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9th Circ.'s Revival Of IRS Rules Stretches 'Arm's Length' 

By Natalie Olivo 

Law360 (June 13, 2019, 8:38 PM EDT) -- The Ninth Circuit's split decision to uphold cost-sharing rules 
challenged by chipmaker Altera Corp. gives the Internal Revenue Service wiggle room in deciding what 
counts as arm's length among related businesses — and casts doubt on the long-standing approach to 
transfer pricing. 

Last week, a 2-1 majority on a Ninth Circuit panel 
overturned the U.S. Tax Court's ruling for Altera. In 
doing so it reinstated a 2003 regulation that 
required related businesses to include stock-based 
compensation in their cost-sharing agreements. 
 
Chief Judge Sidney R. Thomas, who wrote the June 
7 opinion, said that even though unrelated parties 
typically don't share the costs of employee stock 
options, that factor wasn't controlling in the case. 
The Internal Revenue Service didn't need to point 
to comparable transactions to conclude what 
unrelated parties might negotiate when 
developing intangible property, he said. 
 
In finding the agency could instead use an internal 
method of profit allocation, Judge Thomas said 
there had historically been a “fluid” definition for the arm's-length standard. But specialists say the 
regulations don't articulate how interpretation of this internal method by the U.S. Department of the 
Treasury matches up with related wording under the law. That discrepancy, they argue, could cast doubt 
on how the arm's-length standard is reached when there aren't comparable transactions. 
 
It's troubling that the Treasury Department could simply set aside the arm's-length standard after saying 
it couldn't find comparable transactions, according to Mark Allison, an attorney who counsels 
multinational corporations at Caplin & Drysdale Chtd. He said the leading premise of Internal Revenue 
Code Section 482, which covers transfer pricing regulations, involves first determining what is arm's 
length. 
 
“Just because you have a hard time figuring out comparability shouldn't be the leverage to then just 
simply say, ‘We're going to ignore arm's-length requirements altogether,’” he said. 

Last week the Ninth Circuit upheld the Internal 

Revenue Service's analysis of payments made to the 
chipmaker Altera Corp. by a Cayman Islands 
subsidiary, overturning a 2015 ruling by the U.S. Tax 
Court. (AP) 
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Altera, now an Intel Corp. subsidiary, had agreed to share research and development costs with a 
Cayman Islands affiliate. The chipmaker had argued that the statute, by its plain terms, cannot apply to 
stock-based compensation. Payments that the Cayman Islands subsidiary made to Altera didn't include 
the costs of stock-based compensation, and the IRS issued a deficiency notice saying that Altera's cost-
sharing payments were short by more than $80 million from 2004 to 2007. 
 
The cost-sharing regulations applied a “commensurate with income” analysis, which is used in the 
absence of comparable transactions and involves distributing the costs of employee stock options in 
proportion to the income each taxpayer receives. Congress added the language to Section 482 in 1986 
to address concerns that regulations at the time weren't ensuring that U.S. companies saw “adequate 
allocations” of taxable income tied to intangibles, according to court papers. 
 
The panel on June 7 reached the same conclusion as the appellate court did the first time it heard the 
high-profile dispute: It declared that the IRS had complied with procedural requirements in 
promulgating its rule. The Ninth Circuit revisited the case after the unexpected death of one of its circuit 
judges on the majority last time. 
 
In upholding the regulations' application of the commensurate-with-income standard, the majority on 
the reconstituted panel found that businesses that enter into cost-sharing agreements are “transferring 
future distribution rights to intangibles … that have yet to be developed.” 
 
The statute, as ambiguous as it may be regarding the method by which the IRS can make allocations 
based on stock-based compensation, applies to “any transfer” of intangible property, Judge Thomas 
added. 
 
But this broad interpretation of “commensurate with income” is not shared by everyone, or even all 
three judges on the panel. 
 
Circuit Judge Kathleen M. O'Malley of the Federal Circuit, sitting by designation on the panel, dissented 
in both the original ruling, which was withdrawn, and the June 7 ruling. She wrote that Section 482 limits 
the application of the commensurate-with-income standard only to transfers or licenses of intangible 
property. 
 
The statute “did not grant Treasury the flexibility to depart from a comparability analysis whenever it 
sees fit,” Judge O'Malley said. “Rather, it permitted a departure in the limited context of ‘any transfer 
(or license) of intangible property' because it had found that comparable transactions in such cases are 
frequently unrealistic.” 
 
Linda Pfatteicher, an international tax attorney at Squire Patton Boggs LLP, said a cost-sharing payment 
isn't related to the transfer or license of an intangible, but is instead tied to the development of the 
underlying intellectual property. 
 
Applying the commensurate-with-income standard to cost-sharing arrangements goes against the 
Section 482 regulations, which operate under the basic theory that transactions between affiliated 
parties should be treated as if they were unrelated entities, she said. 
 
“They couldn't really get there under the traditional 482 methodology, so they went with this 
commensurate-with-income approach,” Pfatteicher said. “They're trying to back into a position.” 
Because the statute doesn't say anything about developing intangibles — or anything else that doesn't 



 

 

involve the actual transfer of an asset — Treasury should have explained in the regulations what 
“transfer” means in these situations, according to Allison at Caplin & Drysdale. 
 
“Otherwise it's just a leap of faith. That's why the Tax Court was probably equally troubled by that,” he 
said. “There may be very good logic to it, but without being able to connect the dots and explain that, it 
doesn't appear to have satisfied that procedural hurdle of providing a rational explanation for the 
regulations.” 
 
In striking down the regulations, Tax Court Judge L. Paige Marvel found in July 2015 that Treasury had 
failed to adequately explain its belief that the rules were consistent with the arm's-length standard. 
Judge Marvel's decision, which had the unanimous agreement of 14 other Tax Court judges, said 
Treasury failed to respond to significant comments when it issued the final rule. 
 
But according to the circuit court panel's June 7 ruling, the comments were “irrelevant” to the issues 
Treasury was considering. 
 
“Though commentators presented evidence of some transactions in which stock-based compensation 
was not a cost, this evidence provided little guidance because it did not concern parties to a [qualified 
cost-sharing arrangement] developing high-profit intangibles,” Judge Thomas said. 
 
Edward L. Froelich, of counsel at Morrison & Foerster LLP, said Treasury might have chosen to treat the 
comments as irrelevant because it was focusing on the commensurate-with-income standard. But the 
regulations don't say that, and under the Administrative Procedure Act, the government must articulate 
the basis for its rules, he said. 
 
“You have to engage with the comments that were provided to you and make a rational connection 
between those and the final rule,” he said. “It's about the process.” 
 
David Chamberlain, an assistant professor of accounting and tax at California Polytechnic State 
University, said he was troubled by how much the opinion and the dissent focused on the 
commensurate-with-income standard. 
 
Rather than applying that approach, the opinion should have been decided based on the traditional 
arm's-length standard, he said. 
 
Chamberlain cited the language in the Treasury regulation, which says a controlled transaction meets 
the arm's-length standard if the results are consistent with what “would have been realized if 
uncontrolled taxpayers had engaged in the same transaction under the same circumstances.” 
 
The regulation adds that a comparability analysis is generally used, but the standard itself is purely 
hypothetical, he said. 
 
“If you don't have good comparables, then under the traditional arm's-length standard — not under 
commensurate with income — you need to do an internal analysis,” Chamberlain said. “You need to do 
an economic, hypothetical analysis that says what would happen at arm's length.” 
 
--Additional reporting by Vidya Kauri and Eric Kroh. Editing by Robert Rudinger and John Oudens. 
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