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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REGJ06359-02 Page 1 

INTRODUCTION AND SUMMARY OF COMMENTS 

PricewaterhouseCoopers LLP ("PwC") is pleased to respond to the request of the 

Treasury and the Internal Revenue Service ("IRS") in Notice of Proposed Rulemaking 

REG 1063 59-02 for comments on proposed regulations relating to the treatment of stock­

based compensation for purposes of qualified cost sharing arrangements (the "Proposed 

Regulations"). 

The Proposed Regulations would require companies to use one of two methods to 

account for stock-based compensation of employees for purposes of determining costs to 

be shared. As a general rule, companies would use a valuation method that is generally 

based on the spread at exercise and consistent with the U.S. corporate tax deduction for 

many types of stock-based compensation (the "general rule"). Public companies traded 

on a U.S. exchange would be permitted to elect to value the options at grant using an 

economic model (such as Black-Scholes) in conformity with the alternative valuation 

typically reported in companies' financial statement footnotes (the "grant-date election"). 

PwC expects that the IRS and Treasury will receive numerous comments 

criticizing the Proposed Regulations on grounds that they are not consistent with the 

arm's length standard. Criticisms can be made based on evidence from actual arm's 

length dealings, from economic and accounting perspectives, and by reference to case 

law, federal legislation or international tax treaties. PwC agrees that the Proposed 

Regulations are fundamentally flawed in these respects, but is confident that other 

comments will competently address these points. Therefore, although we strongly urge 

the IRS and Treasury to withdraw the Proposed Regulations in their entirety, we will 

limit our detailed comments here to suggestions to improve the fairness and usefulness of 

the Proposed Regulations if the IRS and Treasury are determined to finalize them at this 

time in spite oftheir serious defects. 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REGJ06359-02 Page 2 

We suggest that, at the least, finalization of Proposed Regulations should be 

deferred until greater international consensus and coordination with other transfer pricing 

rules can be achieved. These issues are currently being studied by the Organization of 

Economic Cooperation and Development ("OECD"). In order to reduce the incidence of 

double taxation, it is crucial that the IRS and Treasury at least wait until an international 

consensus begins to form. Likewise, it is not reasonable for the IRS and Treasury to 

address this issue in a piecemeal fashion; rather, the implications of these rules on other 

transfer pricing issues should be fully considered before finalization. 

When and if the Proposed Regulations are fmalized, they should be prospective 

only and transition rules should be provided. The grant-date election should be available 

to all taxpayers, not just public companies that trade on a U.S. stock exchange, and 

should be allowed on extended returns. Exercise-date valuation should be fully 

conformed to tax deduction rules (even for incentive stock options) and pro-ration over 

the option's vesting period should be allowed. For the grant-date valuation, any 

reasonable method should be allowed rather than requiring conformity with financial 

accounting rules- alternatively, a "minimum value" method could be specified. 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REG106359-02 Page 3 

COMMENTS 

The Proposed Regulations Are Not Consistent With the Arm's Length 
Standard 

PwC expects that the IRS and Treasury will receive numerous comments 

criticizing the Proposed Regulations on grounds that they are not consistent with the 

arm's length standard. PwC agrees that the Proposed Regulations are fundamentally 

flawed in this respect, and is confident that other comments will extensively address these 

points. Because the arm's length standard is the central principle and foundation of 

international transfer pricing, we believe that promulgating these regulations will lead to 

numerous international tax disputes and increase the incidence of double taxation to the 

detriment of U.S. businesses. Therefore, we strongly urge the IRS and Treasury to 

withdraw the Proposed Regulations in their entirety. 

PwC fears that there is a strong possibility that the IRS and Treasury will choose 

to finalize these regulations in spite of their fundamental flaws. As a result, we feel a 

duty to our worldwide clients to offer suggestions that will improve the fairness and 

usefulness of the Proposed Regulations if the IRS and Treasury are not persuaded by the 

public comment_§ and hearings to withdraw them. While our detailed comments below 

will be limited to such suggestions, we want to emphasize that the comments are in no 

way intended to undermine our strong message that the regulations should not be 

finalized in any form. 

Before turning to our detailed suggestions, we wish to briefly outline some of the 

chief reasons why the Proposed Regulations are not consistent with the arm's length 

standard. The central inquiry in an arm's length analysis of cost sharing arrangements 

should be what costs independent parties would share under the same circumstances, and 

how they would measure and share such costs. The evidence from both private sector and 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rule making REG 106359-02 Page 4 

government contracts demonstrates that independent parties do not, in fact, agree to share 

any amounts based on the other party's employee stock options. 

Far from being surprising, these actual business contracting practices are precisely 

what would be predicted by sound economic reasoning. An arm's length party would not 

be expected to agree to reimburse the spread-at-exercise value of another party's 

employee stock options because the payments would be dependent on stock market 

fluctuations that are uncertain in time and amount, and entirely out of the payer's control. 

Arm's length parties would not be expected to agree to share amounts based on grant­

date valuations either because Black-Scholes and the other economic models commonly 

used to value options are highly speculative and inaccurate when applied to employee 

stock options, which have much longer terms and many more restrictions than the 

market-traded options for which the models were designed. 

B. Treasury Should Reassess Burden Imposed on Taxpayers by the Proposed 
Regulations 

At the outset, PwC would like to comment on the accuracy of the Proposed 

Regulations' estimates of the reporting and record-keeping burden imposed on taxpayers. 

Based on our experience advising clients 'that have both cost sharing arrangements and 

employee stock option plans, we believe that the additional -burden imposed by the 

Proposed Regulations would be significantly in excess of two to seven hours for each 

affected taxpayer, and the average burden would be significantly in excess of four hours. 

In our assessment, the initial tasks of designing procedures and systems to comply 

with the Proposed Regulations will require several days of effort for most affected 

taxpayers. The decision whether to make the grant-date election or follow the general 

rule is itself a significant and far-reaching decision that warrants extensive research, 

thorough modeling and careful consideration of both the tax and financial accounting 

implications. Systems then need to be put in place to capture relevant information about 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REG106359-02 Page 5 

each employee receiving stock options, including details about the options received and 

the employee's activities and responsibilities at the time. 

As for the recurring annual burden of complying with the Proposed Regulations, 

the necessary procedures are significantly different for each of the two allowed methods: 

• Under the grant-date election, the most difficult and time-consuming step of the 

process would be to apply the valuation model each time that an option grant is 

made. After each option grant, it would be necessary to determine the aggregate 

value of the options, make applicable adjustments (such as the adjustment for 

estimated forfeitures), and then determine how much of the adjusted total value 

is allocable to the cost sharing pool. Thereafter, the total allocated value would 

simply be amortized into the cost pool each quarter during the vesting period. 

• Under the general rule, on the other hand, pooling and amortization conventions 

could not be applied. Instead, each and every exercise of an option by an 

employee would have to be traced back to the initial option grant, a 

determination made whether (and to what extent) the employee was involved in 

cost-shared activities at that time, and the amount of the spread at exercise 

computed and added to the cost pool for the quarter. 

The annual burden on taxpayers would therefore depend critically on the frequency of 

option grants or exercises (depending on the method) and the complexity of the stock 

option plans. The upper estimate of seven hours may be accurate for the least complex 

cases, but it is likely to require significantly more hours each year for most taxpayers. 

The Proposed Regulations also estimate that the number of taxpayers burdened by 

these rules to be about 500. Since nearly every taxpayer that participates in a cost sharing 

arrangement would be affected by the rules, we feel the actual number may be twice or 

three times as high. In any case, however, we would warn Treasury not to take the 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaldng REG106359-02 Page 6 

relatively low number of affected taxpayers as an indication of the importance of this 

issue. The principles of the Proposed Regulations could easily be extended to all areas of 

intercompany transfer pricing where they would affect taxpayers in the hundreds of 

thousands. For example, it has been reported that Treasury and IRS are seriously 

considering adopting a similar approach to employee stock option issues in the update of 

the regulations on transfer pricing for services, which are expected to be completed 

during this Treasury business plan year. 1 

Lastly, we take issue with the claim of the Proposed Regulations that they would 

not have a significant economic impact on a substantial number of small entities. PwC is 

aware of many small companies, especially in the high technology sector, that have both 

cost sharing arrangements and stock option plans and so would be directly affected. 

C. Treasury Should Defer Finalization At Least Until International Consensus 
and Coordination with Other Transfer Pricing Rules Can be Achieved 

1. International Consensus 

Accounting for employee stock options raises very difficult issues that are 

currently being studied by a number of key international bodies. In fact, the treatment of 

stock options for transfer pricing purposes is currently being studied by the Organization 

of Economic Coordination and Development ("OECD"), which is the most influential 

voice in the transfer pricing arena. Due to the significant risks of double taxation in this 

area, it would be very unfortunate if the U.S. Treasury were to promulgate inconsistent 

rules so soon before the OECD speaks on the issue. 

1 See, e.g., "Angus Says Proposals on Cost Sharing, Services Under Section 482 Coming Soon," BNA 
Transfer Pricing Journal, Tues., Oct. 22, 2002, page G6. 

SER195

  Case: 16-70496, 09/09/2016, ID: 10118970, DktEntry: 49-2, Page 10 of 244



r . 

Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REGJ06359-02 Page 7 

Employee stock options play a key role in the U.S. economy, particularly within 

the small business sector, providing the fuel for growth and innovation. Options motivate 

employees to give peak performances, and allow them to share the rewards if the 

enterprise is successful. As Senator Joseph Lieberman said in introducing a bill on stock 

option accounting in 1993: 

"Equity is America's edge in global competition. It's our secret weapon. Neither 
the Europeans nor the Japanese have yet learned how to generate the kind of 
employee creativity and commitment that broad-based employee stock option plans 
have demonstrated/or US. companies. "2 

Until now, the United States has been at the forefront of encouraging companies to use 

employee stock options. It would be unfortunate break with this tradition if the U.S. 

Treasury leads the way in imposing onerous rules relating to stock options that will lead 

to international double taxation and jeopardize their continued viability as a form of 

compensation. PwC strongly urges the IRS and Treasury not to finalize the Proposed 

Regulations before an international consensus begins to form. 

2. Coordination of Transfer Pricing Rules 

The arm's length standard applies to all areas of intercompany transfer pricing. 

We do not believe it is reasonable or prudent for the IRS and Treasury to create rules for 

the treatment of employee stock options that apply only to cost sharing arrangements, 

which are only one aspect of intercompany transfer pricing. Adopting transfer pricing 

rules in such a piecemeal manner is likely to create unfair "traps for the unwary" or give 

rise to other unforeseen consequences. 

2 
Quoted in Testimony of Douglas 1. Maine in U.S. Senate, EMPLOYEE STOCK OPTIONS, HEARING BEFORE 

THE SUBCOMMITTEE ON SECURITIES (October 21, 1993 ). 

SER196

  Case: 16-70496, 09/09/2016, ID: 10118970, DktEntry: 49-2, Page 11 of 244



1 .. 

I 

I .. 
I 

Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaldng REG106359-02 Page 8 

Many examples of such unforeseen consequences are possible. Here we provide a 

single example in an area most closely related to cost sharing: determination of a "buy­

in" royalty for use of pre-existing intangible property. 

Consider a U.S. company with a cutting-edge product line that reports substantial 

net margins on its public fmancial statements. As a result of its high-profile products and 

strong profit margins, the U.S. company has seen its stock price soar over the past few 

years and so many long-time employees of the company have exercised their stock 

options. As a result of the stock option deduction, this company has little or no taxable 

income due to the high number of employees exercising their options at this time (and 

paying substantial individual income taxes on the income). 

Now, assume that, in connection with its global expansion, this company were to 

enter into an R&D cost sharing arrangement with a newly formed foreign affiliate. The 

Proposed Regulations would require both companies to share future stock option 

deductions in proportion to their shares of the benefits from the R&D program. Because 

only the U.S. company owns any pre-existing intangible property, the new foreign 

affiliate would also have to pay a "buy-in" royalty to the U.S. parent. Applying the 

principles of the Proposed Regulations and accounting for employee option spreads at 

exercise as an expense, the company finds it has had little or no profits for several years 

and does not expect to have any profits for several years into the future. 

Under the commensurate with income standard, "profit potential" is key to 

determining the amount of the "buy-in" royalty no matter what transfer pricing method is 

used. Assuming the company uses the comparable profits method to determine the "buy­

in" royalty, the result will be a very low royalty rate since expected profits after stock 

option exercises scarcely cover the routine return for the new affiliate's manufacturing 

and sales functions. In contrast, if financial accounting standards were used for the 

transfer pricing analysis, rather than the principles of the Proposed Regulations, the "buy­

in" royalty would be quite substantial - in proportion to the strong reported profit 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REG106359-02 Page 9 

margins - since the value of employee stock option exercises would be recorded only on 

the statement of equity and would not affect the company's income statement. 

Another way to conceptualize this issue is to consider how an independent foreign 

marketing company that was considering entering into a joint venture with our cutting­

edge U.S. company would react if asked to share the spread-at-exercise value of its 

employee stock options. Suppose further that the foreign venturer was able to overcome 

its deep misgivings about agreeing to make uncertain future payments that would be 

dependent on stock market fluctuations. As a quid-pro-quo for agreeing to such an 

unusual arrangement, the foreign venturer would likely demand that the "buy-in" royalty 

it would otherwise be willing to pay the U.S. company being greatly reduced or waived 

entirely. Otherwise, it would be risking hefty losses if the venture were successful when 

it would effectively have to pay the U.S. company twice for pre-existing intangibles, once 

in the form of the "buy-in" royalty and then again by reimbursing multiple-year increases 

in the U.S. company's stock market value when its employees exercise their options. 

As this example shows, the effects of applying the principles of the Proposed 

Regulations to other areas of transfer pricing would be quite far-reaching, and often 

would be detrimental to the U.S. Treasury. The preamble to the Proposed Regulations 

indicates that the IRS and Treasury are also studying the issue more broadly. PwC 

believes it is not reasonable or prudent for the IRS and Treasury to finalize these 

regulations without considering the impact of their principles on all areas of transfer 

pricing. If the Proposed Regulations are not withdrawn in their entirety, PwC strongly 

urges the IRS and Treasury to postpone finalization at least until the treatment of 

employee stock options for all U.S. transfer pricing purposes can be harmonized. 
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If Not Withdrawn, Regulations Should Be Prospective Only and Should 
Provide Transition Rules 

The preamble to the Proposed Regulations states: "No inference is intended with 

respect to the treatment of stock-based compensation granted in taxable years beginning 

before the effective date of the final regulations." Meanwhile, PwC observes that the IRS 

continues to raise the stock option/cost sharing issue in audits and to litigate the issue in 

its dispute with Xilinx, Inc. (Tax Court docket #4142-01). 

In our opinion, the current cost sharing regulations clearly permit taxpayers to 

apply any reasonable accounting method to determine costs and revenues, provided the 

method is applied consistently, and specifically sanction the use of U.S. generally 

accepted accounting principles ("U.S. GAAP") for this purpose.3 Moreover, we believe 

that it is not appropriate for the IRS to attempt to create new rules for the treatment of 

stock options in cost sharing by means of audits and litigation; rather, we believe that the 

current notice-and-comment process is the appropriate way to create broad new rules of 

this sort.4 

Accordingly, we recommend that the IRS cease pursuing stock-option related 

adjustments in audits and cases against taxpayers that have consistently applied U.S. 

GAAP for cost sharing purposes. 5 If the IRS and Treasury are determined to finalize the 

3 See Treas. Reg. §§ 1.482-?(i) & G)(i)(D). For both cost sharing and financial reporting purposes, most 
companies follow the "intrinsic value" method of accounting for employee stock options as specified in 
Accounting Principles Board Opinion No. 25, under which at-the-money options (options with a strike 
price equal to the stock's market price at grant) result in no additional compensation expense. 

4 See, e.g., United States v. Mead Corp., 121 S. Ct. 2164 (2001). We have chosen not to address, in these 
Comments, the question of whether the Proposed Regulations are consistent with the Congressional 
mandate under Internal Revenue Code section 482. 

s We note, with approval, that the IRS has already ceased pursuing the issue for years governed by the 1968 
Regulations. See, e.g., Industry Directive on Stock Options and Cost Sharing Agreements issued by 
Thomas W. Wilson, Jr., IRS Industry Director for Communications, Technology and Media on January 25, 
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Comments On Proposed Regulations on Cost Sharing and Stock Options 
Notice of Proposed Rulemaking REGJ06359-02 Page 11 

Proposed Regulations, we urge that they be made entirely prospective in effect. Clear 

transitions rules are needed to protect taxpayers from adjustments to prior years. At the 

very least, the second sentence of section 1.482-7( d)(2)(ii) should be revised as follows: 

"Accordingly, all stock-based compensation that is granted after the effective date of this 

paragraph (d)(2), during the term ofthe qualified cost sharing arrangement and is related 

at date of grant to the development of intangibles covered by the arrangement is included 

as an intangible development cost under paragraph (d)( 1) of this section." 

E. If Regulations are Not Withdrawn, Election to use Grant-Date Valuation 
Method Should be Available to All Taxpayers and Further Liberalized 

We commend the IRS and Treasury for introducing an element of flexibility to 

taxpayers in the Proposed Regulations in the form of the grant-date election. However, if 

the IRS and Treasury are determined to finalize these regulations in some form, we 

suggest that further liberalization of the election is needed to make the regulations more 

fair and useful. 

Most importantly, the fact that the Proposed Regulation only allows public 

companies that trade on U.S. exchanges to make the grant-date election unfairly penalizes 

privatelyheld and foreign companies. We recognize the great difficulty of valuing private 

company stock options, but strongly believe that this difficulty does not justify favoring 

U.S. public companies over those that are privately held by allowing only the former 

companies to make an election with such potentially dramatic tax effects. In any case, 

the valuation of private company stock, as would be required by the general rule, is itself 

difficult and contentious; the further difficulties of valuing private company options 

would be largely mitigated if our comments on minimum value method (Section G 

below) were to be favorably received. As for foreign public companies, the disparate 

2002 ("Industry Directive"). We urge that the IRS extend this policy to the years governed by the final 
cost sharing regulations issued in 1995. 
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Comments On Proposed Regulations on Cost Sltaring and Stock Options 
Notice of Proposed Rulemaking REG106359-02 Page 12 

treatment may provide an additional avenue for such companies to challenge the 

regulations by invoking tax treaty non-discrimination clauses. 

We also have two comments regarding the time and manner of making the grant­

date election provided by the Proposed Regulations. First, we suggest that the IRS and 

Treasury reconsider the requirement that the election must be explicitly made in the 

written cost sharing agreement. This requirement raises difficult questions of enforcement 

and proof, especially if the agreement is written in a language other than English. It 

would be more practical for the taxpayer to make the election on its U.S. tax return -

either under explicit disclosure requirement or, preferably, by its treatment of employee 

stock options in reporting the results of cost sharing in the first year that they are relevant. 

Second, we believe that time requirement for making the grant-date election in the 

Proposed Regulation is more stringent than is reasonable or necessary. Under the 

transition rule, there is no compelling reason to disregard elections made by the time that 

a timely, but extended, return is filed. The few extra months of stock market information 

available to the taxpayer would not negatively impact the Treasury in the long run since · 

the election will be binding on the taxpayer for all subsequent years. It is not fair to cut 

short the time available to taxpayers for research, modeling and consideration before 

making such a significant and far-reaching decision. 

F. If Regulations are Not Withdrawn, Exercise-Date Valuation Approach 
Should be Fully Conformed to Tax Deduction Rules and Pro-Ration Over 
Vesting Period Should be Allowed 

1. Conformity with Tax Deduction 

PwC doubts that any rational argument exists to support the case that exercise­

date accounting for employee stock options is consistent with the arm's length standard. 

That is, we do not believe that arm's length parties would ever agree to share an uncertain 

future amount that is dependent on stock market fluctuations, not directly related to their 
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activities and entirely out of their control. Nonetheless, considering the difficulties of 

valuing options on grant date, we commend the IRS and Treasury for allowing exercise­

date accounting. In fact, we do not fault the Proposed Regulations for choosing exercise­

date accounting over grant-date as the general rule since exercise-date accounting is 

marginally simpler (in that it does not require use of complex valuation models) and is 

not as speculative (i.e., it does not penalize companies suffering stock market downturns). 

Many companies may choose exercise-date accounting over grant-date 

accounting, if a choice becomes required, because its effects on a company's income tax 

provision under U.S. GAAP appear to be clearer and less onerous. If the exercise-date 

method is applied, it is probable that any tax detriment caused by the Proposed 

Regulations would be reported as on the company's statement of equity rather than its 

income statement, which is the same treatment required by U.S. GAAP to account for any 

tax benefits from stock option deductions. 

However, to the extent the Proposed Regulation's treatment of stock options 

differs from their treatment for other U.S. corporate tax purposes, their harmony with 

U.S. GAAP tax provision rules is similarly diminished. Therefore, if the Proposed 

Regulations must be finalized, we recommend that the general rule be more fully 

conformed to tax deduction rules. Thus, we approve of the wording of the general rule 

that the amount subject to cost sharing "is equal to the amount allowable to the controlled 

participant as a deduction for federal income tax purposes with respect to that stock-based 

compensation." Prop. Reg. § 1.482-7(d)(2)(iii)(A). On the other hand, we believe that the 

exception from the general rule for incentive stock options which makes section 421 

inapplicable for purposes of the determining the cost pool [Prop. Reg. § 1.482-

7( d)(2)(iii)(A)(i)], is unwarranted and should be removed if the regulations are finalized. 

If the exception is removed, incentive stock options would give rise to a compensation 

expense for cost sharing only if the employee makes a disqualifying disposition, and the 
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amount would be based on the spread on the disposition date rather than the exercise 

date. 

Removing the exception for incentive stock options would greatly reduce the 

administrative burden on taxpayers adopting the general rule because they would not be 

required to apply different rules for different purposes. Although the general rule of the 

Proposed Regulations cannot be defended on policy grounds of upholding the arm's 

length standard, a possible policy rationale may be a concern that it is "unfair" to the 

Treasury for taxpayers to get a "generous" deduction for stock options under the tax code 

while being allowed to apply the "miserly" rules of U.S. GAAP for cost sharing purposes. 

Full conformity with the tax deduction rules is consistent with this rationale. 

2. Pro-Ration Over Vesting Period 

One reason exercise-date valuation of employee stock options is not consistent 

with the arm's length standard is that it ignores the economic implications of vesting 

rules. It is irrational to consider any increases in stock value that occur after the options 

are fully vested to constitute compensation expense - such increases should instead be 

considered the result ofthe individual employee's investment decisions. 

In order to improve th~ arm's length nature of the Proposed Regulations and 

reduce likelihood of double tax, we suggest that the IRS and Treasury consider allowing 

taxpayers to include in the cost pool only a pro-rated amount of the tax deduction relating 

to the period between grant and vesting dates during which employees were engaged in 

cost-shared activities. While we recognize that such a rule would increase the burden of 

complying the regulations, we believe that the extra burden is justified by the increase in 

fairness. 
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If Regulations are Not Withdrawn, Any Reasonable Method Should be 
Allowed for Grant-Date Valuation Election and Minimum Value Method 
Should be Considered as Alternative 

1. Any Reasonable Method 

In previous non-binding written guidance, the IRS has posited that the taxpayer 

could use "any reasonable method" to account for stock options in cost sharing 

arrangements.6 We believe that the retreat to only two allowable methods under the 

Proposed Regulations is unwarranted. In particular, we believe that it is unfair to 

preclude the use of reasonable methods allowed by international accounting standards or 

use of home country GAAP by cost sharing groups that have foreign parent companies. 

If the regulations are finalized, we specifically recommend elimination of the 

requirement that the grant-date valuation method used for cost sharing purposes conform 

to the "fair value of the stock options reflected as a charge against income in audited 

financial statements or disclosed in footnotes to such financial statements, prepared in 

accordance with [U.S. GAAP] by or on behalf of the company issuing the publicly traded 

stock." If the grant-date election is made available to private and foreign companies, as 

we recommend above, this approach would introduce an unwarranted requirement that a 

U.S. GAAP audit be performed. 

Furthermore, the U.S. GAAP "fair value" conformity requirement would be 

inappropriate for companies that would use significantly different assumptions to value 

options granted to employees performing cost-shared R&D activities than for all 

employees. For example, the forfeiture rate and average life of options granted to such 

employees may differ greatly. Neither the IRS nor the company tax department should 

6 FSA 2000030 10; see also Industry Directive. 
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be bound by the aggregate assumptions adopted by the accountants for purposes of the 

"fair value" footnote. 

Currently, most taxpayers use the "intrinsic value" method to account for 

employee stock options for purposes of both cost sharing and U.S. GAAP reporting. 

PwC believes that this method is, in fact, a "reasonable method" that properly reflects 

stock option expense. The "intrinsic value" method measures the amount of stock-based 

compensation by the difference between the option's exercise price and the value of the 

underlying stock at the time of grant. While it is evident from the market for publicly 

traded stock options that such options have a "time value" to the investor in addition to 

their intrinsic value, we do not agree that the time element of employee stock options 

constitutes a true "expense" to the company. The grant of at-the-money employee stock 

options does not reduce corporate cash flow, and the exercise of such options will not 

require any outlay of cash either. The grant of such options represents no more than the 

potential dilution of existing shareholders' ownership. 

This is the same debate that took place when the Financial Advisory Standards 

Board ("F ASB") considered requiring companies to treat the "fair value" of employee 

stock options as an expense for U.S. GAAP purposes nearly ten years ago. After 

extensive public comments on the issue, the final rule allows companies to continue to 

use the historic intrinsic value method if they believe it is appropriate and only requires 

companies to disclose "fair value" information in the footnotes to their financial 

statements. The question of whether the intrinsic value or the "fair value" method of 

accounting for options better reflects the company's true financial condition is a question 

that management of U.S. public companies must consider each time they release GAAP 

financial statements. 

Based on its litigating positions and prior guidance, it is apparent that the IRS 

disagrees with us that the intrinsic value method allowed by U.S. GAAP is a "reasonable 

method" for cost sharing purposes. If the IRS and Treasury continue to hold this view 
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after considering the comments and testimony on the Proposed Regulations, then the 

regulations could be modified to allow "any reasonable method" of accounting for stock 

options but specify that a method must include a "time value" element in order to be 

considered reasonable. 

2. Minimum Value Alternative 

The so-called "minimum value" method is an alternative approach that the IRS 

and Treasury should consider if determined to finalize the Proposed Regulations. When 

the F ASB considered accounting for stock options ten years ago, the minimum value 

method was considered as a possible approach for all companies and was adopted as an 

alternative to the "fair value" method for private companies. The minimum value method 

accounts for stock options' "time value" by assuming the underlying stock will grow at 

the risk free interest rate. 

The minimum value is the value derived from the Black-Scholes model when the 

assumed volatility of the underlying stock approaches zero. Volatility is probably the 

most controversial and speculative of the variables required by the Black-Scholes model 

in the context of employee stock options. While the short-term volatility of public 

company stock can be estimated with reasonable accuracy from available market data, 

such estimates become highly speculative over the much longer terms of employee stock 

options. Further, a basic assumption of the Black-Scholes model is that volatility is 

constant over time is challenged by empirical data showing that volatility can change 

significantly over time and that volatility in latter periods is dynamically affected by 

actual results in prior periods. 

Thus, requiring use of the minimum value method rather than allowing "any 

reasonable method" for transfer pricing purposes has the advantage of reducing 

uncertainty and potential for contentious disputes. It also serves the purpose insuring 

equal treatment of all taxpayers, whether private or public, domestic or foreign, and 
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whatever approach management takes to determine the options' "fair value" under U.S. 

GAAPrules. 

If the IRS and Treasury were to promulgate regulations for using the minimum 

value method, the regulations would need to address the same issues that the F ASB 

addressed with respect to "fair value" accounting. First, the estimated term of the 

options should be based on average employee holding periods rather than the options' 

nominal term to account for early exercise. Second, the aggregate value of options issued 

to relevant employees under the plan should be reduced by a factor based on expected 

turnover rates to deal with pre-vesting forfeitures. Finally, the regulations could provide 

guidelines for determining the risk free rate of return by reference to the applicable 

federal rate ("AFR") used for other tax purposes. 

* * * * 
PwC encourages the IRS and Treasury to reconsider the Proposed Regulations in 

light of our comments. We are planning to testify at the public hearing scheduled for 

November 20, 2002, and would be more than happy to discuss or expand upon these 

comments if requested. 

Respectfully Submitted, 

Dated: October 28, 2002 

PricewaterhouseCoopers LLP 
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