Xilinx Inc. v. Comm’r, 125 T. C. 37 (2005)

In Xilinx Inc. v. Comm’r, the U. S. Tax Court ruled that the Commissioner’s attempt
to include stock option costs in cost-sharing arrangements between related parties
was inconsistent with the arm’s-length standard. The decision emphasized that
unrelated parties would not share stock option costs due to their unpredictability
and potential for large fluctuations, reinforcing the importance of the arm’s-length
principle in transfer pricing under Section 482 of the Internal Revenue Code.

Parties

Xilinx Inc. and its consolidated subsidiaries were the petitioners in this case. The
respondent was the Commissioner of Internal Revenue. Xilinx Inc. was the plaintiff
at the trial level and the petitioner on appeal to the Tax Court.

Facts

Xilinx Inc. , a technology company, entered into a cost-sharing agreement with its
foreign subsidiary, Xilinx Ireland (XI), on April 2, 1995. The agreement required
both parties to share the costs of developing new technology based on their
respective anticipated benefits. Xilinx issued stock options to its employees involved
in research and development but did not include these stock option costs in the cost-
sharing pool. The Commissioner of Internal Revenue issued notices of deficiency for
the tax years 1996 through 1999, asserting that Xilinx should have included the
spread or grant date value of stock options in its cost-sharing pool. Xilinx contested
these determinations.

Procedural History

The Commissioner issued notices of deficiency to Xilinx on December 28, 2000, and
October 17, 2002, for the tax years 1996 through 1999, asserting that the cost-
sharing pool should include stock option costs. Xilinx filed petitions with the U. S.
Tax Court seeking a redetermination of these deficiencies. The parties stipulated
that no amount related to stock options would be included in the 1996 cost-sharing
pool. Both parties filed motions for partial summary judgment, which were denied by
the Tax Court. The case proceeded to trial, where the Tax Court ultimately ruled in
favor of Xilinx.

Issue(s)

Whether the spread or grant date value of stock options issued to research and
development employees should be included as costs in the cost-sharing pool under
the arm’s-length standard mandated by Section 1. 482-1(b) of the Income Tax
Regulations?

Rule(s) of Law
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Section 482 of the Internal Revenue Code authorizes the Commissioner to
distribute, apportion, or allocate income and deductions among controlled entities to
prevent tax evasion and ensure clear reflection of income. Section 1. 482-1(b) of the
Income Tax Regulations mandates that the standard to be applied in determining
true taxable income is that of a taxpayer dealing at arm’s length with an
uncontrolled taxpayer. Section 1. 482-7 of the Income Tax Regulations requires
participants in a cost-sharing arrangement to share the costs of developing
intangibles in proportion to their respective shares of reasonably anticipated
benefits.

Holding

The Tax Court held that the Commissioner’s allocation of stock option costs to the
cost-sharing pool was inconsistent with the arm’s-length standard mandated by
Section 1. 482-1(b) of the Income Tax Regulations. The court concluded that
unrelated parties would not share the spread or grant date value of stock options
due to their unpredictability and potential for large fluctuations. Therefore, Xilinx’s
allocation, which excluded these costs, met the arm’s-length standard.

Reasoning

The Tax Court reasoned that the arm’s-length standard requires that the results of a
transaction between controlled entities be consistent with those that would have
been realized if uncontrolled taxpayers had engaged in the same transaction under
the same circumstances. The court found that the Commissioner’s determination to
include stock option costs in the cost-sharing pool was arbitrary and capricious
because unrelated parties would not explicitly or implicitly share such costs. The
court noted the difficulty in estimating and predicting the spread and grant date
value of stock options, as well as the potential for these values to be influenced by
external factors beyond the control of the contracting parties. Additionally, the court
rejected the Commissioner’s argument that the legislative and regulatory history of
Section 482 supported excluding the arm’s-length standard in cost-sharing
determinations, emphasizing that the commensurate with income standard was
intended to supplement, not supplant, the arm’s-length standard.

Disposition

The Tax Court entered decisions under Rule 155, rejecting the Commissioner’s
determinations and affirming Xilinx’s allocation of costs in the cost-sharing
agreement.

Significance/Impact

The Xilinx decision reinforced the importance of the arm’s-length standard in
transfer pricing and cost-sharing arrangements under Section 482. It established
that the Commissioner cannot arbitrarily impose cost-sharing requirements that are
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not consistent with what unrelated parties would do in similar circumstances. The
decision has had a significant impact on subsequent transfer pricing cases and
regulations, emphasizing the need for clear and objective standards in determining
the allocation of costs and income between related entities. It also influenced the
development of regulations addressing the treatment of stock-based compensation
in cost-sharing arrangements, which were finalized after the decision.
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