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Taxpayers are currently waiting to see whether the Ninth Circuit sustains or reverses the Tax 
Court in the Altera case. If the Ninth Circuit reverses the Tax Court and upholds the cost 
sharing regulation, taxpayers that have not been sharing the costs of stock based 
compensation may be exposed to penalties, particularly the transfer pricing net adjustment 
penalty. This article discusses why taxpayers may be exposed to penalties, what affirmative 
defenses may be available, and how KPMG can help taxpayers document their position for 
tax provision and other purposes. 

 

Many taxpayers with cost sharing arrangements (“CSAs”) stopped sharing stock based compensation 
(“SBC”) costs after the Tax Court in Altera unanimously invalidated the relevant portion of the CSA  
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regulations in 2015.1 In July 2018 the Ninth Circuit Court of Appeals reversed the Tax Court; however, 
that opinion was quickly withdrawn on procedural grounds.2 Although the appeal is once again pending, 
the Tax Court’s decision has been cast into doubt, and taxpayers are reviewing their tax and accounting 
positions relating to Altera. One emerging issue is the possibility of a 20 percent or even 40 percent 
penalty exposure. 

A brief overview is presented below, but remember that penalties and defenses always require case-by-
case analysis. Taxpayers with CSAs should consider this matter in order to, among other things, 
(1) evaluate the potential penalty exposure; (2) proactively mitigate that exposure when possible; and 
(3) appropriately consider any possible exposure for tax accounting purposes. Some potential defenses 
are extremely time-sensitive, and thus require prompt attention.  

Penalty Exposures 

If the Ninth Circuit upholds the cost sharing regulations, taxpayers that stopped sharing SBC costs 
could be exposed to penalties under section 66623 unless they can establish affirmative defenses. The 
penalties that could apply include the penalty for negligence or disregard of the regulations (20 percent) 
and the transfer pricing net adjustment penalty (20 percent or 40 percent).  

Generally speaking, whether the “negligence or disregard” penalty applies to an underpayment is a 
qualitative question. It covers all underpayments attributable to the “failure to make a reasonable 
attempt to comply with” the Code, as well as “any careless, reckless, or intentional disregard” of the 
regulations. Almost by definition, taxpayers who stopped sharing SBC costs may have intentionally 
disregarded a regulation, and could need an affirmative defense against this penalty if the Ninth Circuit 
upholds the regulation at issue. 

The transfer pricing net adjustment penalty is a quantitative question. If the IRS imposes a transfer 
pricing net adjustment in excess of either $5 million or 10 percent of the taxpayer’s gross receipts, a 
20 percent penalty applies; if the net adjustment exceeds either $20 million or 20 percent of gross 
receipts, the penalty increases to 40 percent. If the Ninth Circuit upholds the regulations, many 
taxpayers with Altera issues could computationally trigger this penalty, and need an affirmative defense 
to avoid it. 

A Defense: Qualified Amended Return 

Sharing SBC costs on a “qualified amended return” (“QARs”) can be a complete defense against all of 
these penalties. Not all amended returns are QARs: A QAR is an amended return filed before “the date 
the taxpayer is first contacted by the Service concerning any examination . . . with respect to the return” 
(i.e., a taxpayer cannot file a QAR for a year under examination). And there is a cost/benefit question in 
                                                        
 
 
1  Altera Corp. v. Commissioner, 145 T.C. 91 (2015). 
2  Altera Corp. v. Commissioner, 122 A.F.T.R.2d 2018-5222, 2018-2 U.S.T.C. ¶50,344 (9th Cir. July 24, 2018), withdrawn, 898 

F.3d 1266 (9th Cir. Aug. 7, 2018). 
3     Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
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this situation. QARs require the time and cost of preparing an amended return (and if amending for the 
SBC issue, any other items requiring correction must be corrected on that return, as well). Sometimes 
the IRS “contacts the taxpayer concerning an examination” shortly before the taxpayer is able to file the 
return, which deprives the taxpayer of the benefit of penalty protection, despite having borne the cost of 
preparing an amended return. Further, after a taxpayer files a QAR that shares SBC costs, the taxpayer 
may not be able to reverse that position on a later amendment, because taxpayers cannot affirmatively 
invoke section 482 on an amended return. The taxpayer who shares SBC on a QAR could be stuck 
with that position, even if the Ninth Circuit or Supreme Court later invalidates the regulation.  

Defense Against Some Penalties: Timely Disclosure 

Taxpayers can also defend against the negligence/disregard penalty by disclosing their Altera position 
on a Form 8275-R, Regulation Disclosure Statement, or Schedule UTP, Uncertain Tax Position 
Statement. If possible, the disclosure should be made on an original return, but disclosures on QARs 
are also effective. So-called “CIC” taxpayers who are perennially under audit can also get the benefit of 
a QAR treatment by disclosing within 15 days of the start of a new cycle, under Revenue Procedure 94-
69.  

Simply disclosing a position (rather than correcting it on a QAR), however, does not insulate against the 
transfer pricing net adjustment penalty. 

The authors believe taxpayers should have properly disclosed any Altera positions that conflict with the 
SBC regulations. Those positions are per se triggers of the negligence/disregard penalty, and timely 
disclosures are simple, low-cost and easily-established potential defenses against that penalty.  

Potential Defense: Reasonable Cause 

No penalty under section 6662 is imposed on an underpayment “if it is shown that there was a 
reasonable cause for such portion and that the taxpayer acted in good faith with respect to such 
portion.” But “reasonable cause” can have a different definition for different penalties.  

For negligence/disregard, reasonable cause is determined on a “case-by-case basis, taking into 
account all pertinent facts and circumstances.” Factors such as the Tax Court’s favorable Altera opinion 
should factor into the analysis, but inasmuch as the reasonable cause defense requires an overall 
evaluation of facts-and-circumstances, taxpayers that cannot establish a disclosure-based defense 
should carefully examine this question.  

The transfer pricing net adjustment penalty requires even more rigorous analysis under section 1.6662-
6(d). The taxpayer must establish that it (1) reasonably selected and reasonably applied the cost 
sharing method under seven non-exclusive factors from the regulations, and (2) timely satisfied the 
twenty-one documentation requirements of section 1.482-7(k)(2). Those documentation requirements 
require substantial analysis, including the extent to which the taxpayer’s CSA required the sharing of 
SBC (possibly including clawback or reverse-clawback provisions), and whether sufficient information 
existed at the time of the original return to calculate the amount of SBC that should have been shared. 
Failures in these areas are not necessarily fatal, but will require in-depth analysis of the law and facts 
under the “substantial compliance doctrine.” 
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Clawbacks and Interest Exposure 

Another issue that may be raised by an IRS victory in the Ninth Circuit is timing of any payment of SBC. 
Some taxpayers have included language in their CSA that states that any SBC payment that might be  

required at the conclusion of the Altera case will be made in the current period, i.e., the CSA does not 
require the taxpayer to go back and amend tax returns that did not include SBC. The issue is whether 
the IRS will respect this current period payment. Taxpayers, at a minimum, should consider whether 
they need to accrue a tax provision for the interest that would be due if they filed amended returns. In 
addition, it will be important in these circumstances to be prepared to make arguments to the IRS as to 
why they should respect the current year payment, or alternatively allow a credit under tax mitigation 
principles. 

Conclusion 

The potential exposure for penalties relating to Altera positions can be material for many taxpayers. 
KPMG has been analyzing the circumstances of taxpayers who stopped sharing SBCs and has 
considered the potential impact of a loss by Altera in the Ninth Circuit. The authors believe that under 
certain circumstances, taxpayers may be able to avoid penalties, including the transfer pricing net 
adjustment penalty. KPMG can also help taxpayers evaluate whether and how to file a QAR and how to 
true-up any SBC payment that might be required if the CSA regulation is upheld. Please reach out to 
Aaron Vaughan, Sean Foley, Tom Zollo, Jim Carr, Mark Martin, Mark Horowitz, or Mike Dolan with any 
questions. 
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