permissible con-
struction is one that is not “arbitrary, capricious, or 
manifestly contrary to the statute.”  Id. at 844. 

Ultimately, questions of deference boil down to 
whether “it appears that Congress delegated author-
ity to the agency generally to make rules carrying the 
force of law, and that the agency interpretation claim-
ing deference was promulgated in the exercise of that 
authority.”  United States v. Mead Corp., 533 U.S. 218, 
226-27 (2001).  “When Congress has ‘explicitly left a 
gap for an agency to fill, there is an express delegation 
of authority to the agency to elucidate a specific provi-
sion of the statute by regulation,’ and any ensuing reg-
ulation is binding in the courts unless procedurally 
defective, arbitrary or capricious in substance, or 
manifestly contrary to the statute.”  Id. at 227 (inter-
nal citation and footnote omitted) (quoting Chevron, 
467 U.S. at 843-44). 

Here, the resolution of our step one Chevron exam-
ination is straightforward.  Section 482 does not speak 
directly to whether the Commissioner may require 
parties to a QCSA to share employee stock compensa-
tion costs in order to receive the tax benefits associ-
ated with entering into a QCSA.  Further, as the text 
of the statute and its legislative history indicate, Con-
gress intended to provide Treasury with the flexibility 
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it needed to prevent improper cost and income alloca-
tion between related parties for the purpose of defeat-
ing tax liability. 

Thus, we must move on to Chevron step two to con-
sider whether Treasury’s interpretation of § 482 as to 
allocation of employee stock option costs is permissi-
ble.  An agency’s interpretation of statutory authority 
is examined “in light of the statute’s text, structure 
and purpose.”  Miguel-Miguel v. Gonzales, 500 F.3d 
941, 949 (9th Cir. 2007).  The interpretation fails if it 
is “unmoored from the purposes and concerns” of the 
underlying statutory regime.  Judulang, 565 U.S. at 
64.  Thus, Congress’s purpose in enacting and amend-
ing § 482 in 1986 is key to resolution of this issue.  
That purpose is parity.  First Sec. Bank of Utah, 405 
U.S. at 400.  The 1986 amendment reflected Con-
gress’s recognition that the traditional arm’s length 
standard did not serve the purpose of § 482. 

The 1986 amendment to § 482 provides that:  “In 
the case of any transfer (or license) of intangible prop-
erty . . . , the income with respect to such transfer or 
license shall be commensurate with the income at-
tributable to the intangible.”  This is a purely internal 
standard, and evidence supports Treasury’s belief 
that Congress intended it to be. H.R. Rep. No. 99-426, 
at 423-35; H.R. Conf. Rep. No. 99-841, at II-637.  In-
deed, Congress’s objective in amending § 482 was to 
ensure that income follows economic activity.  H.R. 
Conf. Rep. No. 99-841, at II-637.  Further, legislative 
history supports Treasury’s application of the com-
mensurate with income standard in the QCSA con-
text.  Congress did not want to interfere with con-
trolled cost-sharing arrangements, but only to the de-
gree that the allocation of costs and income “reasona-
bly reflect[s] the actual economic activity undertaken 
by each.”  H.R. Conf. Rep. No. 99-841, at II-638.  
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Treasury’s decision to dispense with a comparability 
analysis was reasonable. 

So was Treasury’s determination that uncontrolled 
cost-sharing arrangements do not provide helpful 
guidance regarding allocations of employee stock com-
pensation.  As discussed above, Treasury discounted 
the relevance of comments demonstrating that parties 
at arm’s length do not share employee stock compen-
sation costs, writing:  “The uncontrolled transactions 
cited by commentators do not share enough character-
istics of QCSAs involving the development of high-
profit intangibles to establish that parties at arm’s 
length would not take stock options into account in the 
context of an arrangement similar to a QCSA.”  Com-
pensatory Stock Options under Section 482 (Preamble 
to Final Rule), 68 Fed. Reg. at 51,173. 

Treasury’s conclusion is entirely consistent with 
Congress’s rationale for amending § 482 in the first 
place.  See id. (citing H.R. Rep. No. 99-426, at 423-25) 
(“As recognized in the legislative history of the Tax 
Reform Act of 1986, there is little if any, public data 
regarding transactions involving high-profit intangi-
bles.”); see also H.R. Rep. No. 99-426, at 425 (“There 
are extreme difficulties in determining whether the 
arm’s length transfers between unrelated parties are 
comparable. . . .  [I]t is appropriate to require that the 
payment made on a transfer of intangibles to a related 
foreign corporation be commensurate with the income 
attributable to the intangible.”).7 

                                            
7 Although the 2017 amendment to § 482 has no bearing on our 
opinion, we note that Congress has not changed its mind: 

The transfer pricing rules of section 482 and the accompany-
ing Treasury regulations are intended to preserve the U.S. 
tax base by ensuring that taxpayers do not shift income 
properly attributable to the United States to a related foreign 
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As Congress noted, the goal of parity is not served 
by a constant search for comparable transactions.  
H.R. Rep. No. 99-426, at 423.  That is why, in 1986, it 
acted by adding the commensurate with income 
standard to § 482, synthesizing the long-standing 
arm’s length standard with the new provision; with-
out an internal approach to allocation, related parties 
had been able to escape paying the taxes that would 
be paid by parties dealing at arm’s length.  In other 
words, the amendment was intended to hone the defi-
nition of the arm’s length standard so that it could 
work to achieve arm’s length results instead of forcing 
application of arm’s length methods. 

Thus, the 2003 regulations are not “arbitrary and 
capricious in substance.”  Mayo Found., 562 U.S. at 53 
(quoting Household Credit Servs., Inc. v. Pfennig, 541 
U.S. 232, 242 (2004)).  Treasury reasonably under-
stood § 482 as an authorization to require internal al-
location methods in the QCSA context, provided that 
the costs and income allocated are proportionate to 

                                            
company through pricing that does not reflect an arm’s 
length result. . . .  The arm’s length standard is difficult to 
administer in situations in which no unrelated party market 
prices exist for transactions between related parties. 

. . . 

For income from intangible property, section 482 provides ‘in 
the case of any transfer (or license) of intangible property 
(within the meaning of section 936 (h)(3)(B)), the income with 
respect to such transfer or license shall be commensurate 
with the income attributable to the intangible.’  By requiring 
inclusion in income of amounts commensurate with the in-
tangible, Congress was responding to concerns regarding the 
effectiveness of the arm’s-length standard with respect to in-
tangible property – including, in particular, high-profit-po-
tential intangibles. 

H. Rep. No. 115-466, at 574-75 (2017) 
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the economic activity of the related parties.  Treas-
ury’s interpretation is not “arbitrary, capricious, or 
manifestly contrary to the statute,” and it is therefore 
permissible under Chevron.  467 U.S. at 844. 

2 

Altera contends that the Commissioner misreads 
§ 482 and its history, arguing that the addition of the 
commensurate with income standard to § 482 did 
nothing to change the meaning and operation of the 
arm’s length standard.  Altera supports its argument 
with a canon of construction:  “Amendments by impli-
cation, like repeals by implication, are not favored.”  
United States v. Welden, 377 U.S. 95, 102 n.12 (1964).  
The canon does not apply here.  It operates to prevent 
courts from attributing unspoken motives to legisla-
tors, not to force courts to ignore legislative action.  It 
is illogical to argue that an amendment does not 
change the meaning of the statute that is amended.  
Moreover, Altera’s conclusion, that the commensurate 
with income standard is one method of satisfying the 
arm’s length standard, is one with which the Commis-
sioner agrees. 

Altera’s interpretation of the 1986 amendment 
would render the commensurate with income clause 
meaningless except in two circumstances:  (1) to allow 
the Commissioner to periodically adjust prices ini-
tially assigned following a comparability analysis; and 
(2) to reflect a party’s contribution of existing intangi-
ble property or “buy-in” to a cost-sharing arrange-
ment.  This narrow reading of § 482 is not supported 
by the text or history of the 1986 amendment. 

The Commissioner’s allocation of employee stock 
compensation costs between related parties is neces-
sary for Treasury to fulfill its obligation under § 482.  
Congress did not intend to interfere with qualified 
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cost-sharing arrangements when those arrangements 
provided for the allocation of income consistent with 
the commensurate with income provision.  H.R. Conf. 
Rep. No. 99-841, at II-638. 

3 

Altera makes much of the United States’s treaty 
obligations with other countries.  However, there is no 
evidence that the unworkable empiricism for which 
Altera argues is also incorporated into our treaty ob-
ligations.  As demonstrated by nearly a century of in-
terpreting § 482 and its precursor, the arm’s length 
standard is aspirational, not descriptive.  It reflects 
neither how related parties behave nor how they are 
taxed.  Moreover, our most recent treaties incorporate 
not only the arm’s length standard, but also the 2003 
regulations.  See, e.g., Technical Explanation of the 
US-Poland Tax Treaty, at 31 (Feb. 13, 2013) (“It is un-
derstood that the Code section 482 ‘commensurate 
with income’ standard for determining appropriate 
transfer prices for intangibles operates consistently 
with the arm’s-length standard.  The implementation 
of this standard in the regulations under Code section 
482 is in accordance with the general principles of par-
agraph 1 of Article 9 of the Convention . . . .”). 

The 1986 amendment focused specifically on in-
tangibles, and it gives Treasury the ability to respond 
to rapid changes in the high tech industry.  “The broad 
language of [§ 482] reflects an intentional effort to 
confer the flexibility necessary to forestall . . . obsoles-
cence.”  Massachusetts v. EPA, 549 U.S. 497, 532 
(2007).  In the modern economy, employee stock op-
tions are integral to R&D arrangements.  In fact, in 
Altera’s 2015 annual report, its stock-based compen-
sation cost equaled nearly five percent of total reve-
nue.  Altera Corp., Annual Report for the Fiscal Year 
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Ended Dec. 31, 2014 (Form 10-K).  Simply speaking, 
the rise in employee stock compensation is an eco-
nomic development that Treasury cannot ignore with-
out rejecting its obligations under § 482. 

4 

Altera also argues that the outcome of this case is 
controlled by our Court’s decision in Xilinx.  We disa-
gree.  While the Xilinx panel could have reached a 
holding that would foreclose the Commissioner’s cur-
rent position, it did not. 

In Xilinx, this Court considered the 1994 and 1995 
cost-sharing regulations.  The case involved a matter 
of regulatory interpretation, not executive authority.  
Xilinx, Inc., another maker of programmable logic de-
vices, challenged the Commissioner’s allocation of em-
ployee stock options between Xilinx and its Irish sub-
sidiary.  598 F.3d at 1192.  As framed by the panel, 
the issue was whether § 1.482-1 (1994) – which sets 
forth the arm’s length standard – could be reconciled 
with § 1.482-7(d)(1) (1995) – under which parties to a 
QCSA were required to share “all . . . costs” incurred 
in developing intangibles.  Id. at 1195. 

Initially the panel, in a 2-1 decision, voted to re-
verse the Tax Court, which had unanimously struck 
the 1995 cost-sharing regulations.  Xilinx, Inc. v. 
Comm’r, 567 F.3d 482 (9th Cir. 2009), withdrawn 592 
F.3d 1017 (9th Cir. 2010).  However, the panel with-
drew its first opinion after reconsideration, and the 
panel – over Judge Reinhardt’s dissent – ultimately 
affirmed the Tax Court in striking the regulations.  
Xilinx, 598 F.3d 1191.  As framed by all three judges 
in both the withdrawn and final opinions, the issue 
came down to whether the arm’s length standard and 
all costs provision could be synthesized.  All three 
judges determined that synthesis was impossible, and 
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the conflict was therefore whether the arm’s length 
standard, versus the all costs provision, had priority. 

Xilinx does not control for two reasons.  First, the 
parties in Xilinx were not debating administrative au-
thority, and the Court did not consider the “commen-
surate with income” standard, which Congress itself 
did not see as inconsistent with the arm’s length 
standard.  Second, and more significantly, the Xilinx 
panel was faced with a conflict between two rules.  If 
the rules were conceptually distinguishable, they 
were also in direct conflict.  The arm’s length rule, 
§ 1.482-1(b)(1) (1994), listed specific methods for cal-
culating an arm’s length result.  The all costs provi-
sion was not one of those methods, as the first Xilinx 
majority noted.  567 F.3d at 491.  Treasury issued the 
coordinating amendment in 2003, after the tax years 
at issue in Xilinx, and the arm’s length regulation now 
expressly references the cost-sharing provision that 
Altera challenges.  The Xilinx panel did not address 
the “open question” of whether the 2003 regulations 
remedied the error identified in that decision.  598 
F.3d at 1198 n.4 (Fisher, J., concurring).  Today, there 
is no conflict in the regulations, and Altera does not 
challenge the regulations on the ground that a conflict 
exists. 

V 

In sum, we conclude that the Commissioner did 
not exceed the authority delegated to him by Con-
gress.  The Commissioner’s rule-making complied 
with the APA, and its regulation is entitled to Chevron 
deference. 

REVERSED. 
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O’MALLEY, Circuit Judge, dissenting: 

A “foundational principle of administrative law [is] 
that a court may uphold agency action only on the 
grounds that the agency invoked when it took the ac-
tion.”  Michigan v. EPA, 135 S. Ct. 2699, 2710 (2015) 
(citing SEC v. Chenery Corp. (Chenery I ), 318 U.S. 80, 
87 (1943)).  In promulgating the rule we consider here, 
Treasury repeatedly insisted that it was applying the 
traditional arm’s length standard and that the result-
ing rule was consistent with that standard.  Today, 
however, the majority holds that Treasury’s citation 
to the legislative history surrounding the enactment 
of the Tax Reform Act of 1986 “communicated its un-
derstanding that Congress had called upon it to move 
away from the historical arm’s length standard.”  Op. 
31.  And the majority finds that, despite Treasury’s 
own statements to the contrary, that same citation to 
legislative history sufficed to “make it clear enough” 
to interested parties that Treasury was changing its 
longstanding practice of applying the arm’s length 
standard in all but the narrowest of circumstances.  
Op. 32. 

The majority, in effect, “suppl[ies] a reasoned basis 
for the agency’s action that the agency itself has not 
given.” Motor Vehicle Mfrs. Ass’n v. State Farm Mut. 
Auto. Ins. Co., 463 U.S. 29, 43 (1983) (citing SEC v. 
Chenery Corp. (Chenery II ), 332 U.S. 194, 196 (1947)).  
It also endorses a practice of requiring interested par-
ties to engage in a scavenger hunt to understand an 
agency’s rulemaking proposals.  That is inconsistent 
with another fundamental Administrative Procedure 
Act (“APA”) principle:  that a notice of proposed rule-
making “should be sufficiently descriptive of the ‘sub-
jects and issues involved’ so that interested parties 
may offer informed criticism and comments.”  Am. 
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Mining Cong. v. U.S. EPA, 965 F.2d 759, 770 (9th Cir. 
1991) (quoting Ethyl Corp. v. EPA, 541 F.2d 1, 48 
(D.C. Cir. 1976) (en banc)).  In doing both of these 
things, the majority stretches “highly deferential” re-
view, Providence Yakima Med. Ctr. v. Sebelius, 611 
F.3d 1181, 1190 (9th Cir. 2010) (quoting J & G Sales 
Ltd. v. Truscott, 473 F.3d 1043, 1051 (9th Cir. 2007)), 
beyond its breaking point. 

I instead would find, as the Tax Court did, that 
Treasury’s explanation of its rule did not satisfy the 
State Farm standard; that Treasury did not provide 
adequate notice of its intent to change its longstand-
ing practice of employing the arm’s length standard; 
and that its new rule is invalid as arbitrary and capri-
cious.  I would also hold that this court’s previous de-
cision in Xilinx, Inc. v. Commissioner of Internal Rev-
enue (Xilinx II ), 598 F.3d 1191 (9th Cir. 2010), con-
trols and mandates an order affirming the Tax Court’s 
decision.  I therefore would affirm the judgment of the 
Tax Court that expenses related to stock-based com-
pensation are not among the costs to be shared in 
qualified cost sharing arrangements (“QCSAs”) under 
Treas. Reg. § 1.482-7(d)(1) (as amended in 2013).  See 
Altera Corp. v. Comm’r, 145 T.C. 91, 92 (2015).  For 
these reasons, I respectfully dissent. 

I. Background 

A. The Arm’s Length Standard 

“The purpose of section 482 is to place a controlled 
taxpayer on a tax parity with an uncontrolled tax-
payer by determining, according to the standard of an 
uncontrolled taxpayer, the true taxable income from 
the property and business of a controlled taxpayer.”  
Comm’r v. First Sec. Bank of Utah, 405 U.S. 394, 400 
(1972) (quoting Treas. Reg. § 1.482-1(b)(1) (1971)).  
The “touchstone” of this tax parity inquiry is the arm’s 



307a 

length standard.  Xilinx II, 598 F.3d at 1198 n.1 
(Fisher, J., concurring).  Since the 1930s, Treasury 
regulations consistently have explained that, “[i]n de-
termining the true taxable income of a controlled tax-
payer, the standard to be applied in every case is that 
of a taxpayer dealing at arm’s length with an uncon-
trolled taxpayer.”  Treas. Reg. § 1.482-1(b)(1) (2003). 
That is, income and deductions are to be allocated 
among related companies in the same way that unre-
lated companies negotiating at arm’s length would al-
locate the same income and deductions. 

The 1986 amendment that introduced the com-
mensurate with income standard did not dislodge the 
arm’s length test.1  Congress explained in the commit-
tee report that it was introducing the commensurate 
with income standard to address a “recurrent prob-
lem” with transfers of highly valuable intangible prop-
erty:  “the absence of comparable arm’s length trans-
actions between unrelated parties, and the incon-
sistent results of attempting to impose an arm’s 
length concept in the absence of comparables.”  H.R. 
Rep. No. 99-426, at 423-24 (1985).  Congress noted 
that “[i]ndustry norms for transfers to unrelated par-
ties of less profitable intangibles frequently are not re-
alistic comparables in these cases,” and that “[t]here 
are extreme difficulties in determining whether the 
arm’s length transfers between unrelated parties are 
comparable.”  Id. at 424-25.  To address this potential 
gap, Congress found it “appropriate to require that the 
payment made on a transfer of intangibles to a related 
                                            
1  This amendment added a second sentence to § 482 that pro-
vided:  “In the case of any transfer (or license) of intangible prop-
erty . . . , the income with respect to such transfer or license shall 
be commensurate with the income attributable to the intangi-
ble.”  Tax Reform Act of 1986, Pub. L. No. 99-514, § 1231(e)(1), 
100 Stat. 2085, 2562 (codified as amended at 26 U.S.C. § 482). 
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foreign corporation . . . be commensurate with the in-
come attributable to the intangible.”  Id. at 425. 

Treasury reiterated in its 1988 “White Paper” that 
“intangible income must be allocated on the basis of 
comparable transactions if comparables exist.”  A 
Study of Intercompany Pricing under Section 482 of 
the Code (“White Paper”), I.R.S. Notice 88-123, 1988-
2 C.B. 458, 474; see also id. at 473 (noting that, where 
“there is a true comparable for” the licensing of a “high 
profit potential intangible[],” the royalty rate for the 
license “must be set on the basis of the comparable be-
cause that remains the best measure of how third par-
ties would allocate intangible income”).  Only “in situ-
ations in which comparables do not exist” would the 
commensurate with income standard apply.  Id. at 
474.  Indeed, the United States continued to insist in 
tax treaties, and in documents that Treasury issued 
to explain these treaties, that § 482 reflected the 
arm’s length principle.  See Xilinx, 598 F.3d at 1196-
97 (citing tax treaty explanations); see also id. at 1198 
n.1 (Fisher, J., concurring) (noting that “the 1997 
United States-Ireland Tax Treaty, . . . and others like 
it, reinforce the arm’s length standard as Congress’ in-
tended touchstone for § 482”).2 

B. Treatment of Stock-Based Compensation 

Treasury promulgated new regulations governing 
the tax treatment of controlled transactions in 1994 
                                            
2  As the majority observes, more recent tax treaty explanations 
have also cited the alternative commensurate with income stand-
ard.  Op. 42-43 (citing Technical Explanation of the US-Poland 
Tax Treaty, at 31 (Feb. 13, 2013)).  Even these explanations, how-
ever, emphasize the primacy of the arm’s length standard, and 
they assure the reader that the commensurate with income 
standard “operates consistently with the arm’s-length standard.”  
Technical Explanation of the US-Poland Tax Treaty, at 30-31 
(Feb. 13, 2013). 
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and 1995.  These regulations affirmed that “the stand-
ard to be applied in every case” was the arm’s length 
standard.  Treas. Reg. § 1.482-1(b)(1) (as amended in 
1994).  They also provided that intangible develop-
ment costs included “all of the costs incurred by . . . 
[an uncontrolled] participant related to the intangible 
development area.”  Treas. Reg. § 1.482-7(d)(1) (as 
amended in 1995).  The IRS interpreted this latter “all 
costs” provision to include stock-based compensation, 
so that related companies in cost-sharing agreements 
would have to share the costs of providing such com-
pensation.  Xilinx II, 598 F.3d at 1193-94. 

When Xilinx, Inc. (“Xilinx”) challenged the IRS’s 
interpretation, the Tax Court decided that the 
agency’s reading violated Treas. Reg. § 1.482-1, be-
cause the IRS had not adduced evidence sufficient to 
show that unrelated parties transacting at arm’s 
length would share expenses related to stock-based 
compensation.  Xilinx v. Commissioner (Xilinx I ), 125 
T.C. 37, 53 (2005).  The Commissioner did not appeal 
this underlying factual finding and, instead, argued 
on appeal to this court that Treas. Reg. § 1.482-7 su-
perseded the arm’s length requirement of Treas. Reg. 
§ 1.482-1.  All three members of the divided panel 
therefore assumed that sharing expenses related to 
stock-based compensation would be inconsistent with 
the arm’s length standard.  Xilinx II, 598 F.3d at 1194 
(“The Commissioner does not dispute the tax court’s 
factual finding that unrelated parties would not share 
[employee stock options] as a cost.”); id. at 1199 (Rein-
hardt, J., dissenting) (assuming that the Tax Court 
“correctly resolved” the issue of whether sharing 
stock-based compensation costs would constitute an 
arm’s length result).  We also assumed that Treas. 
Reg. § 1.482-7 required stock-based compensation ex-
penses to be shared.  Id. at 1196 (majority opinion) 
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(noting that the “all costs” provision “does not permit 
any exceptions, even for costs that unrelated parties 
would not share”); id. at 1199 (Reinhardt, J., dissent-
ing) (assuming that the “all costs” provision includes 
“employee stock option costs”).  But a majority of the 
panel ultimately held that the arm’s length standard, 
which was the fundamental “purpose” of the regula-
tions, trumped Treas. Reg. § 1.482-7, and therefore 
that stock-based compensation expenses could not be 
shared in the absence of evidence that unrelated par-
ties would share such costs.  Id. at 1196 (majority 
opinion); see also id. at 1198 n.1 (Fisher, J., concur-
ring) (finding “the arm’s length standard” to be “Con-
gress’ intended touchstone for § 482”).  On that 
ground, we affirmed the Tax Court’s judgment in fa-
vor of Xilinx. Id. at 1196 (majority opinion). 

C. The Regulation at Issue 

While Xilinx II was pending before this court, 
Treasury promulgated the regulations at issue here. 
Compensatory Stock Options Under Section 482, 68 
Fed. Reg. 51,171, 51,172 (Aug. 26, 2003) (codified at 
26 C.F.R. pts. 1 and 602).  The amended regulations 
sought to reconcile the apparent contradiction be-
tween the arm’s length standard in Treas. Reg. 
§ 1.482-1 and the requirement that stock-based com-
pensation expenses be shared under Treas. Reg. 
§ 1.482-7.  The former provision now specifies that 
§ 1.482-7 “provides the specific method to be used to 
evaluate whether a [QCSA] produces results con-
sistent with an arm’s length result.”  Treas. Reg. 
§ 1.482-1(b)(2)(i) (2003).  And § 1.482-7, in turn, now 
provides that a QCSA produces an arm’s length result 
“if, and only if,” the participants share all of the costs 
of intangible development – explicitly including costs 
associated with stock-based compensation – in propor-
tion to their shares of reasonably anticipated benefits 
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attributable to such development.  Treas. Reg. 
§ 1.482-7(d)(2) (2003). 

Altera Corp. (“Altera U.S.”), a Delaware corpora-
tion, and its subsidiary Altera International, a Cay-
man Islands corporation, (collectively, “Altera”) en-
tered into several cost-sharing agreements in 1997, 
under which Altera U.S. licensed various forms of in-
tangible property to Altera International, and Altera 
International paid royalties to Altera U.S.  Altera, 145 
T.C. at 92-93.  During the 2004 to 2007 taxable years, 
Altera U.S. granted stock options and other stock-
based compensation to certain of its employees, but 
costs related to that compensation were not included 
in the cost pool under the operative cost-sharing 
agreements.  Id. at 93. 

Each year from 2004 to 2007, the IRS notified Al-
tera that the cost-sharing payments did not satisfy the 
new regulations.  Id. at 94.  But when Altera chal-
lenged these regulations, the Tax Court unanimously 
held, as discussed in more detail below, that the ex-
planation Treasury offered in the preamble accompa-
nying the new regulations was insufficient to justify 
those regulations under State Farm.  Id. at 120-33.  
The Commissioner appeals that decision. 

II. Discussion 

The Tax Court considered and rejected Treasury’s 
stated explanation for its regulation – that Treasury 
applied the commensurate with income test because it 
could find no transactions comparable to the QCSAs 
at issue, and that Treasury’s analysis was actually 
consistent with the arm’s length standard. But the 
Commissioner now argues on appeal, and the majority 
accepts, that what Treasury was actually saying is 
that § 482 no longer requires an arm’s length analysis. 
I disagree.  
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A. The New Rule Is Invalid Under State Farm 

Under the Administrative Procedure Act, we must 
“hold unlawful and set aside agency action . . . found 
to be . . . arbitrary, capricious, an abuse of discretion, 
or otherwise not in accordance with law.”  5 U.S.C. 
§ 706(2).  To satisfy this standard, “the agency must 
examine the relevant data and articulate a satisfac-
tory explanation for its action including a ‘rational 
connection between the facts found and the choice 
made.’ ”  State Farm, 463 U.S. at 43 (quoting Burling-
ton Truck Lines v. United States, 371 U.S. 156, 168 
(1962)).  “That is, an agency must ‘cogently explain 
why it has exercised its discretion in a given manner,’ 
and ‘[i]n reviewing that explanation, we must “con-
sider whether the decision was based on a considera-
tion of the relevant factors and whether there has 
been a clear error of judgment.” ’ ”  Nw. Envtl. Def. Ctr. 
v. Bonneville Power Admin., 477 F.3d 668, 687 (9th 
Cir. 2007) (alteration in original) (quoting State Farm, 
463 U.S. at 43, 48). 

Although an agency action is not subject to “more 
searching review” simply because it represents a 
change in position, “the requirement that an agency 
provide reasoned explanation for its action would or-
dinarily demand that it display awareness that it is 
changing position.”  FCC v. Fox Television Stations, 
Inc., 556 U.S. 502, 514-15 (2009).  “An agency may not, 
for example, depart from a prior policy sub silentio or 
simply disregard rules that are still on the books.”  Id.  
And an agency may need to “provide a more detailed 
justification than what would suffice for a new policy 
created on a blank slate . . . when, for example, . . . its 
prior policy has engendered serious reliance interests 
that must be taken into account.”  Id. (citing Smiley v. 
Citibank (S.D.), N.A., 517 U.S. 735, 742 (1996)).  “ ‘Un-
explained inconsistency’ between agency actions is ‘a 
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reason for holding an interpretation to be an arbitrary 
and capricious change.’ ”  Organized Vill. of Kake v. 
USDA, 795 F.3d 956, 966 (9th Cir. 2015) (en banc) 
(quoting Nat’l Cable & Telecomms. Ass’n v. Brand X 
Internet Servs., 545 U.S. 967, 981 (2005)). 

Our review of an agency regulation is “highly def-
erential, presuming the agency action to be valid and 
affirming the agency action if a reasonable basis ex-
ists for its decision.”  Crickon v. Thomas, 579 F.3d 978, 
982 (9th Cir. 2009) (quoting Nw. Ecosystem All. v. U.S. 
Fish & Wildlife Serv., 475 F.3d 1136, 1140 (9th Cir. 
2007)).  But “an agency’s action must be upheld, if at 
all, on the basis articulated by the agency itself.”  
State Farm, 463 U.S. at 50 (citing Burlington Truck 
Lines, 371 U.S. at 168).  For that reason, “we may not 
supply a reasoned basis for the agency’s action that 
the agency itself has not given.”  Id. at 43 (citing 
Chenery II, 332 U.S. at 196). 

I start, therefore, with what Treasury said when it 
promulgated the regulation at issue.  In Treasury’s 
notice of proposed rulemaking, the agency explained 
the origins of the commensurate with income stand-
ard and discussed the White Paper.  Compensatory 
Stock Options Under Section 482, 67 Fed. Reg. 48,997, 
48,998 (proposed July 29, 2002) (to be codified at 26 
C.F.R. pt. 1).  Treasury noted, in particular, the White 
Paper’s observation “that Congress intended that 
Treasury and the IRS apply and interpret the com-
mensurate with income standard consistently with 
the arm’s length standard.”  Id. (citing White Paper, 
1988-2 C.B. at 458, 477).  Treasury then detailed how 
the proposed rules would function, including that the 
new rules required stock-based compensation costs to 
be included among the costs shared in a QCSA to pro-
duce “results consistent with an arm’s length result.”  
Id. at 49,000-01. 
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Treasury expanded on its reasoning in the pream-
ble to the final rule.  It explained that the tax treat-
ment of stock-based compensation in QCSAs would 
have to be consistent “with the arm’s length standard 
(and therefore with the obligations of the United 
States under its income tax treaties and with the 
OECD transfer pricing guidelines).”  Compensatory 
Stock Options Under Section 482, 68 Fed. Reg. at 
51,172.  Treasury observed, however, that the legisla-
tive history of the 1986 amendment to § 482 “ex-
pressed Congress’s intent to respect cost sharing ar-
rangements as consistent with the commensurate 
with income standard, and therefore consistent with 
the arm’s length standard, if and to the extent that 
participants’ shares of income ‘reasonably reflect the 
actual economic activity undertaken by each.’ ”  Id. 
(quoting H.R. Conf. Rep. No. 99-481, at II-638 (1986)).  
Applying this standard, Treasury declared that, “in 
order for a QCSA to reach an arm’s length result con-
sistent with legislative intent,” the QCSA must in-
clude stock-based compensation among the costs 
shared.  Id. 

Throughout the preamble, Treasury repeatedly 
emphasized that it was applying the arm’s length 
standard.  Treasury explained, for example, that 
“[t]he regulations relating to QCSAs have as their fo-
cus reaching results consistent with what parties at 
arm’s length generally would do if they entered into 
cost sharing arrangements for the development of 
high-profit intangibles.”  Id. (emphasis added).  Treas-
ury determined that “[p]arties dealing at arm’s length 
in [a cost-sharing] arrangement based on the sharing 
of costs and benefits generally would not distinguish 
between stock-based compensation and other forms of 
compensation.”  Id. (emphasis added).  And Treasury 
concluded that “[t]he final regulations provide that 
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stock-based compensation must be taken into account 
in the context of QCSAs because such a result is con-
sistent with the arm’s length standard.”  Id. (empha-
sis added). 

Treasury also responded to comments invoking the 
arm’s length standard.  See id. (rejecting “comments 
that assert that taking stock-based compensation into 
account in the QCSA context would be inconsistent 
with the arm’s length standard in the absence of evi-
dence that parties at arm’s length take stock-based 
compensation into account in similar circumstances”).  
Treasury acknowledged that comparable arm’s-length 
transactions may have been relevant, but it deter-
mined that there were no comparable transactions 
available for QCSAs for the development of high-
profit intangibles: 

While the results actually realized in similar 
transactions under similar circumstances ordinar-
ily provide significant evidence in determining 
whether a controlled transaction meets the arm’s 
length standard, in the case of QCSAs such data 
may not be available.  As recognized in the legisla-
tive history of the Tax Reform Act of 1986, there is 
little, if any, public data regarding transactions in-
volving high-profit intangibles.  The uncontrolled 
transactions cited by commentators do not share 
enough characteristics of QCSAs involving the de-
velopment of high-profit intangibles to establish 
that parties at arm’s length would not take stock 
options into account in the context of an arrange-
ment similar to a QCSA. 

Id. at 51,172-73.  Treasury further detailed why it be-
lieved that certain comparable transactions proposed 
by commentators were not in fact comparable.  Id. at 
51,173. 
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The Tax Court held that Treasury’s explanation 
for its regulation was insufficient under State Farm.  
Altera, 145 T.C. at 120-33.  It found that Treasury 
“failed to provide a reasoned basis” for its “belief that 
unrelated parties entering into QCSAs would gener-
ally share stock-based compensation costs.”  Id. at 
123.  The court acknowledged that agencies need not 
gather empirical evidence for some policy-based prop-
ositions, but it held that “the belief that unrelated par-
ties would share stock-based compensation costs in 
the context of a QCSA” was not such a proposition.  Id.  
In reaching this conclusion, the court observed that 
commentators submitted significant evidence about 
whether unrelated parties would share stock-based 
compensation costs in QCSAs; that the Tax Court it-
self had made a factual determination on that issue in 
Xilinx I; and that Treasury was required at least to 
attempt to gather empirical evidence before declaring 
that no such evidence was available.  Id. at 123-24. 

The Tax Court then detailed why Treasury’s expla-
nation for the regulations was insufficient.  The court 
noted that only some QCSAs involved high-profit in-
tangibles or included stock-based compensation as a 
significant element of compensation, yet Treasury 
failed to distinguish between QCSAs with and with-
out those characteristics.  Id. at 125-27.  And the court 
found that Treasury responded only in conclusory 
fashion to a number of comments identifying compa-
rable transactions or explaining why unrelated par-
ties would not share stock-based compensation costs 
in QCSAs.  Id. at 127-30.  On these grounds, the Tax 
Court struck down the regulation.  Id. at 133-34. 

The Commissioner does not meaningfully dispute 
the Tax Court’s determination that Treasury’s analy-
sis under the arm’s length standard was inadequate 
and unsupported.  The Commissioner now contends, 
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instead, “that, in the context of a QCSA, the arm’s-
length standard does not require an analysis of what 
unrelated entities do under comparable circum-
stances.”  Appellant’s Br. 57 (internal quotation 
marks omitted).  In the Commissioner’s view, Treas-
ury’s detailed explanations regarding its comparabil-
ity analysis were merely “extraneous observations” – 
“since Treasury reasonably determined that it was 
statutorily authorized to dispense with comparability 
analysis in this narrow context, there was no need for 
it to establish that the uncontrolled transactions cited 
by commentators were insufficiently comparable.”  
Appellant’s Br. 64. 

The majority accepts Treasury’s rationalization.  
“With its references to legislative history,” the major-
ity holds, Treasury adequately “communicated its un-
derstanding that Congress had called upon it to move 
away from the historical arm’s length standard.”  Op. 
31.  The majority finds that Treasury was therefore 
entitled to ignore the comments opposing the final 
rule because they did not “bear on the agency’s ‘con-
sideration of the relevant factors.’ ”  Op. 28-29 (quoting 
Am. Mining Congress v. EPA, 965 F.2d 759, 771 (9th 
Cir. 1992)).  As to Altera’s rejoinder that Treasury 
never suggested that it had the authority to “dispense 
with” comparability analysis entirely, Appellee’s Br. 
43, the majority dismisses these arguments as 
“twist[ing] Chenery . . . into excessive proceduralism,”  
Op. 33. 

I do not share the majority’s view.  Treasury may 
well have believed that, given the fundamental char-
acteristics of stock-based compensation in QCSAs, it 
could dispense with arm’s length analysis entirely.  
Cf. Xilinx II, 598 F.3d at 1197 (Fisher, J., concurring) 
(hypothesizing why unrelated companies may not 
share stock-based compensation costs).  But the APA 
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required Treasury to say that it was taking this posi-
tion, which departed starkly from Treasury’s previous 
regulations.  See Fox, 556 U.S. at 515 (“[T]he require-
ment that an agency provide reasoned explanation for 
its action would ordinarily demand that it display 
awareness that it is changing position.”).  As we held 
in Xilinx, the previous regulations preserved the pri-
macy of the arm’s length standard and its require-
ment of comparability analysis.  See Xilinx II, 598 
F.3d at 1195-96 (explaining the then-operative ver-
sion of Treas. Reg. § 1.482-1). 

In amending those regulations, however, Treasury 
never said – either in the notice of proposed rulemak-
ing or in the preamble accompanying the final rule – 
that the nature of stock compensation in the QCSA 
context rendered arm’s length analysis irrelevant.  
Treasury instead explained only that it could not con-
duct an arm’s length analysis because comparable 
transactions could not be found.  See Compensatory 
Stock Options Under Section 482, 68 Fed. Reg. at 
51,172-73 (“While the results actually realized in sim-
ilar transactions under similar circumstances ordi-
narily provide significant evidence in determining 
whether a controlled transaction meets the arm’s 
length standard, in the case of QCSAs such data may 
not be available.”).  As the majority acknowledges, in 
fact, “Treasury set forth its understanding that it 
should not examine comparable transactions when 
they do not in fact exist and should instead focus on a 
fair and reasonable allocation of costs and income.”  
Op. 32 (emphasis added). 

Treasury itself explained, in effect, that a precon-
dition for the applicability of the commensurate with 
income standard is the lack of real-world comparable 
transactions with which to make an arm’s-length com-
parison.  The comments submitted were relevant to 
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the issue of whether “similar transactions under sim-
ilar circumstances” existed.  Any such transactions, as 
Treasury originally admitted, would “ordinarily pro-
vide significant evidence in determining whether a 
controlled transaction meets the arm’s length stand-
ard.”  Compensatory Stock Options Under Section 
482, 68 Fed. Reg. at 51,172.3  If Treasury felt that 
these comments were irrelevant, it presumably would 
have said so.  Treasury’s decision to respond to the 
comments on their merits underscores that Treasury’s 
only justification for eschewing comparability analy-
sis was its belief that no comparable transactions 
could be found.  The fact that evidence of comparable 
transactions might support more favorable tax treat-
ment does not mean such comparables do not exist.4 

The APA’s safeguards ensure that those regulated 
do not have to guess at the regulator’s reasoning; just 
as importantly, they afford regulated parties a mean-
ingful opportunity to respond to that reasoning.  
Treasury’s notice of proposed rulemaking ran afoul of 
these safeguards by failing to put the relevant public 
on notice of its intention to depart from traditional 
arm’s length analysis.  See CSX Transp., Inc. v. Sur-
face Transp. Bd., 584 F.3d 1076, 1080 (D.C. Cir. 2009) 

                                            
3  The majority points to no language in the notice of proposed 
rulemaking that contradicts this understanding. 

4  The majority also glosses over the Tax Court’s criticism that 
the final rule applied to all QCSAs, but was based only on Treas-
ury’s beliefs about the subset of QCSAs involving “high-profit in-
tangibles” where stock-based compensation is a “significant ele-
ment” of compensation.  Altera, 145 T.C. at 125-26 (quoting Com-
pensatory Stock Options Under Section 482, 68 Fed. Reg. at 
51,173).  Treasury’s failure to explain this leap and the Commis-
sioner’s failure to defend it provide another reason that the reg-
ulation does not satisfy the State Farm standard. 
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(holding that a final rule “violates the APA’s notice re-
quirement where ‘interested parties would have had 
to “divine [the agency’s] unspoken thoughts” ’ ” (alter-
ation in original) (quoting Int’l Union, United Mine 
Workers of Am. v. Mine Safety & Health Admin., 407 
F.3d 1250, 1259-60 (D.C. Cir. 2005))).  And asking 
Treasury to show its work in the preamble to its final 
rule – that is, to set forth when and why the agency 
believed that arm’s length analysis was not required 
– is not, as the majority suggests, “excessive procedur-
alism.”  Op. 33.  It is the essence of the review that 
State Farm demands. 

When the Tax Court conducted that review, it con-
sidered the explanation that Treasury offered, and it 
found that Treasury “failed to provide a reasoned ba-
sis” for its “belief that unrelated parties entering into 
QCSAs would generally share stock-based compensa-
tion costs.”  Altera, 145 T.C. at 123.  The Tax Court set 
forth in detail why Treasury’s explanation for the reg-
ulations was insufficient.  Id. at 125-30.  Treasury of-
fers no response to these findings; it simply invites 
this court to recreate the record in order to justify its 
decisionmaking.  I therefore would hold, as the Tax 
Court did, that the 2003 regulations are invalid under 
State Farm. 

B. Section 482 Does Not Require Sharing of 
Stock-Based Compensation Costs 

Because I would find the 2003 regulations were in-
valid, I believe that this court’s decision in Xilinx II 
controls, and that the Tax Court properly entered 
judgment in favor of Altera.  Altera, 145 T.C. at 134.  
Even if Xilinx II did not control, I would hold that re-
lated parties in QCSAs need not share costs associ-
ated with stock-based compensation.  “Chevron defer-
ence is not warranted where the regulation is ‘proce-
durally defective’ – that is, where the agency errs by 
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failing to follow the correct procedures in issuing the 
regulation.”  Encino Motorcars, LLC v. Navarro, 136 
S. Ct. 2117, 2125 (2016) (quoting United States v. 
Mead Corp., 533 U.S. 218, 227 (2001)).  I therefore 
would interpret the statute in the first instance, with-
out deference. 

I agree with the majority that § 482 does not ad-
dress this issue directly.  Op. 38-39.  But I agree with 
amicus curiae Cisco Systems, Inc. (“Cisco”), that, un-
der the best reading of § 482, QCSAs are not subject 
to the commensurate with income standard.  See gen-
erally Amicus Curiae Br. Supporting Appellee and Af-
firmance on Behalf of Cisco Systems, Inc.  As Cisco 
points out, the commensurate with income standard 
applies only to a “transfer (or license) of intangible 
property,” 26 U.S.C. § 482, which is distinct from a 
cost sharing agreement for joint development of intan-
gibles.  See White Paper, 1988-2 C.B. at 474 (noting 
that “bona fide research and development cost sharing 
arrangements” provided a way to “avoid[] section 482 
transfer pricing issues related to the licensing or other 
transfer of intangibles”). 

QCSAs fall neatly into the latter category.  See 
Treas. Reg. § 1.482-7(a)(1) (2003) (defining a QCSA as 
“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 
benefits”).  The Commissioner’s argument that the 
commensurate with income standard applies to “in-
tangible transactions in general, and cost sharing ar-
rangements in particular,” Appellant’s Br. 57, is in-
consistent with the plain language of the statute.  Un-
der the only reasonable interpretation of § 482, there-
fore, the commensurate with income standard does 
not apply to QCSAs.  For at least this reason, I also 
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disagree with the majority’s conclusion that Treas-
ury’s reading of § 482 satisfies the second step of the 
Chevron test.  Op. 39-46. 
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APPENDIX H 

 

FOR PUBLICATION 

UNITED STATES COURT OF APPEALS  
FOR THE NINTH CIRCUIT 

 

Altera Corporation & 
Subsidiaries, 

 Petitioner-Appellee, 

 

v. 

 

Commissioner of Internal 
Revenue, 

 Respondent-Appellant. 

 Nos. 16-70496 
 16-70497 

 

Tax Ct. Nos. 
 6253-12 
 9963-12 

 

ORDER 

 

Filed August 7, 2018 

 

Before:  Sidney R. Thomas, Chief Judge, and Susan 
P. Graber and Kathleen M. O’Malley Circuit Judges. 

 

ORDER 

The Opinions filed July 24, 2018, are hereby with-
drawn to allow time for the reconstituted panel to con-
fer on this appeal.

                                            
  The Honorable Kathleen M. O’Malley, United States Circuit 
Judge for the U.S. Court of Appeals for the Federal Circuit, sit-
ting by designation. 
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APPENDIX I 

 

Companies Reporting the Altera Issue in  
SEC Filings 

 

The following public companies noted the Altera is-
sue in their quarterly (Forms 10-Q) or annual (Forms 
10-K) reports filed with the SEC.    

1. A10 Networks, Inc., Form 10-Q at 61 (Nov. 1, 
2019) (headquartered in California) 

2. Acacia Communications, Inc., Form 10-Q at 21 
(Oct. 30, 2019) (headquartered in Massachu-
setts) (reporting $6.3 million at stake) 

3. Agilent Technologies Inc., Form 10-K at 38 
(Dec. 21, 2017) (headquartered in California) 

4. Alpha & Omega Semiconductor, Form 10-Q at 
23 (Nov. 12, 2019) (headquartered in Ber-
muda) 

5. Alphabet, Inc., Form 10-K at 78 (Feb. 3, 2017) 
(headquartered in California) (reporting $4.4 
billion at stake) 

6. Alteryx, Inc., Form 10-Q at 17 (Nov. 8, 2018) 
(headquartered in California) 

7. Ambarella Inc., Form 10-Q at 23 (Dec. 6, 2019) 
(headquartered in California) 

8. Anaplan, Inc., Form 10-Q at 54 (Dec. 9, 2019) 
(headquartered in California) 

                                            
  The list was generated by searching Lexis Securities Mosaic, a 
commercial database of public company filings, for all Forms 10-
Q and 10-K filed between 2015 and the present that mention the 
opinions in this case issued by the Tax Court or the Ninth Cir-
cuit. 



325a 

9. Apple Inc., Form 10-K at 28 (Nov. 5, 2018) 
(headquartered in California) 

10. Arista Networks, Inc., Form 10-Q at 23 (Nov. 
1, 2019) (headquartered in California) (report-
ing $9.8 million at stake) 

11. Cavium, Inc., Form 10-K at 79 (Mar. 1, 2018) 
(headquartered in California) 

12. Cirrus Logic, Inc., Form 10-Q at 17 (Jan. 29, 
2020) (headquartered in Texas) 

13. Citrix Systems Inc., Form 10-Q at 29 (Nov. 1, 
2019) (headquartered in California) 

14. Cypress Semiconductor Corp., Form 10-K at 
42 (Feb. 26, 2018) (headquartered in Califor-
nia) 

15. Dropbox, Inc., Form 10-Q at 74 (Nov. 8, 2019) 
(headquartered in California) 

16. Ebay Inc., Form 10-K at 42-43 (Jan. 31, 2020) 
(headquartered in California) 

17. Elastic N.V., Form 10-Q at 63 (Dec. 9, 2019) 
(headquartered in California) 

18. Electronic Arts, Form 10-Q at 20 (Nov. 6, 2019) 
(headquartered in California) 

19. Electronics for Imaging Inc., Form 10-K at 53 
(Feb. 27, 2019) (headquartered in California) 

20. EMC Corp., Form 10-K at 23 (Feb. 25, 2016) 
(headquartered in Massachusetts) 

21. Facebook Inc., Form 10-K at 59 (Jan. 30, 2020) 
(headquartered in California) (reporting $1.1 
billion at stake) 

22. Fairchild Semiconductor International Inc., 
Form 10-K at 37 (Aug. 18, 2016) (headquar-
tered in California) 
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23. Fitbit Inc., Form 10-Q at 27 (Nov. 7, 2019) 
(headquartered in California) 

24. Forrester Research, Inc., Form 10-K at 22 
(Mar. 9, 2018) (headquartered in Massachu-
setts) (reporting $0.6 million at stake) 

25. Fortinet, Inc., Form 10-Q at 22 (Oct. 31, 2019) 
(headquartered in California) (reporting $10.3 
million at stake) 

26. Gilead Sciences Inc., Form 10-Q at 27 (Nov. 5, 
2019) (headquartered in California) 

27. Groupon, Inc., Form 10-Q at 22 (Nov. 4, 2019) 
(headquartered in Illinois) (reporting $14 mil-
lion at stake) 

28. Harmonic Inc., Form 10-Q at 28 (Nov. 4, 2019) 
(headquartered in California) 

29. Hortonworks, Inc., Form 10-Q at 22 (Nov. 8, 
2018) (headquartered in California) 

30. Immersion Corp., Form 10-Q at 18 (Nov. 7, 
2019) (headquartered in California) 

31. Integrated Device Technology Inc., Form 10-K 
at 32 (May 18, 2018) (headquartered in Cali-
fornia) 

32. Intel Corp., Form 10-K at 89 (Jan. 24, 2020) 
(headquartered in California) 

33. InvenSense Inc., Form 10-Q at 26 (Feb. 2, 
2017) (headquartered in California) 

34. Ixia, Form 10-Q at 19 (Nov. 7, 2016) (head-
quartered in California) 

35. Juniper Networks Inc., Form 10-K at 37 (Feb. 
19, 2016) (headquartered in California) (re-
porting $13.2 million at stake) 

36. Keysight Technologies, Inc., Form 10-Q at 27 
(Sept. 2, 2016) (headquartered in California) 
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37. LAM Research Corp., Form 10-K at 37 (Aug. 
20, 2019) (headquartered in California) (re-
porting $75 million at stake) 

38. LinkedIn Corp., Form 10-K at 112 (Feb. 12, 
2016) (headquartered in California) 

39. Lumentum Holdings Inc., Form 10-Q at 37 
(May 7, 2019) (headquartered in California) 

40. McKesson Corp., Form 10-K at 94 (May 24, 
2018) (headquartered in California) (reporting 
$25 million at stake) 

41. Mentor Graphics Corp., Form 10-Q at 29 (Dec. 
6, 2016) (headquartered in Oregon) 

42. Microchip Technology Inc., Form 10-Q at 24 
(Nov. 7, 2018) (headquartered in Arizona) 

43. Microsoft Corp., Form 10-K at 41 (July 28, 
2016) (headquartered in Washington) 

44. Monolithic Power Systems Inc., Form 10-Q at 
21  (Nov. 1, 2019) (headquartered in Washing-
ton) 

45. Natus Medical Inc., Form 10-Q at 14 (Aug. 8, 
2018) (headquartered in California) 

46. NetApp, Inc., Form 10-K at 80 (June 22, 2016) 
(headquartered in California) 

47. Norton LifeLock Inc., Form 10-Q at 23 (Feb. 7, 
2020) (headquartered in Arizona) (reporting 
$62 million at stake) 

48. Nutanix, Inc., Form 10-Q at 69 (Dec. 5, 2019) 
(headquartered in California) 

49. Nuvasive Inc., Form 10-Q at 26 (July 31, 2018) 
(headquartered in California) 

50. Nvidia Corp., Form 10-Q at 18 (Aug. 19, 2015) 
(headquartered in California) 
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51. Oracle Corp., Form 10-Q at 26 (Mar. 18, 2019) 
(headquartered in California) 

52. PayPal Holdings, Inc., Form 10-K at 112 (Feb. 
6, 2020) (headquartered in California) 

53. Pintrest, Inc., Form 10-Q at 19 (Nov. 1, 2019) 
(headquartered in California) (reporting $24.9 
million at stake) 

54. Plantronics Inc., Form 10-Q at 14 (Feb. 6, 
2020) (headquartered in California) (reporting 
$8.6 million at stake) 

55. Polycom Inc., Form 10-Q at 26 (Aug. 4, 2016) 
(headquartered in California) 

56. Power Integrations Inc., Form 10-K at 57 (Feb. 
7, 2020) (headquartered in California) 

57. PTC Inc., Form 10-K at 32 (Nov. 18, 2019) 
(headquartered in Massachusetts) 

58. Qlogic Corp., Form 10-Q at 17 (Aug. 8, 2016) 
(headquartered in California) 

59. Rackspace Hosting, Inc., Form 10-Q at 14 
(Nov. 9, 2016) (headquartered in Texas) 

60. Sabre Corp., Form 10-Q at 12 (Oct. 30, 2018) 
(headquartered in Texas) 

61. Salesforce Com Inc., Form 10-Q at 36 (Nov. 28, 
2018) (headquartered in California) (reporting 
$30.4 million at stake) 

62. Silicon Laboratories Inc., Form 10-K at 32 
(Jan. 29, 2020) (headquartered in Texas) (re-
porting $27.2 million at stake) 

63. Skechers USA Inc., Form 10-Q at 21 (Nov. 8, 
2019) (headquartered in California) (reporting 
$1.5 million at stake) 

64. Slack Technologies, Inc., Form 10-Q at 19 
(Dec. 4, 2019) (headquartered in California) 
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65. Snap Inc., Form 10-K at 96 (Feb. 5, 2020) 
(headquartered in California) 

66. SolarWinds Corp., Form 10-Q at 21 (Nov. 7, 
2019) (headquartered in Texas) 

67. Stitch Fix, Inc., Form 10-Q at 39 (June 6, 2019) 
(headquartered in California) 

68. Sunpower Corp., Form 10-Q at 49 (Oct. 31, 
2019) (headquartered in California) 

69. Synaptics Inc., Form 10-Q at 21 (Feb. 6, 2020) 
(headquartered in California) 

70. Synopsys Inc., Form 10-K at 85 (Dec. 20, 2019) 
(headquartered in California) (reporting $18.3 
million at stake) 

71. Tableau Software Inc., Form 10-K at 102 (Feb. 
22, 2019) (headquartered in Washington) 

72. Take Two Interactive Software Inc., Form 10-
Q at 19 (Feb. 7, 2020) (headquartered in New 
York) 

73. Teradata Corp., Form 10-Q at 16 (Nov. 12, 
2019) (headquartered in California) (reporting 
$4 million at stake) 

74. Teradyne, Inc., Form 10-Q at 30 (Nov. 8, 2019) 
(headquartered in Massachusetts) (reporting 
$5-11 million at stake) 

75. Tesla, Inc., Form 10-Q at 14 (Oct. 29, 2019) 
(headquartered in California) 

76. TripAdvisor, Inc., Form 10-Q at 26-27 (Nov. 6, 
2019) (headquartered in Massachusetts) (re-
porting $15 million at stake) 

77. Twitter, Inc., Form 10-Q at 25 (Oct. 30, 2019) 
(headquartered in California) (reporting $80 
million at stake) 
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78. Ubiquiti Inc., Form 10-K at 73 (Aug. 21, 2019) 
(headquartered in New York) 

79. Workday, Inc., Form 10-K at 76 (Mar. 18, 
2019) (headquartered in California) 

80. Xilinx, Inc., Form 10-Q at 22 (Jan. 28, 2020) 
(headquartered in California) (reporting $55-
60 million at stake) 

81. Yahoo Inc., Form 10-K at 63 (Feb. 29, 2016) 
(headquartered in California) 

82. Zynga Inc., Form 10-Q at 57 (Oct. 31, 2019) 
(headquartered in California) 
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APPENDIX J 

 

United States Tax Treaties Incorporating the 
Arm’s-Length Standard 

 

The following United States tax treaties contain a 
provision that allows the signatories to adjust the in-
come of related parties that operate in both countries 
to reflect what the parties’ incomes would have been 
had they been unrelated companies.  

1. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Aus., 
Aug. 6, 1982 

2. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Aus-
tria, May 31, 1996 

3. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-
Bangl., Sept. 26, 2004 

4. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Barb., 
Dec. 31, 1984 

5. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Belg., 
Nov. 27, 2006 

                                            
  The list was generated from the list of U.S. tax treaties on the 
IRS’s website.  See IRS, United States Income Tax Treaties – A to 
Z (last updated Jan. 8, 2020), https://perma.cc/24AF-LF9W. 
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6. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9. U.S.-Bulg., 
Feb. 23, 2007 

7. Convention with Respect to Taxes on Income 
and Capital, art. 9, U.S.-Can., Sept. 26, 1980 

8. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 8, U.S.-China, 
Apr. 30, 1984 

9. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 11, U.S.-Cy-
prus, Mar. 19, 1984 

10. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Czech, 
Sept. 16, 1993 

11. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Den., 
Aug. 19, 1999 

12. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 10, U.S.-
Egypt, Aug. 24, 1980 

13. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Esto-
nia, Jan. 15, 1998 

14. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and on Capital, 
art. 9, U.S.-Fin., Sept. 21, 1989 
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15. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Fr., Aug. 31, 1994 

16. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital and to 
Certain Other Taxes, art. 9, U.S.-Ger., Aug. 
29, 1989 

17. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. IV, U.S.-
Greece, Feb. 20, 1950 

18. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, Notes of Ex-
change, ¶ 3, U.S.-Hung., Feb. 12, 1979 

19. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Ice., 
Oct. 23, 2007 

20. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-India, 
Sept. 12, 1989 

21. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 10, U.S.-In-
don., July 11, 1988 

22. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital Gains, 
art. 9, U.S.-Ir., July 28, 1997 



334a 

23. Convention with Respect to Taxes on Income, 
art. 11, U.S.-Isr., Nov. 20, 1975 

24. Convention for the Avoidance of Double Taxa-
tion with Respect to Taxes on Income and the 
Prevention of Fraud or Fiscal Evasion, art. 9, 
U.S.-It., Aug. 25, 1999 

25. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Jam., 
May 21, 1980 

26. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Ja-
pan, Nov. 6, 2003 

27. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
7, U.S.-Kaz., Oct. 24, 1993 

28. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Lat., 
Jan. 15, 1998 

29. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Lith., 
Jan. 15, 1998 

30. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Lux., Apr. 3, 1996 

31. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Malta, 
Aug. 8, 2008 
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32. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Mex., 
Sept. 18, 1992 

33. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Mo-
rocco, Aug. 1, 1977 

34. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Neth., 
Dec. 18, 1992 

35. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-N.Z., 
July 23, 1982 

36. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Property, art. 
7, U.S.-Nor., Dec 3, 1971 

37. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. IV, U.S.-Pak., 
July 1, 1957 

38. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 10, U.S.-Phil., 
Nov. 24, 1976 

39. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 10, U.S.-Pol., 
Oct. 8, 1974 
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40. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Port., 
Sept. 6, 1994 

41. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Rom., 
Dec. 4, 1973 

42. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
7, U.S.-Russ., June 17, 1992 

43. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Slovk., Oct. 8, 1993 

44. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Slovn., June 21, 1993 

45. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital Gains, 
art. 9, U.S.-S. Afr., Feb. 17, 1997  

46. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and the Encour-
agement of International Trade and Invest-
ment, art. 11, U.S.-S. Kor., June 4, 1976 

47. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Spain, 
Feb. 22, 1990 
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48. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Sri 
Lanka, Mar. 14, 1985 

49. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Swe., 
Sept. 1, 1994 

50. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-
Switz., Oct. 2, 1996 

51. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Thai., 
Nov. 26, 1996 

52. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, and the Encour-
agement of International Trade and Invest-
ment, art. 11, U.S.-Trin. & Tobago, Jan. 9, 
1970 

53. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Tu-
nis., June 17, 1985 

54. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income, art. 9, U.S.-Turk., 
Mar. 28, 1996 

55. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Ukr., Mar. 4, 1994 
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56. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital Gains, 
art. 9, U.S.-U.K., July 24, 2001 

57. Convention for the Avoidance of Double Taxa-
tion and the Prevention of Fiscal Evasion with 
Respect to Taxes on Income and Capital, art. 
9, U.S.-Venez., Jan. 25, 1999 
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