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To the Department of the Treasury and the Internal Revenue Service:
The United States Council for International Business ("USCIB") is pleased to submit this letter
setting forth our comments and recommendations regarding the recently proposed Treasury
Regulation 81.482-7, which deals with the cost sharing of intellectual property development
among controlled parties.
The USCEB advances the global interests of U.S. businesses both at home and abroad. Its
membership brings together more than 300 leading U.S. companies, professional services firms
and associations with combined annual revenues of over $3 trillion with the objective of
promoting an open system of world trade, finance and investment. The USCIB also serves as
the U.S. affiliate of the International Chamber of Commerce ("ICC"), the Business and Industry
Advisory Committee ("BlAC") to the Organization for Economic Cooperation and Development
("OECD") and the International Organization of Employers ("10E").

As such, it officially

represents U.S. business positions in both the main intergovernmental bodies and vis-a-vis
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- -. 	 foreign business mmmunities and theirgovernments:' --The-USCIBAsTaxationCommitteeis --- -composed of tax experts from all sectors of business and professional service firms and

stages of the development of the OEC

g Guidelines, and the Committee

continues to work with the OECD to

ive system for monitoring their

implementation is maintained. This letter was prepared by a working group within the Taxation
Committee specifically organized for the task.
Our membership appreciates the opportunity to address these matters.

Executive Summary
The Treasury and IRS (collectively referred to as the "Service" in this letter) have publicly
commented about the need to improve the administration of the tax regulations pertaining to the
cost sharing of intangible development among controlled participants. Our members recognize
that the valuation of intellectual property contributed to a cost sharing arrangement is among the
most difficult transfer pricing issues that face both companies and tax administrators. We
commend the Service for providing publicly their thinking on these valuation issues in the form
of the proposed regulations. However, we are concerned that the proposed regulations fall short
of their intended goal of providing greater clarity to the methodologies utilized to insure that the
valuations of the contributed intangibles remains consistent with the arm's length standard.
Specifically our members are concerned that the proposed regulations do not fully appreciate the
significant risk that is undertaken by companies in developing intangibles.
The concept of cost sharing was put forth by the Service as a way to reduce disputes regarding
the determination of an arm's length royalty for the license, by a related party, of an intangible.
The premise of cost sharing is that the related parties would agree to share the cost of the
development of the intangibles based upon its reasonably anticipated development and would
then be afforded the ability to exploit the developed intangibles without payment of cross-license
royalty payments. Unfortunately, these proposed regulations will, if finalized in its current form,
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-sigiuficantlyincreaselaxcontroversies-for-many years t o come+-We-respectfully-request-that-the
roposed regulations and take into consideration the specific comments
ndations we offer.

ts should focus on five specific areas in order to provide the most
effectiv

to the Service. The five areas for discussion and an overview of each are:
i

I 	 The Investor Model and Realistic Alternatives under Prop. Treas. Reg. Â§Â§1.482and
1.482-7(g)(2)(iv), governing the valuation of cost sharing payments.

The analysis submitted in our letter evaluates the reliability of the Reference Transaction and the
Investor Model to determine an arm's length value for a Preliminary or Contemporaneous
Transaction ("PCT"). The Investor Model introduces the Income Method to value PCTs. The
Income Method does not adequately compensate the PCT Payor for its investment and the risk it
undertakes in the development of future intangibles during the term of the cost sharing
agreement. The conclusion that a risk-adjusted discount rate provides for such an investment
return to the PCT Payor for the future intangible development is flawed in that it only provides
only for a calculation of the "foregone profits" of the PCT Payee but does not provide for an
investment return, other than for the routine functions such as manufacturing and distribution, of
the PCT Payor. Furthermore, the suggestion in the proposed regulations to utilize the Weighted
Average Cost of Capital as the risk-adjusted discount rate to provide for such an investment
return to the PCT Payor does not adequately take into consideration the tax and risk effects
necessary to reflect undertaking, by the PCT Payor; the risky investment in the development of
these intangibles.
Since the proposed regulations value the PCT from the standpoint of the foregone profits of the
PCT Payee, they do not adequately consider the valuation of the PCT from the standpoint of the
PCT Payor. In fact. the Investor Model provides a return to the PCT Payee for not undertaking
the risk of intangible development. An application of the willing buyer - willing seller test
would require an evaluation of the fair market value of the PCT from the standpoint of a

- -

hypothetical buyerywhose-goal-is-tomaximizehis advantage in-the transaction~The-Income-
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Method effectively places the vast majority (if not all) of the profits attributable to the intangible
-

-

developed during the CSA to the PCT Pa
- ..--- -"- - - --. . length standard, as unrelated parties woul
,

11. 	 The expanded approach to testing the Value of a PCT pursuant to the Commensurate
with Income Standard under Internal Revenue Code ("IRC") $482.
The proposed regulations modifies the commensurate with income standard such that it may only
e applied by the Service, with certain exceptions, to increase the value of PCTs contributed by a
U.S. cost sharing participant. This modification is contrary to the legislative history of the
commensurate with income standard, is not consistent with the OECD Guidelines, and
effectively creates a call option on behalf of the U.S. PCT Payee which must be taken into
account in the PCT valuation.
Based on the foregoing, our members believe that the commensurate with income standard
should continue to equally apply to both the PCT Payor and the PCT Payee.

111. The Expanded Definition of Intangible Assets under Prop. Treas. Reg. ss1.482-7(b),
(c) and (d).

Seeking to expand the definition of intangible property to include the value of an existing
workforce-in-place would be contrary to IRC $936(h)(3)(B), which defines an intangible for
purposes of IRC $482, as excluding the value of an individual. This proposed change would
exacerbate already existing tax-based distortions that discourage the conduct of research in the
United States in favor of countries which impose lower tax and wage burdens. Such an effort by
the Service would therefore appear unwise, as well as unsupported by the underlying law.

--..---
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ncept of Post Formation Acquisitions ('bPFAsyy)-under
Prop. Reg. @1.482-

oposed regulations on the form of the transactions and the
calculation of the value of a PFA-PCT are inconsistent with the arm's length standard in that:
Taxpayers have the legal right to structure their transactions as they see fit and to have
the form respected;
Prescribing the form of the PFA-PCT may result in transactions that are inconsistent with
other provisions governing transfers of intangibles and the legislative intent regarding the
treatment of the transfer of an intangibles as royalty payments commensurate with the
income attributable to the intangibles;
Ann's length parties would not agree to structure a buy-in in a prescribed form based on
the form of one participant's acquisition of a trade or business as they would have no
control over such activities which have significant impact on their business operations;
Parties at arm's length could not, in many instances, structure a buy-in in a prescribed
form of payment based on the form of another participant's acquisitions as it may be
impossible to obtain the required financing.
V. Transition Rules under Prop. Treas. Reg. 51.482-7(m).

The USCIB has four primary concerns about these proposed rules:
The deadline for compliance requirements for both pre-existing and new CSA's is
onerous;
The rules under which pre-existing CSA's could lose grandfather status are ambiguous
and not supported by economic reason;
The requirement for exclusive temtorial divisions is an undue burden on business and is
not consistent with commercial business practices; and
The potential loss of grandfather status for a pre-existing buy-in as a result of a Periodic
Trigger for subsequent acquisitions is arbitrary and capricious.

---..-.--

-----

U.S. Council for International Business Comments on Prop. Treas. Reg. 81.482-7
-- - --.-- ---.*-------------

-

- -"---.*".-.---

--USGIBrecornrnends that-the Service provide additional clarification to the application of the - grandfather status, territorial rights and also provide for administrative rules that are consist
with the tax return filing obligations of our members.

comments of the membership of the USCIB. Our members appreciate the seriousness of the
issues that the Service has attempted to address in these proposed regulations. Our analysis and
recommendations are designed to assist in providing the Service with input in the issuance of
final regulations such that the goal of measuring insuring compliance with the arm's length
ard will be maintained. Our concerns are sen

reciate your willingness to

them fall consideration. Should you require

or desire to communicate

with us, please contact Richard M. Hammer at 2 12-703-5054.
Sincerely,

Michael Reilly
Chairman
USCIB Taxation Committee

Michael Mason
Chairman, Working Group on Proposed Cost Sharing Regula
USCIB Taxation Committee

Richard M.Hammer
International Tax Counsel
USCIB Taxation Committee
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A. Contextfrom the Preamble

'Investor Model" as the foundation for the
proposed regulations on cost sharing predicated upon the valuation of a hypothetical realistic
alternative investment or "Reference Transaction" ("RT"). The Investor Model is used to
I

guide taxpayers in determining appropriate allocations of income, deductions or other tax
items to reflect transfers of intangibles referred to in the 1994 regulations as "buy-ins".

'

In

determining buy-ins, the proposed regulations directly influence the allocation of income
among commonly controlled participants in a Cost Sharing Arrangement ("CSA").
/

B. Response - In General
The following discussion reviews the foundation of the RT and the use of the Investor Model
and considers their implications. The analysis demonstrates that the Service's application of

the RT and the Investor Model concepts:
Disregards the actual transaction between the cost sharing participants and inserts a
hypothetical transaction, the RT, for purposes of calculating the value of the PCT;
Results in a non-arm's length allocation of income by artificially altering the dispersion of
risk among controlled participants in a manner that is inconsistent with the theoretical
underpinnings of the investor model;
Introduces complexities and measurement errors through the mixing of pre-tax and posttax concepts;
Imposes constraints on taxpayers with respect to the form of the transaction that
potentially results in tax consequences to which unrelated parties would not be subject;
and

' Prop. Treas. Reg. Â¤1.482-7(g
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on controlled transactions that are needlessly complex and

ant
to the CSA makes an external contribution. An external contribution is defined as any
resource or capability that is reasonably anticipated to contribute to developing cost shared
intangibles and that the contributing party has developed, maintained, or acquired externally
to (whether prior to or during the course of) the CSA. To determine the appropriate ann'slength compensation for such an external contribution, the proposed regulations have
introduced the Investor Model.
The Investor Model embraces the concept of opportunity cost. In economic terms,
opportunity cost can be defined as the "the evaluation placed on the most highly valued of the
rejected alternatives or opportunities" once a choice has been made for the use of some scarce
resource? Within the Investor Model framework, opportunity cost, as it appears to be used,
takes the form of a make vs. buy decision (between two ways of accomplishing the same
result, which is cheaper?3) Opportunity cost is incorporated into the modeling framework
through the evaluation of a RT. The RT is defined as an alternative investment that
realistically represents the highest and best use of the external contribution outside the CSA
under consideration.

-

The RT evaluates the alternative investment in its entirety that is over the exclusive

-

perpetual life of the arrangement such that the expected return from the alternative
investment establishes an opportunity cost that would determine the PCT payment associated
with an external contribution. The RT may disregard the actual form of the cost sharing
arrangement in which many US companies provide or receive the nonexclusive rights to
The New Palpave, A Dictionary' ofEconomics. The MacMillan Press Limited. London. 1987. p. 719.
Througbou~our analysis of the proposed regulations. we use the term opportunity cost as ii appears 10 be used
in the proposed regulations. This definition does no1 compon with the definition found in standard economics.
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so that the expected return from the CSA to be realized by the
equal the expected retu

er, the resulting ex ante

from the CSA to be

earned by PCT Payers is equivalent to the average return the PCT Payor would be expected to
earn from its routine activities.
As described in the preamble to the proposed regulations, the Investor Model is based on two
key principles:

The first principle is that, ex ante, the aggregate investment in an intangible
development activity ("IDA") should be expected to yield a rate of return equal to the
appropriate discount rate.
The second principle is that, ex ante, the appropriate return to the aggregate
investment in an IDA should be measured over the entire period of development and
exploitation of cost shared intangibles. Included in this principle is the concept that no
part of the investment should be viewed as separately earning a return over a more
limited period.
The first principle simply restates the "opportunity cost" concept. It is reasonable to
conclude that a rational investor would evaluate a potential investment by reference to
alternative investments of similar risk. That is, these alternative investments represent the
opportunity cost of the potential investment. Since these evaluations are prospective in
nature, that is before the outcome of the investment is known; it is important that the PCT be
evaluated on an ex ante basis in order to be consistent with arm's-length principles.
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entirety of the cost share arrangement, imposes a form on the transaction that, when viewed in

PCT transaction, the equivalent of an outright sale of intellectual property. Moreover, this
implied sale assumes that the external contribution has a perpetual useful life and therefore
beyond the term of the CSA or the economic useful life of the intangible itself.
The appropriateness of the Investor Model, as described in the proposed regulations, is further
impaired by the blurring of pre- and post-tax concepts. Of the three new methods introduced
to value external contributions, two are after-tax concepts, the Market Capitalization method
and the Market Acquisition method. The third new method, the Income Method, is presented
using pre-tax income concepts but erroneously incorporates an after-tax cost of capital.
Overall, the conceptual shortcomings of the Investor Model demonstrate a confusion which
seems to form the foundation of many aspects of the proposed regulations, concerning the
valuation of an intangible. For example, while the drafters of the proposed regulations claim
that the regulations would not require prospective PCT Payers to pay for "business
opportunity," there is in fact little doubt that valuations based pursuant to the Market
Acquisition method, include value attributable to "business opportunity" and other intangibles
that are not currently covered under Treas. Reg. $482.4 This follows since acquisition value is
synonymous with all rights, legal title and interest in the target business, including business
opportunity, goodwill, going concern, and workforce-in-place, all of which are assets, but not
intangible assets for purposes of Treas. Reg. $482.

D. Applicability of the Investor Model in Controlled Situations
Owing to the assumption that all participants of a controlled group presumably share the same
information, it isn't clear whether the investor model is really applicable in a controlled

' rea as. Reg. $1.482-4(b).

%
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n of the nonroutine component of any return is approximately zero. This result is not
unintentional. As described in Prop. Treas. Reg. $1.482-7(g)(2)(iv)(B).example 2, th
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service erroneously states that a rational investor would be willing to invest in a proj 

ue: 


"In addition, the Commissioner considers the fact that S's economic role in the CSA
(beyond its routine activities) is merely that ok an investor. A similarly situated
investor would be willing to invest an amount in a similar R&D project such that it
earns an anticipated return on that investment of D% and therefore has a net present
value of SO on the project (not taking into account any returns to routine activities)."
In order to maximize shareholder wealth, finance managers are taught to invest only projects
with apositive net present value. A positive net present value is the difference between the
discounted, or present, value of the future income and the amount of the initial investment. It
is generally agreed in modem financial literature that most investors require that an
investment show a net present value greater than zero in order to induce them to take the
investment.' Since this is the overriding principal of most financial managers, it is likely that
the investor model, in a situation in which all parties have equal information, would render
cost sharing meaningless.

It is constructive to consider the implications of the net present value rule. The example
below demonstrates that in an application of the Income Method, the actual

See for example the discussion ofthe net present value rule in Capital Investment and Valuation, pp.15-29,
Richard A. Brealey and Siewan C. Myers.
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return earned by the prospective investor after payment of the royalty (shown in column N) is
exactly equal to the routine income that a prospective investor would have expected to earn
(shown in column H) without entering into the CSA. Note that in the example above, the
PCT Payor should expect this result even in perpetuity. In the example, the PCT Payor is
forecast to earn $289.41 million after payment of royalties. This amount is equivalent to the
total routine income projected to be realized from the venture even though the PCT Payor
would also be expected to bear $361.76 million in cumulative intangible development costs.
Hence, with perfect foresight, it is not clear that a prospective investor has any financial
incentive to assume the additional risk of cost sharing the future development of risky
intangibles as the return the investor would expect to earn at the onset of the arrangement is
no different than the return the prospective investor would expect to earn in a more routine,
and Jess risky, activity. Such a result is contrary to typical licensing arrangements where a
licensee expects to receive a profit return for its efforts to exploit the licensed intangible.

E. The Cost of Capital

ns state that "a discount rate should be used that most reliably reflects
the risk of the activities and the transactions based on all the information potentially available
at the time for which the present value calculation is to be performed."6 The proposed
regulations go on to further say that the weighted average cost of capital ("WACC") of the
relevant activities and transactions derived using the Capital Asset Pricing model might
provide the most reliable discount rate. Although the proposed regulations may not have
intended that the default discount rate to be used should be the WACC, specifically stating it

as an example of one such appropriate rate may lead to the unintended consequence of an IRS
examiner applying the WACC as the rate in the application of the Investor Model.
Even within the framework of the Investor Model that the proposed regulations would
construct, the regulations incorporate significant technical distortions. First, the regulations
would incorrectly generally specify the use an afier-tax discount rate, the WACC, as the
paradigm rate for computing the present value of buy-in payments. Second, the regulations
invite serious distortion by suggesting that the businessy overall WACC can generally suggest
the appropriate rate for discounting cash flow from a particular activity, whereas in fact the
particular activity is likely to necessitate a discount rate that is very different from the overall
WACC.
The WACC is a discount rate that incorporates the company's long-term capital structure and
financing options for typically proven companies with existing sales of existing products.7
The WACC measures the average cost that the company has to pay per dollar that it finances.
It is defined in the following manner:

" Prop. Treas. Reg. $1.482-7(g)(2)(vi)(A).

'

The concept of the WACC reflects the company's financing options aggregated at the entity level rather than
the financing options associated with a specific investment.

where:

WD = Percentage of debt in the capital structure, at market value.
The cost of equity capital takes into account the risk free rate, which is the rate of return
available in the market on an investment that is free of default risk, as well as a premium for
risk which includes the general equity risk premium, a size premium and a company-specific
risk premium. The premium for risk captures the expected amount of return over and above
the risk free rate to compensate the investor for accepting risk. The cost of debt depends on
risk factors identified by fixed income rating services such as Standard and Poor's. The rates
of return for securities with comparable risk factors are generally observed in the market.'
The proposed regulations provide examples on how the WACC should be used in the
valuation of the PCT'.

These examples differentiate between the use of the WACC, based on

market comparables, and the taxpayer's own WACC."
A key concept that has been omitted however from the discussion of the WACC in the
proposed regulations is that the WACC is an after-tax cost of capital. In other words, the
WACC should be used to discount cash flows after entity-level taxes. Technically, the
WACC is based on the cost of each component net of any corporate-level tax effect of that

For details on the calculation of the cosi of equity capital, please refer to Shannon P. Pran, Cost of Capital:
Estimation and Applications, 2002.
Prop. Treas. Reg. # 1-482-7(g)(2)(vi)(B).
Selecting the appropriate capital structure to use in the calculation of the pre-tax WACC adds another layer of
complexity, as the capital structure of the parent company (the entire entity) or an industry-determined c a p i d
structure may be necessary to be employed. Assuming the taxpayer operates in a mature industry. the capita]
structure to be employed in the calculation of the WACC may be determined based on selected market
comparables, as such reflecting the capital structure proven to be sustainable in the industry. in long run. The
underlying assumption with such a choice is that ex-post (after the license/acquisition of intangibles) the new
entrepreneur will remain in the market place and will align its business to the overall long-term stable industry
structure.
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he payment of taxes." Therefore, appropriate adjustments

er to use a WACC, which is a post-tax discount rate, on pre-tax income
I

s adjustment is to tax-effect the WACC. Due to the growth component
that is embedded in equity, it is first necessary to derive the pre-tax equity cost of capital, in

KPri-ua = the pre - tax cost of equity;

-

= the post tax cost of equity,
= the long term growth rate in free cash flow; and
t = the corporate tax rate.

Upon arriving at the pre-tax cost of equity, it is possible to calculate the pre-tax WACC in the
following way:
WACC = (kr-""
* 6)+ (kr'""
* WD )

where:

Treas. Reg. $1.482-5(d) specifically excludes interest expense and taxes from the computation of operating
expenses, and hence operating income.
l2 This formula effectively assumes hat the long-term growth rate in pre-tax free cash flow is identical to the
shon-ienn growth rate of pre-tax free cash flow. The two growth rates may be different. For a discussion of this
issue, please refer 10 Shannon P. Pran, Cost of Capita:- Estimation and ~pplicarions,page 2 16,2002.
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^pre-lax= Pre tax Cost of Equity Capital;

& = Percentage of equity in the capital structure, at market value;

-

k r a x = Pre tax Cost of debt; and 

= Percentage of debt in the capital structure, at market value. 


Making appropriate modifications to the post-tax WACC, however, for the treatment of taxes
alone is not enough. Depending on the income stream (i.e., revenues vs. operating income
before research and development ("R&D")expenses) that is being discounted, additional
adjustments need to be made to the WACC to appropriately reflect the risks being borne by
each income stream. Ultimately, we argue that the risks borne by a third party entity
undertaking the exploitation of unproven development stage IicensedJacquired intangibles
independent from the financial stability, market experience, and scrutiny of the parent
company, are considerable. As such, venture capital discount rates applicable to development
stage companies may be more appropriate to quantify such risk, instead of the WACC
whether measured on a pre-tax or a post-tax basis.

In sum, the proposed regulations introduce a serious distortion by suggesting that a business's
overall WACC (pre-tax or post-tax) provides a useful indication of the discount rate that
should be used in valuing PCT payments. In any real-life situation, a very different discount
rate is likely to be appropriate as discount rates are composed of two components: 1) the time
value of money, and 2) a risk premium. The time value of money component reflects the
preference of all investors to have money today, rather than waiting, and therefore investors
must be compensated for the delay in payment. The risk premium arises due to the uncertain
nature of future payments and the fact that the predicted cash flow may not materialize. The
WACC contains both components, but only for the debt and equity of the entire company.
Companies create value for shareholders only by earning a return on investments that is
greater than its cost of capital. A company's overall WACC is based, essentially, on the
riskiness of a diversified portfolio consisting of all of the company's projects. The
diversificationmeans that the company's overall WACC is likely to be significantly lower
than a project specific WACC applicable to a specific project within the company's portfolio
of activities. Therefore, in evaluating whether to invest in a project, management generally

U.S.Council for International Business Comments on Prop. Treas. Reg. $1.482-7
.---a rate greater than just the W A C ~ " . As some projects will
fail, and other projects will not earn a return greater than the WACC, over the entire portfolio
management must discount risky projects at a rate significantly greater than
to earn a return for shareholders that is greater than its cost
n Internal Rate of Return ("IRR") analysis,
hurdle rates are the discount rates that equate the value of cash outflows with the value of cash
inflows on any given project. In both cases, the greater the probability that the project will
If

not succeed, the lower the probability of earning expected future cash flows, and the lower the

NPV. Investors increase the discount rates applied to risky projects to account for the
increased uncertainty of the future payoff. As such, company management and investors
may use the WACC as an indication of the costs to invest, but not to value the expected
returns to any investment. The discount rate for investments riskier than the debt and equity
of the company must necessarily be higher than the company's WACC.
The example below illustrates this concept. This example assumes that a company was
acquired for $380,000 and that the company holds three categories of assets and has an
overall WACC of 10 percent. As the purchase price of $380,000 is approximately two times
greater than the physical assets of the company, the computed return on the goodwill and
intangible assets must algebraically be larger than the return on the fixed assets and the
WACC when the fixed asset returns are lower than the WACC.'~

l3 The risk undertaken with different investment projects ultimately depends on the degree of risk neutrality
preferred by the management of the company, the business model employed, and strategy undertaken by the
company in the market place.
Tangible asset values for many companies may only account for a small percentage oflotal assets. The
remaining value may be attributable 10 intangible assets such as brand names. customer lists, patents, business
models; and proprietary technology.
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Goodwill and Intangibles
Totals

4)
6)

8)
$

3.00%

-

.

--

540
10,800
26,660

6.00%
14.65%

380.000

Discount Rate for Intangible Property =

-

Expected
Annual

Rate of

et Working Capital (

..---.

$

38,000

14.65%
d 


Notes:
1
2

3
4
5

6
7
8

Total Consideration from valuation report
WACC of publicly traded company
Current assets 4
Federal Reserve Bank 3 month CP rate from Statistical Release.
Book value of all fixed assets
Baa corporate bond interest rate from Fed Stat Release
Consideration paid less working capital and fixed assets
Rate of return on Intangibles given the WACC and returns on other assets.

In this example, we demonstrate that a company with a WACC of 10 percent requires an
after-tax cost of capital on goodwill and intangibles that is 46.5 percent higher. If we then
convert this after-tax cost of capital for intangibles to a pretax rate assuming a growth rate of
three percent and a tax rate of 35 percent, we see that the appropriate discount rate is 20.9
percent. It should not be lost on the drafters of the proposed regulations that the ratio of 20.9
percent (the correct cost of capital in our example), would lie outside the upper bound of the
Periodic Return Ratio Range ("PRRR") (i.e. 20.9110 > 2) when compared to the company's
weighted average cost of capital of 10 percent.

Recommendations
The USCIB is concerned with the suggested use of the WACC as the appropriate riskadjusted discount rate in the proposed regulations. As the WACC is a blended average return
on long-term debt and equity capital of a company, and both long-term debt and equity are
long-term capital investments, the WACC is a long-term average cost of financing the entire
portfolio ofbusiness activities at the company. Essentially, the WACC is a long-term
average financing cost over the entire life of the company. The WACC is not a return to the

. -
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downwards towards existing, successful R&D that is already manifested in sales of existing
products.
.
- D e generally rational capital markets would- not
bonds or equity of
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unproven companies (asset bubbles such as the dot.corn boom and bust are exceptions), which
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ns the existence of private equity and venture capital investors. As such, the
Applicable Discount Rate ("ADR") must be correlated to the risks of the investment and the
time horizon of the investment. The WACC is neither correlated to the actual risks of the IP
investment, nor suitable for the shorter life of the IP versus the longer life of the company as a
whole. We recommend that the ADR be commensurate with the risks incurred in similar
unproven, shorter-term, project specific investments.

F. Economic versus Useful Life of the Intangible Property
In arguing for a longer life for the intangible property, the Service in the preamble of the
proposed regulations notes that "Thus, a valuation method for PCTs is likely to be less
reliable if it assumes a useful life for any contribution to the CSA that does not extend through
the entire anticipated period of development and exploitation."15 Additional guidance on the
useful life of intellectual property is conspicuously absent from the proposed regulations.
1. Economic Useful Life of the Intangibles

The economic useful life of intangible assets represents the length of time that a product
incorporating the intangible generates nonroutine or premium returns, without updates or
further developments of new technologies. The economic useful life has two components:
1) the R&D lag (i.e., the time interval between the time when the R&D occurs and when the

related economic benefit is realized through initial sales of products containing the newly
developed IP); and 2) the economic market life (i.e., the length of time that a product
generates nonroutine returns, from the point in time when the first economic benefit, such as
revenue is realized).

l5

Section h. p. 40 of the Preamble 10 Prop. Treas. Reg. 1.482-7.
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There is usually a period between the time the R&D spending occurs and the related
Thisperiod is typically identifi
For any newly developed product, there is a lag from the time of R&D expenditure on the
new technology until the market benefits are realized from that expenditure. The
measurement of the lag period might be based on the length of clinical trials for a drug, on
design win data for integrated circuit chips, on conversations with R&D personnel having indepth knowledge of the technology, and an analysis of the development timeline, from the
inception of an idea, formal investigation of the concept, product prototyping, and production.
Typical development cycles might range from being less than a year to over three years,
depending upon the types ofproduct and when the market benefits are realized from the R&D
spending. The lag and ongoing R&D expenditure has the effect of delaying the depreciation
of the licensed intangibles by the length of the lag, and extending the useful market life by
this lag period.
3. Economic Market Life
Intangible assets depreciate like any other asset and have a limited economic market life for
two reasons. First, the technology already in the market place is replaced over time with
newer technology in order to keep up with new product demand and market dynamics caused
by competitors and cost pressures. This is called the replacement effect. Companies may
indeed accelerate the replacement effect by developing new products due to competitive
market pressure to continuously innovate faster than competitors and develop new products
and technologies that compete directly with the older generation of products.
Second, even if there were no internal replacement of old technology with newer technology,
the old technology eventually becomes obsolete due to external competitor technological
innovation and the maturation of end-user product markets. This is called the obsolescence
effect. The obsolescence effect may also be significant as technologies in the market place
today change frequently and customers may design their own systems around new
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ent and obsolescence effects into account.

The USCBisconcerned with the definition of the Reference Transaction requiring that the
value of the PCT be based upon a hypothetical perpetual useful life. The basis of this
definition by the Service is that the PCT forms the platform upon which future intangibles
developed during the term of the CSA are built. In many situations, this same platform
technology upon which the definition of the Reference Transaction is based, will generally
become available at some point in the public domain and therefore bring into question
whether a PCT Payor would remit a payment for an intangible that is available for use by the
public for free (e.g., would an airplane manufacturer still be required to make a PCT payment
to the Wright Brothers?). Therefore, the USCIB recommends that the value of a PCT be
calculated over the economic useful life of the PCT utilizing a discount rate commensurate
with the risks incun-ed.

The USCIB
is -pleased
to offer the following
comments
regarding the revised period
.
.-- ---	 ..

-

commensurate

.

nder the proposed re

the application

ome standard in Pro

6). In summary, the

proposed regulations implement new rules regarding the application of a periodic adjustment
mechanism as follows:
Commissioner may make periodic adjustments.I6 The preamble provides that
taxpayers cannot exercise periodic adjustments that reflect a tax-advantaged
result. However, the preamble provides that taxpayers may be able to adopt from
the outset contingent terms of different varieties and degrees that allow for
adjustment in light of actual profit experience;'*
(ii) 	

Proposed regulations provide that when a controlled participant realizes an actual
rate of return (as measured by total operating profits in the participant's territory
divided by total investment by the participant in the intangibles) that is outside the
range of returns defined by the Service ("Periodic Return Ratio Range" or
"PRRR") and no exception exists, then the Commissioner may make an
adjustment to the PCT.'~ Such an event is referred to as a "Periodic ~ r i ~ ~ e r " ? '
The Proposed Regulations provide a band of comfort for PRRRs between 0.5 and
2.0 (or 0.67 and 1.5 if the controlled participants have not substantially complied
with the documentation requirements of Prop. Treas. Reg. $1 -482-7(k)):'

In addition to revising the existing exceptions to periodic adjustments relating to
an exact CUT or extraordinary events beyond the control of the controlled
participants that could not reasonably have been anticipated at the time of the PCT,
the Proposed Regulations provide for three additional and complex exceptions;22
The failure of the Commissioner to determine for an earlier taxable year that a
PCT Payment was not arm's length will not preclude the Commissioner from
making a periodic adjustment for a subsequent year?3 A periodic adjustment may
Prop. Treas. Reg. 61.482-7(i)(6)(i).
$1.482-7, Preamble, Explanation of Provisions, E. Allocations by the Commissioner in
Connection with CSAs - Prop. Treas. Reg. $1.482-7(i), 3. Periodic adjustments - Prop. Treas. Reg. $1.4827W6).
Prop. Treas. Reg. $1.482-7, Preamble, Explanation of Provisions, E. Allocations by the Commissioner in
Connection with CSAs Prop. Treas. Reg. $1.482-7(1).3. Periodic adjustments - Prop. Treas. Reg. $1.482- 

7(;)(6). 

l 9 Prop. Treas. Reg. $1.482-7(i)(6)(i)and (vi), respectively. 

20 Prop. Treas. Reg. $1.482-7(i)(6)(i). 

21 Prop. Treas. Reg. $1 -482-7(i)(6)(ii). 

22 Prop. Treas. Reg. $ I .482-7(i)(6)(vi)(A), (B),(C);
and (D). respectively. 

23 Prop. Treas. Reg. $1.482-7(i)(6)(i). 

j6

" Prop. Treas. Reg.

-

address below:
11

A. 	 The proposed changes do not adequately address the inherit risk in developing

intangibles by capping the economic returns to the cost sharing participants.

B. Tax treaty partners will view the provision to be inconsistent with the arm's length
principle;

C. 	 A ten year safe harbor is too long given the economic useful lives of existing
intangibles; and

D. The proposed changes are contrary to legislative intent of the commensurate with
income standard established in IRC $482 by the Tax Reform Act of 1986.

A. 	 Non Arm's Length Treatment of Risk

The revised periodic adjustments provision under the proposed changes to the commensurate
with income standard contained in Prop. Treas. Reg. $1.482-7(i)(6) permit the Service, but
not taxpayers, to adjust buy-in amounts based on the "commensurate with income" standard.
This provision formally articulates the reversal by the Service that the application of the
commensurate with income standard from being available to the taxpayer to a "one way
street" only available to the Service. The Service had previously provided that the
commensurate with income standard is not only available to taxpayers but also provides an
incentive for taxpayers to periodically review their buy-in royalties to determine whether the

24

25
26

Prop. Treas. Reg. $ 1 -482-7(i)(6)(i).
Prop. Treas. Reg. $1.482-7(i)(6)(vi)(E).
Prop. Treas. 4 1.482-7(i)(6)(vi)(F).
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taxpayer has a favorable adjustment as delineated in the following excerpt from the White
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Because of theproblems inherent i
Ie prohibiting multi-year set-offs
effect of this rule will be mitigated
generally should be made only in c
circumstances and by the ability of taxpayers to adjust their own arrangemen
prospectively, reducing or increasing the royalty, to account for changed
circumstances. It will also create an incentive for taxpayers to examine their
arrangements periodically to see whether an adjustment favorable to them
would be
Under the proposed regulations,

rofile of the CSA is artificially altered by the 


imposition of a periodic adjustment rule that is administered through a PCT trigger in what 

appears to be a direct abandonment of the arm's length standard. The PCT trigger essentially 

caps the investment return that can be realized by one or more cost share participants. 

Specifically, the PRRR is the range of results against which the actual return earned by the 

CSA participant from its investment in the PCT and any Intangible Development Costs 

("IDCT's) is compared. The safe harbor range of results extends from 50 percent to 200 

percent of the present value of sum of the PCT and IDCs. The range is narrowed to 67 

percent to 150 percent if the taxpayer does not produce adequate contemporaneous 

documentation. 

The PCT trigger is computed using the taxpayer's Actual Experienced Return Ratio 

(LbAERR"). The AERR is compared to the PRRR. The AERR is the ratio of total territorial 

operating profit, defined as the iota1 operating income adjusted for any IDCs to the Present
Value of Investment ("PVI"). The PVI is equal to the PCT plus any investment in the CSA
activity (i.e., the IDCs). Thus, the numerator in the AERR ratio includes a return on both
routine and nonroutine activities, whereas the PCT (which is the denominator in the AERR
expression) is based on nonroutine income only. Hence, the taxpayer could, in certain
circumstances, fall outside the acceptable PRRR even though the source of the overestimate

''

Notice 88-123, 1988-2, C.B. 458. Chapter 8 Periodic Adjustments. D. Sei-Offs in Royalty Ammgemenis.page
480.

-

-.- -- -

-

provides for a collar around the return the CSA is expected produce at the
gernent, because the implied adjustment can only be enforced by the IRS, it
Iy that adjustments will only occur on those occasions when it is beneficial to the IRS to
do so. Since the proposed Income Method will be the de facto default method in most cases
to compute the PCT, the selection of the appropriate discount rate and the modeling of the
me extremely complex as a result of the periodic adj~strnent.~'
'odic adjustment rule via the PCT trigger can be modeled using option
techniques. For example, if the AERR falls above the upper bound of the PRRR of two, the
PCT Payor is required to make additional compensatory payments to the contributor of the
external contribution. This can be viewed as being analogous to options on the under1ying
nonroutine asset contributed to the arrangement. The expected payoffs promulgated by the
proposed regulations can be replicated using the following model:
(1) The PCT Payor (the foreign subsidiary or "FS") owns (is "long") the IP up to the 2:1

PRRR limit without any additional payments for the external contribution.
(2) The FS can be seen as having sold (is "short") a call option on the IP beyond the 2:1
PRRR limit. The short call position caps FS's upside beyond the 2:) ratio as, beyond this
point, the regulations require FS to pay additional compensation.

(3) The "payoff' diagram is equal to the following covered call:

'' The proposed rules provide for "exceptions" 10 the trigger. One of those exceptions is for the taxpayer to
demonstrate that routine activities were the cause for falling outside the PRRR.
The Acquisition Price method and the Market Capitalization method will only be applied in very narrow sets
of circumstances. The CUT method in most cases will be a variation of the income method. The profit split
methods are only applicable in cases where more ~hanone parry is making an external contribution.
29
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A covered call strategy is typically employed as an income enhancing technique. The owner
of a stock will implement a covered call strategy when the owner: 1) wants to generate some
incremental income, and 2) believes that the underlying stock is fairly valued and is not
expected to change materially in value over time. Such a strategy would not be implemented
in situations of expected high volatility of the asset price, such as in the development of IP
through research and development, as it would expose the investor to all the downside risk
without the benefit of the upside potential beyond a modest specified return.

In our covered call example, the intention of the FS is that the investor will "purchase" the IP
with the PCT payment, but the purchase price is partially offset by thepremium the investor
"receives" from "selling" the call to the PCT Payee. However, if the IP over-performs, the
PCT Payee will "call away" the additional IP value, forcing the FS to incrementally
repurchase it with additional royalty payments.
Alternatively, this "covered call" payoff looks the same as if the FS sells a put option and the
PCT Payee buys the put option. The intuition is that the FS profits by receiving the actual
profits from the IP, which mitigates the cost of the original IP buy-in. But if the actual IP
value (through actual profits) goes beyond the 2:1 threshold, the holder of the put (the PCT
Payee) will effectively cap the value of FS' future profits by imposing a payment adjustment
on the FS. However, under the prescriptive methodologies outlined by the Service, the PCT
Payee is not required to pay the FS for this put option: so a rational investor would likely not
enter into the transaction without receipt of the put premium. Specifically,the requirement
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that the PCT Payor value the external contribution using a present value constructthat does----
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not allow for appropriate adjustments to reflect the implicit sale of the option to the PCT
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.
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Payee
and ---the subsequent impairment
. . of value to the asset -i t holds means that the net present
-
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value of the transaction is less ihan zero (i.e., the investor model is biased against the PCT

Recommendation
The application of the proposed rules regarding compliance with the commensurate with
income standard creates a right to the PCT Payee by providing it with the ability to increase
the value of the PCT. Such a right must be compensated either through conveying the same
equal right to the PCT Payor, or taking the right into consideration in the value of the PCT.

B. Tax Treaty Partners will View this Provision as Inconsistent with the
Arm's Length Principle
As unrelated parties expect symmetry ofbusiness terms so do tax authorities, particularly as

reflected in income tax treaties that facilitate eliminating double income taxation. Income tax
treaty partners of the United States are likely not to accept a one-way periodic adjustment rule
whereby a PCT Payor located in the jurisdiction of the treaty partner has to pay additional
prior year(s) PCT payments if it is deemed to have underpaid and yet is not entitled to a
refund if the PCT Payor had overpaid. This rule could result in very lengthy competent
authority proceedings. Since this new adjustment provision is likely to create taxation not in
accordance with the treaty, it is contrary to the staled intent of cost sharing as a transaction
that reduces disputes through the sharing of costs in conjunction with reasonably anticipated
benefits.
The application of the proposed one way revised periodic adjustments provision of the
commensurate with income standard is also inconsistent with the following Service's long
held staled intentions in the White Paper:
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...
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"Toallay fears that Congress intended the commensurate withincome
standard to be implemented in a manner inconsistent with international
transfer pricing norms and U.S. treaty obligations, Treasury officials publicly
. - -that
- . - Congress intended no departure from the arm's length standard,
an
stated
- --.- . - that the Treasury Department would so interpret the new l a ~ . -'
" ~ 1~.-

---- ..--..--, . - -

"

F

aper recognize

of benefits (i.e., see subsequent sect

-.-*.

*

OECD Report's concern regarding the sharing
sharing of risks and rewards):

"A major concern expressed by the OECD report was that the participants to
the arrangement be in a position to benefit from any intangibles developed
under the arrangement before the cost sharing payments would be allowed as
deductible expenses."31
Thus, under the proposed one way revised periodic adjustments provision of the
commensurate with income standard, an adjustment to solely increase royalty payments in the
income tax treaty partner country could give rise to potential double taxation.

C. Ten Year Safe Harbor is Too Long Given the Economic Useful Lives
of Existing Intangibles

For the last ten years a five year safe harbor under Treas. Reg. $1.482-4(f)(2) has been
sufficient and regarded by the Service as supplementing compliance with the arm's length

'

standard. Since 1994 the economic useful lives of intangibles have been becoming shorter,
particularly as the pace of technological change accelerates. However, now the Service
believes that the pace of innovation is slowing down and that the safe harbor testing period
should be doubled for ten years in the case of cost sharing PCT payments whereas a licensor
under Treas. Reg. $1.482-4(f)(2)will be tested under a five year safe harbor.
Further to the evolution of shorter useful lives of existing technology as rapid innovation
occurs, in those cases where the useful life exceeds the current five year test period, the
~ o t i c e88-123, 1988-2; C.B. 458. Chapter 7. Compatibility with International Transfer Pricing Standards. A.
Introduction, page 475.
31 Notice 88-123,1988-2, C.B. 458. Chapter 12 History of Cost Sharing. D.Foreign Experience with Cost
Sharing Agreements, page 494.
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discounted value of the intangible property in years sixand thereafter is generally 

significantly less than the collective discounted value of the first five years, such that any 

dministrative burd 


entrepreneurs supply to cell phone manufacturers. The product life cycle is determined by
technology-based factors being incorporated into products that meet rapidly decreasing
average selling price points and are delivered to the market for the critical limited window of
time for commercial exploitation. These technology-based factors may include smaller size,
more features, lower weight, less power consumption, increased compatibility with other
semiconductors or software, performance speed and reliability, and manufacturing yields. As
new features and technical capabilities create increased market expectations and demands, the
features and technical capabilities related to the existing intangible property rapidly
diminishes in utility and related pricing in the market. The accelerating pace at which
technology is obsoleted and replaced continues to compress.
Additionally, the marketplace risks faced by the cost sharing entrepreneurs are increased due

to having to make assumptions with respect to which features, industry standards,
performance, and price criteria will be required by its customers. Thus, intangible developers
must deliver the right product, at the right time, for the right price, and available in the right
quantities to the market within the critical limited window of time for commercial exploitation
of the intangibles.
Recommendation

The periodic adjustments provision under any commensurate with income standard should
continue to utilize a maximum five year safe harbor as the trends of intangibles obsolescence
and replacement through innovation is accelerating not decelerating. In addition, given the
significant difference in present values of an intangible for the first five years versus
collectively any period beyond five years, the USCIB sees no practical benefit to continue to
test transaction values so far into the future.
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D. The proposed changes to the ~ o m h e n s u r a t ewith Income Standard is
Contrary to the Legislative Intent

Per the Report of the Committee on Ways and Means House of Representatives, the
committee's intent was that the commensurate with income standard is to facilitate valuing
intangible property by truing up projections to actual results rather than capping any one
party's economic return, as delineated in the following excerpt:
"The committee does not intend, however, that the inquiry as to the
appropriate compensation for the intangible be limited to the question of
whether it was appropriate considering only the facts in existence at the time
of the transfer. The committee intends that consideration also be given the
actual profit experience realized as a consequence of the transfer. Thus, the
committee intends to require that the payments made for the intangible be
adjusted over time to reflect changes in the income attributable to the
intangible."32
Further, the White Paper's conclusions regarding the commensurate with income standard
include the following excerpt:
"Aside from the empirical evidence of what unrelated parties seem to do,
actual profit experience is generally the best indication available, absent
comparables, of anticipated profit experience that arm's length parties would
have taken into account at the outset of the arrangement. It is, therefore,
perfectly consistent with the arm's length standard to treat related party license
agreements generally as renegotiable arrangements and to require periodic
adjustments to the transfer price to reflect substantial changes in the income
stream attributable to the intangib~e."~~
For the last ten years a five year safe harbor under Treas. Reg. $1.482-4(f)(2) has been
sufficient and regarded by the Service as supplementing compliance to the arm's length
standard. The proposed adjustments provision has the result of supplanting the arm's length
standard rather than supporting it. This is clearly inconsistent with the intent of Congress and
was expressly rejected by the Tax Court in Xilinxr 125 T.C. No. 4 (2005), in which the Court

specifically stated:
32

H.R.Rep. 99-426.99l.b Cong., 1st Sess. (1985) a1 424-25. 


33 Notice

88-123, 1988-2, C.B. 458, Chapter 8 Periodic Adjustments, A. Introduction. page 477. 
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to increase the value of intangibles contributed by a U.S.multinational) under the
commensurate with income standard should continue,

34 Xilinx,

125 T.C.No.4 (2005). page 3 1.
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d tax policy regarding the

definition of intangibles for the following reasons:
The principle departs from established law;
The principle would inject confusion into the cost-sharing law, in apparent
contravention of congressional intent; and
(iii) 	

As a practical matter, should the Service seek to apply this principle despite its
lack of grounding in law, the result would be to encourage the movement of

R&D activities out of the United States.
A. Established law

IRC 5482 define "intangible" by reference to IRC $936(h)(3)(B). Specifically, IRC
Â§936@)(3)(Bprovides in full:
The term "intangible property" means any

-

(1) patent, invention, formulae, process, design, pattern, or know-how;

(2) copyright and literary, musical, or artistic composition;
(3) trademark, trade name, or brand name;
(4) franchise, license, or contract;
(5) method, program, system, procedure, campaign, survey, study, forecast, estimate,
customer list, or technical data; and
(6) any similar item
which has significant value independent of the services of any individual. (Emphasis added)
An item is considered similar to those listed above if it derives its value not from its physical

attributes but from its intellectual content or other intangible properties.35
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n place" falls under the definition of an intangible.

that "an existing research team in place" is not defined as an intangible. In the preamble to
the proposed $482 Treas. Regs. in 1993, the IRS solicited comments

--

It

"...as to whether the definition of intangible property ... should be expanded to include 

items not normally considered to be items of intellectual property, such as work force in 

mphasis added) 


When final regulations under IRC $482were published in 1994, they did not incorporate a
change to the definition of intangibles. It therefore seems clear that work force in place was
carefully considered by the Service and concluded that a work force in place was comprised
of the collective value of the services of the individuals that worked in that organization and
therefore would meet the specific exception noted in IRC $936(h)(3)(B) and by default not
constitute an "intangible" within the meaning Treas. Reg. 81.482-4@).
Moreover, the same language in the current regulations issued under IRC $482 makes clear
that a research team in place is not an "intangible" for purposes of IRC $482, is substantively
identical to language that was contained in the Treas. Regs. in 1986, when Congress enacted
the current version of IRC $4 82? In connection with the amendment in 1 986, Congress
Treas. Reg. $1.482-4&)(6). 

of Proposed Rulemaking, WTL-401-88, 1993-1. C.B 825- 827 

37 As of 1986, Treas. Reg. $ 1'482-3(d)(3) provided: 

35

36 Notice

(i) 	

Solely for the purposes of this section. intangible property shall consist of the items described 

in subdivision (ii) of this subparagraph. provided that such items have 

substantial value independent of the services of individual persons. 

(ii) The items referred 10 in subdivision (i) of this subparagraph are as 

follows: 

(a) Paienis. invenn'ons. formulas, processes. designs, panerns. and other 

similar items: 


(b) Copyrights, literary, musical, or artistic compositions. and other 

similar items; 
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length standard as articulated in the 1986 Act; and there is no indication whatsoever that

B. Departure from Existing Understanding of "Cost Sharing"
In order to implement the principle that "an existing research team in place" constitutes an
intangible for purposes of Treas. Reg 1.482-4@), the IRS would need to depart from the most
fundamental element of a "cost sharing" arrangement. The hallmark of a cost sharing
arrangement, as it is currently understood - and as it surely was understood in 1986, when
Congress amended IRC $482, was to continue to respect CSAs and that a cost-sharing
participant that provides research services is to be reimbursed by the cost sharing pool for its
costs. There has never been an expectation that such a research provider would also receive

-

additional compensation in effect, a profit element - above the research provider's actual
costs.

By implying that the research provider is per se providing an intangible asset to the cost
sharing arrangement, the principle stated in the preamble would change existing law to
require more than simply the reimbursement of costs. To seek to inject such a novel element
to U.S.cost sharing law without a legislative change would be to invite confusion as well as
unauthorized additional tax burdens on U.S.research providers.

(c) Trademarks; trade names, brand names, and other similar items:

(d) Franchises, licenses, contracts, and other similar items;
(e) Methods, programs, systems; procedures, campaigns. surveys. studies,
forecasts, estimates. customer lists, technical data. and other similar hems.

"

This language, moreover, appeared in the regulations immediately preceding section 1.482-2(d)(4),which
rovided rules for cosi sharing arrangements.
Home Conf. Rep. No. 84 1,99* Cong., 2" Sess. 11-638, reprinted in U.S. Code Cong. & Adnmi. News, 99*
Cong., 2s6Sess. a1 4726.

a

-

.&

U.S. Council for Intemaijonal Business Comments on Prop. Treas. Reg. $1.482-7

- --

"

In the
last decade there has been a substantial growth in the number of research focused firm
---- - mostly performing third party research: ~ h e s firms
e
are increasingly being employed by 1
dertake research and development efforts on their behalf. This outsourcing
of research helps large corporations to shorten the time to market as well as the cost of new
product development. Therefore, third-party organizations may substitute the activities of an
8

existing research team in place, which weakens the argument that a workforce in place has
substantial value independent of the services provided by this group of individuals.
The diagram below presents the turnover rates by industry in the U.S. over the 2001-2004
time period. The high turnover rates experienced by the Professional and Business Services
industry (i.e. under which an R&D team would fall) further supports the notion that a research
team may be easily replaced through external hiring.39

U. S. Employee Turnover Rates by Industry (2001 - 2004)'"
U.S. Turnover Rates Per Industry
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to Appendix A for further details.
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Although the proposed cost sharing regulations do not ex

fine "Resources and

Capabilities" (a very broaderm that can include in-proce

ogy, workforce, existing

source code etc.) as intangibles, it considers this as an external contribution separate from the

CSA. In essence, "Resources and Capabilities" are treated as an intangible under the
proposed cost sharing regulations.

Any entity, related or unrelated, possesses resources or capabilities for which they are
compensated for under arm's length considerations. Therefore, if an entity were to be
compensated for its resources and capabilities beyond what a third party would demand for
the performance of similar functions and the bearing of similar risks, then this additional
compensation would not be consistent with the arm's length standard.

E. Conclusion
Seeking to expand the definition of intangible property would be contrary to long-standing
law that the value of an individual does not represent an intangible asset within the meaning
of IRC $8 482 and 936. This change - which the Service seems intent on imposing without
any apparent Congressional approval - would exacerbate already existing tax-based
distortions that discourage the conduct of research in the United States in favor of countries
which impose lower tax burdens. Such an effort by the Service would therefore appear
unwise, as well as unsupported by the underlying law.

'O

-

Data Source: The U.S.Depanmeni of Labor Bureau of Labor Statistics
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A. Context from the Preamble

regulations respect a subsequent buy-in payment (or a
PCT in the proposed regulations) for an external contribution whether it is in the form of
I

payments of a fixed amount, either lump sum or installment payments, or payments
contingent on the exploitation by the PCT Payor.
The proposed regulations for PCT payment for a PFA ("PFA-PCT"), however, would not
provide the same flexibility and would require the payment for a PFA to mirror the form of
the uncontrolled transactions in which the PFA was acquired. The preamble to the proposed
regulations states that:
A PFA is an external contribution representing resources or capabilities acquired by a
controlled participant in an uncontrolled transaction that takes place after formation of
the CSA and that, as of the date of the acquisition, are reasonably anticipated to
contribute to developing cost shared intangibles.
Elsewhere, reference is made to a purpose of separately identifying PFA-PCTs
The Treasury Department and the IRS believe that the form of PCT Payments for
PFAs must be consistent with the principle that allocations of cost and risk among
controlled participants after a CSA has commenced should be in proportion to their
respective Reasonably Anticipated Benefit ("RAB") shares. Accordingly, the
proposed regulations provide that the consideration under a PCT for a PFA must
follow the form of payment in the uncontrolled transaction in which the PFA was
acquired.
The proposed regulations further limit the form of the payment in that:
"neither PCT Payments, nor cost sharing payments, may be paid in shares of stock in
the payor."
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As explained below, such limitations are inconsistent with-how parties at ah's length - -

*

-. .

--A==

structure their arrangements, well settled principles of law, the history of IRC $482 and
Treasury Regulations issued thereunder, as well as other regulations provisions dealing with
transfers of intangibles.

B. Response - In General
The limitations imposed by the proposed regulations on the form of the transactions and the
calculation of the amount of the PFA-PCT are inconsistent with the arm's length standard in
that:
Taxpayers have the legal right to structure their transactions as they see fit and to have
the form respected;
Prescribing the form of the PFA-PCT may result in transactions that are inconsistent
with other provisions governing transfers of intangibles and the legislative intent
regarding the treatment of the transfer of an intangibles as royalty payments
commensurate with the income attributable to the intangibles;
Arm's length parties would not agree to structure a buy-in in a prescribed form based
on the form of one participant's acquisition of a trade or business as they would have
no control over such activities which have significant impact on their business
operations;
Parties at arm's length could not, in many instances, structure a buy-in in a prescribed
form of payment based on the form of another participant's acquisitions as it may be
impossible to obtain the required financing.
The use of the overall RAB may understate or overstate the relative proportion ofbenefit from
any external contribution acquired in a PFA-PCT.
The ambiguity of the definition of an external contribution (in a PFA context) appears to
imply thai foreign goodwill would be an external contribution in a PFA-PCT. This position is

-"-

--

-

Ax.-

--

.--.--..-

nition of intangibles and external contributions, it is difficult for
taxpayers to exclude acquisitions from their cost sharing arrangements in a manner that arm's
length parties would attempt to do.
l1

We believe that taking into account the legal and economic basis of the transaction and the
rights of a taxpayer to structure a transaction as they see fit are essential parts of a reasonable
regime.
With regard to the objective of making the regime more consistent with the arm's length
standard, these regulations must reflect how arm's length dealings are conducted between
third parties, the established principles in US Court decisions, IRC $482 and Treasury
Regulations issued thereunder, as well as the legislative intent underlying the introduction of
the commensurate with income standard.

In short, we believe the approach to PFAs in the proposed regulations is contrary to the arm's
length standard and that the prescribed form of the payment offers insufficient consideration
of the legal rights of taxpayers. In contrast, the retention of the ability to structure PFA-PCT
payments consistent with other PCT payments appears to us to be a far better system to ensure
a fair and practical application of the arm's length principle.
Recommendation

The USCIB recommends thatthe Service:
1a. Respect the taxpayer's rifht to structure a payment for a PFA-PCT in the form of

a sale or a license: either as a lump sum or installment payment, or as payments
contingent on the use of the intangibles.
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I b. Allow for the form of the payment to be in the shares of the PCT Payor pur%uknt

to IRC $5351 or 361 for which ~ r e a s . ~ e$1.367(d)-lT
~.
will apply and the valueto
be determined under the principals of Treas. Reg. 51.482.
2. Specifically prescribe the use of the marginal increase in each controlled
participant's RAE as the basis for determining each participant's share of the arm's
length payment for the external contributions in a PFA-PCT.

3. The specific exclusion of foreign goodwill from the PFA payment consistent with
the rules under Treas. Reg. $ 1.367(d)-I T(b).
4. Provide a specific mechanism and guidance for taxpayers to explicitly exclude

acquisitions from their CSAs.

D. Specific Comments on Proposed Regulations Covering PFAs (Prop.
Treas. Reg. @1.482-7(b)(3)(v) and (vi), 51.482-7(b)(3)(iii), and 51.482-

We now offer specific comments on the regulations regarding PFAs, as proposed. There are
four principal parts of the proposed regulations which we address below:
Prop. Treas. Reg. $51.482-7@)(3)(v) and (vi), which introduces the concept that the 

form of the payment be consistent with the form of the controlled participants 

acquisition from a third party except it cannot be made in stock of the PCT Payor; 

Prop. Treas. Reg. 51.482-7@)(3)(iii), which sets forth that the arm's length amount of 

the PCT, including a PFA, shall be determined in accordance with the RAB as 

determined under Prop. Treas, Reg. $ 1.482-7(e); and 

That the definition of external contribution under Prop. Treas. Reg. $1.482-7(b)(3)(ii) 

does not specifically exclude foreign goodwill consistent with Treas. Reg. $1.367(d)- 

1TO). 


The definition of a PFA under Prop. Treas. Reg. $1.482-7@)(3)(v) and the definition 

of external contribution under Prop. Treas. Reg. $1.482-7(b)(3)(ii) may not allow 

taxpayers lo explicitly exclude PFAs from the CSA. 


"

-

.
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.

1.

Prescribed Form of Payment for PFAs [Prop. Treas. Reg.

581.482-7(b)(3)(v) and (vi)]
d by a number of aspects of the proposed regulations regarding PFAs,
but, in particular, with the introduction of a prescribed form of the PFA-PCT payment. In our
ents below, we provide evidence that:
(I

a

ribed form is inconsistent with a taxpayer's legal right to structure the
transactions as it sees fit and the evaluation of a transaction in accordance with the
economic substance and legal form of the transactions under Treas. Reg. $1.482-

l (d)(3)(ii);
0

The prescribed form is inconsistent with the history and intent behind the cost sharing
regulations and the commensurate with income standard as well as other provisions
governing other transfers of intangible property;

0

Uncontrolled parties would not enter into an agreement which mandates the inclusion
of another party's acquisitions and mandates the form of the payment to be made for
such acquisitions; and

In many instances, parties dealing at arm's length could not make the required PFA
payments, nor could they obtain the required financing from an uncontrolled party.
a. The Undermining of Taxpayers Legal Rights
Itis a well settled principle that "taxpayers are entitled to structure their business transactions

as they see fit.&' Further, where a transaction has genuine economic substance and comports
with economic realities, it should be respected for tax purposes.42

42

Offermann v. C.1.R: 55 TC 955 ( 1988).
Id.
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impinge on the legal right of taxpayers to structure transactions by any means which the law
permits and may improperly impose a non-arm's length result. For instance, differences in
bargaining position, timing, and competitive relationships may dictate the terms of the
uncontrolled transaction in which a PFA was acquired. Such issues, however, may not be
present in the cost sharing context, and the absence of such issues must be taken into account
when determining an arm's length value for a PFA contribution.
Adherence to the arm's length standard rather than strict deference to a prescribed form
should dictate the bounds of a proper PFA-PCT payment for a PFA. Under this approach,
which has firm roots in case law dealing with IRC $482:
taxpayers "owned or controlled by the same interests may enter into transactions inter
se and if fair, or resulting from arm's length bargaining, such transactions will be

b. Inconsistent with Legislative Intent and History

The legislative and regulatory history relating to IRC 5482 demonstrates that the arm's length
standard is applicable in determining the appropriate allocation of costs. In Treasury's own
words:
Looking at the income related to-the intangible and splitting it according to
relative economic contributions is consistent with what unrelated parties do.
The general goal of the commensurate with income standard is, therefore, to
ensure that each party earns the income or return from the intangible that an
unrelated party would earn in an arm's length transfer of the intangible ...
The legislative history indicates that the commensurate with income standard
does not prescribe a specific, formulary approach for determining an intangible
transfer price...]! does not prescribe (nor depend for its application upon) a
specific legal form for transfers of intangible property ...Nor does it mandate
any specific treatment of the transferor or t r a n ~ f e r e e . ~ ~
^Hamburgers York Road, Inc. v. C. J.R.. 4 I TC 821, 835 ( 1 964) (citing Ballentine Motor Co. v. C.I.R , , 39

TC 348,357 (1961)). 

Notice 88-123, 1988-2 CB 458,472. 
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iermore Treasury notes:

and Treasury agree that parties are free to structure
as either a sale or license, the economic consequences of a
l u m p sum payment arrangement generally must resemble those under a
periodic payment approach in order to satisfy the commensurate with income
standard.45(Emphasis added]
I1

Treas. Reg. $1.482-1, explicitly provides that the arm's length standard applies to "all
transactions" and cost sharing determinations pursuant to Treas. Reg. $1.482-7 are not
exempted. Xilinx, Inc. v. C.J.R., 125 TC 4 (Aug. 2005). Treas. Reg. $1.482-1(d) dictates that
the form of the transaction, for which a taxpayer has the legal right to structure as it sees fit,
will be respected if such form is consistent with the economic substance.
The Xilinx court rejected the Service's argument that the application of the express terms of
the cost sharing regulation itself produces an automatic arm's length result. This, however, is
precisely what the PFA provision does under the proposed cost sharing regulations with its
strict limits on the form of PFA-PCT payments for PFAs. As the Xilinx case suggests,
subordinating the arm's length standard in favor of a rigid regulatory mandate dictating the
form of a PCT payment will properly be subject to defeat in court.

c. Inconsistent With Other Legislative Provisions for the
Transfer of Intangibles
There seems to be no limitation against or reason why the form of payment rules for PFAPCTs under the proposed cost sharing regulations cannot be consistent with Treas. Reg

Â§367(d) Under Treas. Reg. Â§367(d)a transfer of intangible property to a controlled foreign
corporation or in certain corporate reorganizations is treated as a sale made for payments that
are contingent on productivity, use; or disposition (i.e. a royalty payment).

""Notice88-123, 1988-2 CB 458.472.
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Treas. Reg. $367(d) further suggest that importing rules into the proposed cost sharing
framework can add some fluidity to the interaction between the Treas. Reg. $5367 and 482.
The following quote from the Treas. Reg. $367 illustrates this point:

such person shall, over the useful life of the property, annually include in gross
income an amount that represents an appropriate arms-length charge for the
use of the property. The appropriate charge shall be determined in accordance
with the provisions of $482 and regulations there~nder.4~(amended for
illustration)
The proposed rules concerning the form of a PFA-PCT payment is overly restrictive, and the
proposed regulations and preamble thereto offer no supportable reason as to why in certain
situations a prescribed form of payment is required. The potential harsh results under Prop.
Treas. Reg. $1.482-7(b)(2)(vi)(B) can be readily mollified by issuing rules that conform with
Treas. Reg. Â§1.367(dwith respect to transfers of intangibles and by being consistent with the
proposed regulations in respect of other PCTs.
d. Arm's Length Parties Would Not Agree to a Prescribed
Form for PFAs

The USCIB does not have any evidence and does not believe that parties acting at arm's
length would require a prescribed form of buy-in in relation to PFAs. Parties acting at arm's
length (when one party makes an acquisition) would not mandate that the other party shall pay
for a share of that acquisition in a prescribed form. Such an arbitrary prescription of form and
inclusion would have potentially severe ramifications to the ongoing business of the PFAPCT Payor and, as such, it would not relinquish control over its costs and be subject to such
uncertainties.

'"' Treas.

Reg. 8 1.367(d)-l T(c)
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'certainty and control are o f p a r a ~ ~ o u importance
nt
to unrelated

sharing arrangements. " The proposed regulations do not provide

01 to controlled participants in a cost sharing arrangements, as the
mandate a potentially bankrupting payment by a controlled

er controlled participant makes an acquisition.
at am's length do not, and would not, agree either explicitly or
implicitly to pay a fixed form of payment based upon the actions of another party that are
beyond their control.

As such, the USCIB also recommends that specific guidance be

provided on being able to exclude a PFA from a CSA.

e. Arm's Length Parties May Not be able to Obtain the

Financing to Pay for a PFAIPCT

In many instances, where one controlled participant makes an acquisition of a trade or
business the other controlled participants may not be capable, based upon their business
operations, of paying the PCT associated with the PFA-PCT.

In many instances, the requirement for the PFA-PCT to be in a form consistent with the
uncontrolled transactions; but, prohibiting that payment from being made in shares of the PCT
Payor, will mandate a lump sum cash PCT buy-in. In such circumstances, the PCT Payor
may not have the cash available to meet the obligations of the mandated PCT payment or the
cash flow to fund such a payment.

Therefore, the mandated payment could force the

controlled participant into an insolvent position, which may be contrary to corporate law in
many countries, or even into bankruptcy.
Furthermore, given the broad definition of external contributions: the PCT Payor may not be
able to obtain reasonable financing to fund a PCT payment. This is because many of the
external contributions, such as workforce and associated goodwill, cannot be securitized or

-

.-.

--

-.

-
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attributes of the external contributions, a third party financer could not sell the trade or
business to securitize any financing it provided. As such, in many instances, reasonable
financing that a prudent investor could seek to obtain would not be available to the controlled
participant and the PFA-PCT payment would not be a reasonable alternative to the controlled
participant.

f. Concluding Comments on the Form of a PFA-PCT
Payment

In conclusion, we believe that the introduction of a prescribed form for PFA-PCT payments is
contrary to the legal rights of taxpayers, the current regulations, the history of IRC $482, the
arm's length standard, and international guidance on the arm's length standard. We also
recommend that the PFA-PCTs be able to be structured as contribution to capital in
accordance with the existing rules of Treas. Reg. Â§367(d)
2. Use of RAB to Determine Payments for PFAs [Prop. Treas. Reg.
51.482-7(b)(3)(iii) and 51.482-7(e)]
Prop. Treas. Reg. $1.482-7(b)(3)(ii), requires the calculation of a PFA-PCT based upon the

R A E as determined under Prop. Treas. Reg. $1 -482-7(e). This, however, may result in PCT
payments that diverge from the actual benefits derived from the external contributions from
the uncontrolled transactions where the increase in a party's RAE3 resulting from an
acquisition is disproportionate to the existing RAB of the overall arrangements.
For example, under an existing arrangement Party A and Party B each have a RAB of $50
respectively. Party A acquires a corporation which has an intangible value of $100 which is
primarily expected to be utilized by Party B. The relative increase in each party's RAB from
the acquisition is $90 for Party B and $1 0 for Party A. Following the acquisition, the RAB of
Party A will be $60 and the RAB of Party I3 will be $1 40. Applying the overall RAB of each

actually get 90 percent of the RAB from the acquisition. As such, Party B will underpay by-

$20 compared to the rights it receives. The use of a marginal increase in RAE would see

Party B pay for 90 percent of the intangible value in accordance with the actual benefits it

e believe that in respect of PF+-PCTs, the proposed regulations should
clearly incorporate the use of the marginal increase in RAB of each controlled participant.
3. External Contributions Should Specifically Exclude Foreign

Goodwill under Prop. Treas. Reg. $1.482-7(b)(3)(v)
The USCIB notes that the definition of resource or capabilities to which a PFA applies under
Prop. Treas. Reg. $1.482-7(b)(3)(v) does not exclude foreign goodwill consistent with Treas.
Reg. Â§1.367(d)-IT@or resources or capabilities acquired through a tier of entities where
such entities can be the subject of a tax free reorganization under IRC $6351 or 361 subject to
the rules of Treas. Reg. 5 1.367(d)-1T(b).
The proposed regulations and the preamble thereto, are silent as to the treatment of goodwill.
Final regulations, however, should clarify that goodwill is unlikely to be considered an
external contribution, because it is unlikely to be a resource or capability that contributes to
the development of cost-shared intangibles. This treatment of goodwill not only comports
with the general framework of the proposed regulations but with the treatment of goodwill in
other areas.
The proposed regulations define external contributions as "any resource or capability that is
reasonably anticipated to contribute to developing cost shared intangibles.'"

Prop. Treas. Reg. $1.482-7(b)(3)(ii).

Under various
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er all other assets have been identified and valued.48
e existing classification of goodwill is consistent with Congressional interpretation of the
ue placed on goodwill. Inenacting the special rules for transfers of intangibles under IRC

Congress did not believe that transfers of goodwill, going concern value, or
certain marketing intangibles should be subject to tax. Goodwill and going
concern value are generated by earning income, not by incurring deductions.
Thus, ordinarily, the transfer of these (or similar) intangibles does not result in
avoidance of Federal income taxes. Joint Committee on Taxation, General
Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984,
Section 1II.J. 11.

In line with the treatment of goodwill under IRC $367 and the Regulations thereunder, and
the conceptual framework of the proposed regulations relating to external contributions,
similar exceptions for goodwill should be explicitly stated in any final cost sharing
regulations. USIBC also believe that resources or capabilities of each controlled participant
that are part of a reorganization under IRC Â§Â§3or 361 should be subject to the rules of
Treas. Reg. 5 1.367(d)- l T(b) and not considered an external contribution in a PFA.
4.

Ability for Taxpayers to exclude PFAs [Prop. Treas. Reg.

Â§l.482-7@)(3)(~and 51.482-7@)(3)(ii)]
Prop. Treas. Reg. 5 1.482-7(b)(3)(v) defines a PFA as:
an external contribution that is acquired by a controlled participant in an
uncontrolled transaction that takes place after the formation of the CSA and
that as of the date of acquisition is reasonably anticipated to contribute to
developing cost shared intangibles. Resources or capabilities may be acquired
in a PFA either directly or indirectly through the acquisition of an interest in an
entity or tier of entities

Treas. Reg. 6 1.367(a)- l T(d)(5) and 4 1.1 060- l (b)(2).
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$1.482-7(b)(3)(ii) may n

xpayers to excl

cquisition from their CSA in the

would.

,to have certainty and control, may chose to exclude acquisitions
from their third party development arrangements. Taxpayers may wish to exclude new lines
of business that are only indirectly related to the CSA activity through not exploiting the
acquired business through their CSA. Parties at arm's length also may exclude an acquisition
to have certainty and control over their arrangements (see comments on form of transactions
above), particularly if there is no immediate direct benefit in respect of the CSA
developments.
As such, further clarification is needed on the definition of "reasonably anticipated to
contribute to a CSA," and guidance on how taxpayers can exclude an acquisition from a CSA
should be provided in these regulations.

-

The USCIB is -pleased to offer the following specific comments on the "Transition Rule" as

written in proposed Prop. Treas. Reg. $1.482-7(m). In summary, the transition rule provides
the following:

An arrangement will be considered to be a pre-existing CSA under the proposed

(i)
-.

regulations only if the written contract is revised to conform with the proposed
provisions within 120 days;
(ii) 	

An arrangement will not be considered a pre-existing CSA where the participants
fail to substantially comply with the provisions of this section, there is a material
change in the scope of the arrangement, or there is a 50 percent or more ownership
change in the interests in cost shared intangibles; and

(iii) 	

CSTs and PCTs occurring prior to the effective date shall be subject to the
provisions of former 8 1.482-7. Notwithstanding the foregoing, PCTs of a CSA
will be subject to the provisions of the proposed regulations if there is a Periodic
Trigger for such CSA for which a subsequent PCT, occurring on or after the
effective date, is the Trigger PCT.

The USCIB has four primary concerns about these proposed rules:
A. The deadline for compliance requirements for both pre-existing and new CSA's is
onerous;

B. The rules under which pre-existing CSA's could lose grandfather status are ambiguous
and not supported by economic reason;
C. The requirement for exclusive territorial divisions is an undue burden on business and
is not consistent with commercial business practices; and

D. 	 The potential loss of grandfather status for a pre-existing buy-in as a result of a 

Periodic Trigger for subsequent acquisitions is arbitrary and capricious, 


where the transactional arrangement is restructured to one not intended by the parties to the

Prop. Treas. Reg. $1.482-7(k)(4)(iii)(B)(l) requires that taxpayers file a CSA Statement with
t

the Service within 90 days of formation of the CSA. This is a significant change from the
existing regulations which require filing CSA statements contemporaneously with the tax
return. Many tax departments have limited resources and do not complete their detailed
analysis and documentation until close to the time the tax return is filed. This advanced
deadline may therefore, require tax departments to complete analysis and documentation well
in advance of the preparation of the corporate tax return. Furthermore, as this requirement is
not tied to the preparation of the tax return there is a greater likelihood that a taxpayer could
inadvertently miss the early deadline and thus jeopardize the status of its CSA. This creates

an unintentional trap for the unwary.
The transition rules extend the deadline for pre-existing CSAs to 180 days, however, the
deadline is still likely to be in advance of the tax preparation timing. The intent of this filing
deadline is not clear from the proposed regulations themselves, not does the preamble contain
a discussion on the goal or necessity of a filing deadline that is in all likelihood going to be
before the tax return filing due date. The tax return filing due date is an acceptable due date
for most other filings and elections, and there is no obvious reason why it would not be an
acceptable deadline for CSAs. Taxpayers could address any specific concerns the drafters of
the proposed regulations may have via comments if the reasons for the filing deadline were
known.

Prop. Treasury Regulation $1.482-7(m)(l) identifies that an arrangement in existence before
the date of publication of Prop. Treas. Reg. $1.482-7 as a final regulation in the Federal
Register will be considered a pre-existing CSA. if; prior to such date, it was a qualified cost
sharing arrangement under the provisions of Treasury Regulation $1.482-7 if the written
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of the 120th day after the date of publication o f the proposed regulations in the Federal
Register. USCIB believes that this filing requirement is onerous and should be amended.
Contracts can take years to negotiate and finalize between separate legal entities governed by
the commercial laws of different countries. The time table in the proposed regulations not
only disregards the impact on foreign trade but also dismisses corporate separateness as a
legal reality. The proposed regulations also fail to take into consideration the fact that
controlled affiliates could have substantial minority third party ownership interests, which
usually tends to increase the length of time needed to negotiate an acceptable agreement.
Additionally, the transition rule relating to the CSA statement is unclear as to what would be
required in the event grandfather status of a pre-existing CSA is terminated. It is unclear
whether the rules would require a taxpayer, upon loss of grandfather status, to open prior
years' tax returns and re-file a CSA Statement for each of those years. This provision should
be clarified in the final regulations.
The documentation and reporting rules under the proposed regulations are extensive and
require "substantial compliance" to maintain the grandfather status of pre-existing CSAs.
Unintentional errors in complying with these rules may thus result in a failure to meet the
documentation and reporting requirements and thus a loss of grandfather status. A loss of
grandfather status may prove particularly onerous for taxpayers requiring extensive
modification to pre-existing CSAs. For example, it is unclear whether, on termination of
grandfather status, documentation will need to be modified to address the proposed provisions
relating to exclusive territories for all participants. Moreover, IRS International Examiners
will be free to interpret "substantial compliance" in a manner inconsistent with the intent of
the regulations and with little recourse for taxpayers other than litigation.
Recommendation

The USCIB recommends that all pre-existing qualified CSAs be grandfathered under current
regulations for all purposes. The proposed regulations must apply prospectively only to CSAs
entered into after the effective date of the regulations. If an agreement is currently considered
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as a qualified CSA by both U.S. and foreign tax authorities, there should b e n i need to change--any provision of the existing agreement to comply with new regulations simply because the
Service unilaterally decided that it is no longer an agreement consistent with the arm's length
standard. Nonetheless, USCIB recommends at a minimum that the deadline for filing the
notification withthe Qgden Campus of the IRS be amended to be consistent with the filing
date of the tax return. In addition, the USCIB requests the Service to clarify what is required

in of a taxpayer regarding previously filed tax returnsin the event of a loss of grandfather
I

B. Unclear Definition of the Conditions Resulting in the Termination of
Grandfather Status
Prop. Treas.Reg. 81.482-7(m)(2) identifies three additional conditions which would result in
the termination of the grandfather status: (i) a failure of the controlled participants to
substantially comply with the provisions of this section; (ii) a material change in the scope of
the arrangement, and (iii) the condition where "50 percent or more of the value of the interests
in cost shared intangibles are owned directly or indirectly by a person or persons that were not
direct or indirect owners of such interests as of the effective date of the new regulations."

Recommendations

First, the phrase "failure to substantially comply with the provisions" is undefined and creates
taxpayer uncertainty as to when good faith compliance efforts have reached this "substantial"
level. This uncertainty may lead to an onslaught of litigation as taxpayers defend themselves
and their ordinary business practices from potential penalties and unrealistic administrative
burdens. Alternatively, this uncertainty may cause taxpayers to extend unnecessary effort to
achieve compliance to avoid penalties and the potential loss of grandfather status.
Second, there is no clear definition of what comprises a material change in the scope of the
arrangement. Unrelated parties routinely change the substance of their arrangements in
response to changes in the market; the availability of technology, and other economic
conditions. To deny related parties operating with a pre-existing CSA the same business
choices allowed to third parties seems punitive and contrary to arm's length principles that are

53

U.S.Council for International Business Comments on Prop. Treas. Reg. 81.482-7
-----.- - -. ....- - - - -. .--.. .--accepted globally by foreign trade partners and as embodied in the Organization for Economic
.
.
A
-

&
-

ion and Development ("OECD") Guidelines. This, in turn, may lead taxpayers to
itions of scope in their cost sharing arrangements and result in

d, in terms of economic justification as well as administrative compliance. In
determining the value of the interests held in cost shared intangible intellectual property, it is
unclear whether this is determined on a legal entity basis or includes additional, upper tier
entities and/or shareholders in an aggregate approach.
For example, consider the situation where a pre-existing CSA is in place between
A and B, each owning 50 percent of the interest, and company C purchases company A but
makes no change to company A's structure or to the pre-existing CSA between companies A
and B. It is unclear whether this indirect ownership change would trigger the loss of
grandfather status. If this is deemed to be a change in ownership, the proposed regulations
suggest company C may be required to make additional payments. We cannot ascertain the
economic justification for this result. Such a result is not analogous to business decisions
between third parties, and as such, fails to honor the arm's length standard.
Furthermore, it is unclear how monitoring such ownership changes will be administered. We
recommend that the Service defines the level of change required for taxpayers to evaluate
when a change in ownership has occurred and also define how ownership is to be measured
and tracked. Similar guidance regarding attribution rules is embodied elsewhere in various in
IRC sections and the Treasury Regulations issued thereunder.

C. Exclusive Territorial Division Compliance for Pre-existing CSAs

The proposed cost sharing regulations introduce the requirement that controlled participants in
a CSA must divide among themselves all interests in cost shared intangibles on a territorial
basis wherein the entire world must be divided into two or more non-overlapping geographic
territories, and each controlled participant must receive at least one such territory. Each
controlled participant receives a perpetual and exclusive right to the profits from transactions

A
*
.
.
.
. 

A
A
-

participant's territory to the extend that such profits are attributable to cost shared
-

epartureirom the existing cost sharing regulations as no such exclusive
torial divisions were previously required. Many QCSAs are written without such
exclusive territorial divisions. This fact appears to be recognized by the Service as this
requirement does not apply to CSAs existing prior to the date these proposed regulations are
finalized, even though the preamble to the proposed regulations state that no inference is
intended as to the permissibility of nonexclusive interests under the existing regulation.

This exclusive territorial interest requirement is contrary to arm's length licensing practices
involving uncontrolled taxpayers. Typically, restrictions on location of manufacturing and
annual volume manufactured are included in technology licenses to uncontrolled taxpayers,
but rarely are there restrictions on location of sales of the manufactured product produced
using the thus licensed intangibles. Imposing the requirement that a controlled participant
with sales in another controlled participant's territory forfeit any profit attributable to the
intangible property is a form of a restriction. Therefore, to the extent that the regulations seek
to mimic true arm's length deals among unrelated taxpayers, there should not be a requirement
to forfeit profits attributable to cost shared intangibles for sales in any territory.
The proposed regulations fail to take into consideration the fact that multiple controlled
participants (i.e., in the form of controlled joint ventures) may operate in the same country
and are not consolidated for tax purposes. Each of those participants should be allowed to
manufacture and sell products utilizing cost shared intangibles.
The territorial restriction also ignores the economic realities of a global operation involving
controlled participants. Take for example a situation where controlled participant "A", that
utilizes cost shared intangibles in their manufacturing operation, temporally being unable to
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lied participant "B"located in a different geographic area with e
anufacturing capacity will be utilized to supply the customer. These two controlled
ts may very well be in two different countries, and controlled participant

"B"should

t be forced to forfeit the profits attributable to cost shared intangibles from that sale because
of the U.S.cost sharing regulations. Controlled participant "B"should be able to sell directly
to the uncontrolled customer without having to account for the sale to controlled participant

"A". If the sale was from controlled participant "A", to controlled participant "B",and then to
the uncontrolled customer, it is questionable what profits would be available to controlled
participant "A" since "A" would have to purchase the product at a defensible arm's length
transfer price from "B". That would leave little or no profit left on the resale to the
uncontrolled customer. Therefore, it is economically unjustifiable to require controlled
participant "B"to forgo the profits attributable to cost shared intangibles that a true arm's
length transfer price would have generated.
There could also be situations where multiple controlled participants jointly shared costs to
develop a technology that currently may only be licensed in one country. The controlled
participant in that country may have only paid a relatively small share of the development
costs, but under the proposed regulations, it appears that they would be entitled to all the
license revenue. That is not fair to the other controlled participants who contributed to the
costs of developing the technology but have not yet been able to license the technology in
their respective geographic territories.
Lastly, the proposed regulations require controlled participants to engage in an agreement that
would restrict competition and, as designed without any limitation or other safeguards, would
potentially violate U.S.and other countries antitrust laws if agreed to among uncontrolled
participants. Competitors who collaborate to develop a new technology and enter into an
agreement to divide the world market amongst themselves to the exclusion of others in their
respective geographic area, would potentially be in violation of anti-trust regulations in
multiple jurisdictions around the world. Requiring controlled participants to engage in such

.
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ong controlled participants comparable to those of uncontrolled participants.
e proposed regulations should not depart from the existing
regulations by requiring exclusive territorial interests.
Short of eliminating exclusive territorial rights altogether, the Service should at a minimum
clarify the proposed regulations by explicitly stating that new entrants into a CSA that was in
existence before the proposed regulations are finalized may receive a nonexclusive worldwide
rights to cost shared intangibles, just as all the other controlled participants in the CSA
already have.
ould also recognize the fact that CSAs may include the development of
multiple products that all the participants may not have a business interest in. The territorial
restrictions should only apply to cost shared technology that the controlled participant shared
costs to develop, and not to all CSA technology. For example, if products 1,2,3 and 4 were
developed under a CSA, and controlled participant "A" cost shared in the development of
products 1 and 2, but not products 3 and 4 because products 3 and 4 were outside A's business
line, another controlled participant that did contribute to the development costs of products 3
and 4 should not have to account to A for the profits of sales of products 3 and 4 in A's
geographic territory.
Moreover, if A enters into the development of products 3 and 4, the new territorial rules
should not apply to A's relationship with other grandfathered participants.

D. Subjecting Pre-existing Buy-in Adjustments to New PCTs is Arbitrary
and Capricious
A specific example of retrospective application of provisions is Prop. Treas. Reg. 51.482-

7(m)(3)(i) which currently reads:
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"...PCTs of a [pre-existing] CSA will be subject to the provisions of this section if
there is a Periodic Trigger for such ['re-existing] CSA for which a subsequent PCT,
ng on or after the date of publica
e Federal Register, is the Trigger PC
This suggests that the entire, pre-existing CSA and all previously grandfathered PCTs will be
subject to the proposed regulations regardless of the material effect of the Trigger PCT on
those pre-existing PCTs.
It has been noted that the ambiguity of the language suggests that pre-existing PCTs may be
scrutinized under the new regulations, even if the statue of limitations has expired or if the
pre-existing PCTs have been supported by appropriate contemporaneous documentation and
application of the 80/120commensurate with income standard exception. This is a draconian
result. It may be appropriate for a Trigger PCT to prompt scrutiny of a pre-existing where
there is a subsequent PCT, but each PCT should continue to be assessed under the transfer
pricing rules and regulations in effect at the time the agreement was entered into and complied
with through the taxpayer's good faith efforts.
The loss of grandfather status for qualified cost sharing arrangements in existence prior to the
publication of the final regulation in the Federal Register ("pre-existing CSAs") is inherently
arbitrary because it provides for retrospective changes, i.e., applies to prior tax years, based
upon newly-to-be-issued, proposed regulations. This places an unreasonable burden on the
taxpayer to anticipate future Service policy changes. As indicated in the recent opinion in
Xilinx inc. v. Comr,125 T.C. No. 4:
"Petitioners are merely required to be compliant, not prescient. Accordingly, we hold
that respondent's [Commissioner's] allocations are arbitrary and capricious.. ."

.

An unfortunate consequence of the rules as written is that they may force taxpayers to litigate
transfer prices under pre-existing CSAs that have passed audit multiple times but now do not
comply with these proposed transition rules because the non-U.S. party refuses to amend a
legally binding cost sharing agreement. In fact, some taxpayers may make the uneconomic
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choice to adopt the proposed regulations even for pre-existing CSAs and associated hist6ri~i~'-=~---" "---

tax yeuswhere the taxpayer and the Service have resolved a dispute to mutual satisfaction
just to manage the costs of potential litigation in the U.S.,yet risk protracted disputes with
their non-U.S. participants and the corresponding foreign tax authorities. Such renegotiations

of pre-existing CSAs may be viewed as contrary to the arm's length standard as there is no
sound business purpose justifying the renegotiation from the standpoint of the non-U.S.
participant and its home country tax authority.
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Total Separations

r
ula (ln Millions)

.

'01
A

'02
B

'03
C

'04
D

Total Employees
'01
E

'02
F

'03
G

'04
H

Financial Activities
JZducational & Health Services
Information
Manufacturing
Mining & Natural Resources
Other Services
Trade, Transportation, & Utilities
Professional & Business Services
Construction
Leisure & Hospitality

NotThe data source is the US. Department of Labor - Bureau of Labor Statistics:
a) Total Employees Source: h~:llm.bls.gov/webappsAegacylcesbtabl.hm
b) Total Separations Source: h m : / / d a t a . b l s . ~ o v ~ D O l o u t s i d e . i s ~ ? s ~ e ~ ~

