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¶ 2.03 CASE LAW MILESTONES

The law of transfer pricing is quite simple in the sense that the legal definitions set forth in Section 482 are easily stated and understood. The heart of transfer pricing law and analysis is in the application of these straightforward concepts to the facts and circumstances of particular situations, whether in planning or controversy contexts or in the development of the facts and circumstances of a particular situation to fit within the concepts, as the case may be. [FN139]
In other words, transfer pricing is a subject that is fact-and-circumstance-oriented in both presentation and analysis. It is also a subject that has evolved from a few factual patterns that have been present in the major controversies decided by the courts or considered by Congress (though often in reaction to the former). [FN140] The law and practice of transfer pricing have largely evolved from principal cases that have been decided by the courts over the years, though they are actually quite few in number. Much of the legislative activity in this area has resulted from the reaction by the Treasury, the Service, and Congress to specific cases as they have evolved through the judicial system. In addition, the analysis by the courts of the factual patterns in the cases has played a significant role in shaping the regulations and other administrative pronouncements released from time to time by the Treasury and the Service.
A significant part of these materials involves the analysis and application of the concepts presented in these cases. Accordingly, it is appropriate to begin the substantive analysis of pricing law and practice with a summary and graphic presentation of the principal cases that form the backbone of the topic, which can then be referred to throughout the following discussion.

¶ 2.03[1] Introduction to Principal Cases

The twelve cases discussed in the following sections reflect the evolution of Section 482 and its predecessors (beginning with Section 45 enacted by the Revenue Act of 1928) from a tool used largely to interdict efforts to move income, gains, or losses from one commonly controlled entity to another (as in Asiatic Petroleum) [FN141] to a body of concepts used to deal with sophisticated efforts to earn income in the jurisdiction that will provide the most favorable overall results. These cases are also among the most important of the approximately 350 cases decided under Section 482 and its predecessors. [FN142]
*2 Although these principal cases dealing with transfer pricing principles are few in number, their importance from the standpoint of an understanding of pricing law and policy is much larger than such a small number might indicate. Interestingly, the cases aggregate a total of about 1,200 pages in the pertinent official reporters, including appellate decisions. This is an impressive number (averaging about 100 pages per case), but it does not include the literally thousands of pages of trial and appellate transcripts, briefs, expert witness reports, stipulations, and related materials. The base number of case report pages is, for example, a significant portion of the length of this text.
These cases were decided by respected members of the judiciary of the U.S. Tax Court, Claims Court, U.S. District Courts, and U.S. Circuit Courts of Appeal. Before these judges have appeared many talented, thoughtful, and articulate attorneys (for both the government and taxpayers) who have been important players in the evolution of pricing policy, both in and out of government service. These lawyers have relentlessly pressed their views of the cases to the tribunals. Similarly, the cases have involved the views of a wide variety of expert witnesses, many of whom have been important catalysts in the formulation of pricing policy.
The taxpayers in these cases have involved major multinational corporations, both U.S. and foreign-based, that reflect a broad range of sectors of the global economy. These are successful companies that have been attuned to the competitive needs of their industry as well as the fashion of the times in terms of the methodologies of international tax planning. These planning fashions have, in turn, reflected many of the important legislative developments over this period. For example, the factual patterns of PPG Industries, [FN143] DuPont, [FN144] and U.S. Steel [FN145] involve various types of offshore-based companies, the use of which was addressed by the enactment of the so-called subpart F rules in 1962 (the controlled foreign corporation provisions). [FN146] The efforts in Eli Lilly [FN147] and G.D. Searle [FN148] led to the so-called commensurate-with-income provisions enacted in 1986. [FN149] Also, the continuing losses of the government in most of the cases have led to the significant legislative efforts to bolster the procedural arsenal of the Commissioner. [FN150]
The facts of the cases have provided grist for the mill of policy evolution. The planning patterns involved in the cases, as noted above, have reflected the fashions and ideas of the periods in question. The patterns have provided the courts with opportunities to sort out the policy imperatives of pricing law and practice, which imperatives have been critically important in light of the brief statutory language, simple declaration of legislative intent, and brief regulatory guidance that existed for many years subsequent to 1928. Indeed, one could cringe at the thought of the aggregate amount of time and energy that has been poured into these cases by some of the brightest minds in the tax, law, accounting, economics, and judicial professions (and aggregate costs associated with such time and energy).
*3 The results in the cases have also provided an important base for the evolution of regulatory guidance. For example, prior to the mid-1960s, the Commissioner had incurred a significant string of essential defeats in connection with the effort to impute interest income on intercompany loans, involving low or no interest. The courts had denied the proposed adjustments on a variety of grounds, including the so-called creation-of-income doctrine, lack of correlative adjustment, and related theories. [FN151] As a result of these cases, the regulations were largely revised beginning with proposed regulations in 1965. [FN152]
One matter that these principal cases has not yet addressed is how the significant change enacted by the TRA '86 (the so-called commensurate-with-income principle) [FN153] will impact the direction of pricing case litigation. No cases involving post-TRA '86 years have yet reached the courts. While the courts in some cases have noted the enactment of the provisions, and have observed that the provisions were not applicable to the years in question, [FN154] there is no apparent basis for believing that the courts were influenced one way or another by the TRA '86 provisions. It will be interesting to see how these provisions are taken into account when years to which they are applicable come forward.
In light of the importance of these principal cases as the bedrock of the evolution of pricing policy, it is important to step back from this forest of pages, facts, and conclusions and try to derive from the cases essential principles, which should be useful in the analyses of the various pricing law and policy issues that will be developed in the remainder of this text. In most areas of tax law, it is typically possible to identify a few essential themes that facilitate the evaluation of incremental issues as they arise, which themes are often sui generis in fact and policy implication. The tax world is populated by very clever people on all sides of these issues who are able to respond to changes or opportunities in a creative manner. Such principles should also be helpful in terms of evaluating the twists and turns that are taken over time by Congress, from a legislative standpoint, and the Service and the U.S. Treasury Department in preparing regulatory guidance. With such an objective in mind, it appears that there are nine essential principles of pricing law and practice that can be drawn from these seminal cases.

¶ 2.03[1][a] Principle #1: Separate Interests of Unrelated Parties Produce Arm's Length Transactions

Where pricing issues occur between unrelated parties, it can generally be presumed that the terms of the transaction are at arm's length, because the parties are each seeking their separate self-interest, and relative bargaining strengths will produce a price that is deemed fair to each party. This concept is the essence of the marketplace. Such transactions should not involve pricing issues from a tax standpoint (unless the parties are not dealing at arm's length for some reason, such as economic community of interest). 
*4 
Comment: This is a statement of why Section 482 is not needed in connection with the dealings of unrelated parties. Needless to say, none of the principal cases involved unrelated parties.

¶ 2.03[1][b] Principle #2: Unity of Interests of Related Parties Does Not Necessarily Produce Arm's Length Transactions

Where pricing issues occur between related parties, the arm's length discipline of separate self-interest is absent, replaced by an inherently suspect unity of economic interest. Such transactions do raise pricing issues from a tax standpoint, with the issue being what the pricing mechanism would be in the case of unrelated parties dealing at arm's length. 


Comment: This is a statement of why Section 482 is relevant to the dealings of parties under common control. Each of the principal cases involved such parties.

¶ 2.03[1][c] Principle #3: Arm's Length Equals Separate Self-Interest

In related-party transactions, the inquiry is what the price would have been in the case of unrelated parties dealing at arm's length, where the unrestrained separate interests of the unrelated parties would hammer out a price that is fair to both sides. 


Comment: Same as ¶ 2.03[1][b], above.

¶ 2.03[1][d] Principle #4: Purpose Is Important but Not Dispositive

The purpose of the corporate structure producing the pricing issue is an important and interesting consideration (e.g., whether there is a clear business purpose, or a fairly transparent tax minimization objective), but it is not determinative of the merits of the pricing issue. Rather, the pricing issue will be resolved on the basis of how the goods, service, intangible, or capital transaction in question would have been structured by unrelated parties dealing on an arm's length basis. [FN155] 


Comment: This principle played an important role in each of the cases. The courts are concerned with motive, but only as a means of defining the context. In each of the outbound cases-- PPG Industries, DuPont, U.S. Steel, Eli Lilly & Co., G.D. Searle, Bausch & Lomb, and Sundstrand--the offshore party was located in a low-tax country or operated under a tax advantageous U.S. tax environment (the possessions corporation rules), which provided incentive to earn income in that entity. In each of the cases the court addressed motive, and in DuPont the court seemed somewhat preoccupied with the rather blatant tax minimization efforts. But the results of the cases addressed the merits of the arm's length standard.

¶ 2.03[1][e] Principle #5: Pricing Issues Are Essentially Factual in Nature

Pricing matters are principally questions of fact, which means that the essence of each pricing issue is the identification of the pertinent facts relating to the transaction in question. Small variations in the manner of presentation or economic focus can make a situation appear quite differently to a trier of fact or law, making the matter stronger or weaker. 
*5 
Comment: The length and complexity of the opinions attest to this principle.

¶ 2.03[1][f] Principle #6: Economic Risk Equals Substance

The stuff of substance for tax purposes is the presence of economic risk, which risk can be evaluated to determine how unrelated parties dealing at arm's length would have compensated the risk-taker. 


Comment: The concept of risk is a strong common denominator in each of the cases. The courts in PPG Industries, Diefenthal, and Westreco premised their analyses on this element, as did the court in DuPont in finding for the government. The 1994 Regulations adopt a similar orientation.

¶ 2.03[1][g] Principle #7: Preference for Comparables

The courts are plainly most comfortable in resolving pricing issues where the record includes transactions involving the same element (goods, service, intangible, or capital) and unrelated parties. Such transactions reflect the bedrock of the marketplace--the separate self-interest and bargaining strengths of unrelated parties dealing at arm's length. [FN156] Where such transactions are present, the analysis of the pricing issue tends to be relatively straightforward (at least for pricing cases). 


Comment: The courts found comparable bases in PPG Industries, U.S. Steel, Ciba Geigy, Bausch & Lomb, and Westreco. As a result, the opinions on these issues seem rather straightforward.

¶ 2.03[1][h] Principle #8: In the Absence of Comparables, Use the Best Evidence

Where there are no comparable uncontrolled party transactions, or transactions that can appropriately be adjusted to neutralize noncomparable factors, the pricing issue must, in effect, be resolved on the basis of the best evidence available. 


Comment: This is plainly the direction of the court's analysis in DuPont, Eli Lilly & Co., G.D. Searle, and Sundstrand. These opinions are far more complex than in the cases where comparables were present.

¶ 2.03[1][h][i] Use of formulas or derived information.

In situations where there are no comparable uncontrolled transactions, there is an inevitable temptation to seek to use generalized industry or even broader statistical data. Such data are generally not given much, if any, weight unless the situation at hand can suitably be compared with the factual situations involved in the statistical compilations. This comparison is inevitably difficult at best, since the compilations, by definition, involve many different individual companies, whether in the same or different industries. 


Comment: This issue existed in several of the cases. In Diefenthal, the latter was made pertinent (taxpayer proposal), but not in PPG Industries (Commissioner proposal), Ciba-Geigy (Commissioner proposal), Bausch & Lomb (taxpayer proposal, on royalty rate), and Westreco (Commissioner proposal).

¶ 2.03[1][h][ii] Best judgment.

*6 If the record is empty or incomplete in terms of data with which to decide the issue as it is finally framed, the court will then use its best judgment to make a decision (perhaps, in a rather Solomon-like manner), often, but not always, explicitly adopting profit-split methodology. These are also the situations in which the courts often complain about the length, inconclusiveness, and difficulty of the record upon which a decision has to be made. [FN157] 


Comment: In the absence of any other basis for decision, this was the approach of the courts in Hospital Corp. of America, Eli Lilly & Co., G.D. Searle, and, to some extent, Sundstrand.

¶ 2.03[1][i] Principle #9: The Scorecard Is Equivocal

Aside from the learning that can be derived from these twelve principal cases, it is of interest to note the "scorecard" of the results of the cases, which is discussed at Figure 2.13. [FN158] A similar scorecard is presented at the end of these materials, [FN159] where it is noted that the aggregated results of the cases reflect a relatively even split between taxpayers and the government over the years in transfer pricing cases, which may say reams about the effective burden of proof and settlement-trial strategy of the parties.

¶ 2.03[2] Asiatic Petroleum Co. v. Commissioner

The first principal case having continuing significance to pricing practice was decided under Section 45 of the Revenue Act of 1928, the forerunner of the current statutory provisions in Section 482. Asiatic Petroleum Co. v. Commissioner [FN160] involved a transaction in taxable year 1929. Two foreign corporations, one organized in the Netherlands (Royal Dutch) and the other in Great Britain (British Shell), owned, respectively, 60 percent and 40 percent of the stock of another Netherlands corporation (Bataafsche) and of the taxpayer, which filed a U.S. consolidated return for itself and its subsidiaries. The taxpayer owned shares of a Louisiana corporation (Norco), and on January 8, 1929, contracted in London, England, to sell said Norco shares to Bataafsche for the price of $3,999,700, which was the taxpayer's cost basis in the stock. Bataafsche sold the shares to a Delaware corporation (Shell Union) for the sum of $6,755,000. No part of the purchase price paid by Shell Union was ever received. Bataafsche owned at least 59 percent of the voting stock of Shell Union. On May 3, 1929, Shell Union sold the shares to its wholly owned subsidiary for $6,755,000, and the subsidiary took over the assets and liabilities of Norco and caused the latter to be dissolved before the end of 1929. The pattern of the situation is illustrated in Figure 2.1.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

The profit of $2,755,300 realized by Bataafsche upon its sale of the Norco shares to Shell Union was allocated by the Commissioner to the taxpayer under Section 45 of the Revenue Act of 1928; the Board of Tax Appeals agreed. [FN161] The Second Circuit also agreed with application of Section 45. It noted that 
*7 section 45 authorizes the Commissioner to make an allocation of gross income among businesses controlled by the same interests in order (1) to prevent evasion of taxes, or (2) clearly to reflect the income of any of such businesses. The substance of the two contemporaneous sales above described was to transfer the Norco stock to Shell Union at a price of $6,755,000, and it can scarcely be doubted that the intermediate sale to Bataafsche, made abroad and at the cost basis of the stock to [taxpayer], was devised for the purpose of avoiding income taxes on the profit of $2,755,300, to which [taxpayer] would concededly have been subject had it sold direct to Shell Union at the price which the latter paid. Since the parent corporations had the same stock ownership in both Asiatic and Bataafsche, it would be a matter of indifference to the beneficial owners of the profit whether it was realized by the one subsidiary or the other. [FN162]
The taxpayer raised a variety of ingenious arguments the rejection of which staked out a very broad applicability for Section 45 and its progeny. One argument was that Section 45 applied to evasion and that the taxpayer had merely avoided the tax, but the court rejected such a narrow construction. [FN163] Another argument was that Section 45 applied only to outbound cases where there was a U.S. parent and foreign subsidiaries. [FN164] The taxpayer argued that a predicate to the applicability of Section 45 was gross income and that the gain actually realized by Bataafsche was not gross income in a U.S. sense, because a foreign corporation was taxable only on its U.S.-source income, and this gain was foreign source under the then applicable provisions. This argument was rejected with broad language: 


It is true that for the purpose of imposing taxes on a foreign corporation "gross income" has a more limited meaning than is given it in the general definition...and it is likewise true that Bataafsche realized no taxable profit. But Bataafsche did realize a profit which falls within the general definition of gross income....Bearing in mind the abuses at which section 45 was directed, we agree with the Board that "gross income" should be given its broader meaning whether the income to be allocated be received by a foreign or a domestic corporation. Section 45 is not concerned with whether the recipient of gross income is a corporation or whether, if it be, it is a domestic or a foreign corporation. It speaks in terms of two or more trades or businesses, "whether or not incorporated" and "whether or not organized in the United States," and the implication is clear that "gross income" means the same whether it be received by a business organized within or without the United States. The legislative purpose was to prevent the avoidance of taxes or the distortion of income by the shifting of profits from one business to another by means of such transactions as this record presents. [FN165]
*8 In addition, the taxpayer argued that it was a mere holding company and, therefore, could not have a trade or business. The court, however, held that even if the taxpayer was merely a holding company, such was sufficient for purposes of Section 45 because it could "hardly be thought that Congress intended to leave holding companies free to avoid taxes and subjected only their subsidiaries to the terms of the statute." Finally, the taxpayer raised the (ultimate) challenge that Section 45 was, as applied, unconstitutional because the proposal to tax it on Bataafsche's income amounted to a deprivation of property without due process, which argument was also rejected: 


Here [taxpayer] had potential income, the value in excess of cost of the Norco stock. True, it was not taxable income until realized in money. In order to avoid the receipt by [taxpayer] of taxable income, the potential income was transferred without consideration to Bataafsche, a foreign corporation, in whose hands the realized profit would not be taxable. The transferee and the transferor had the same stockholders, so that it was immaterial to the beneficial owners of the potential income whether it was realized by one business or the other. Legislation which declares that under such circumstances the transferor shall be taxed just as though the potential income had been realized by it does not, in our opinion, deprive the taxpayer of property without due process of law. Such a statute seems [an] appropriate a provision for enforcing a general scheme of lawful taxation....It does not measure the tax of one person by the income of another ...; rather, it looks through form to reality, and recognizes that the appreciation in value during transferor's ownership of the property (when realized for the benefit of the real owners, the stockholders) should be ascribed to the transferor rather than to the transferee. Even without such a statute as section 45, many cases have gone very far in disregarding formal transfers introduced into corporate transactions for the purpose of escaping taxation....[Citations omitted.] If anticipatory arrangements intended to circumvent taxes may be disregarded by the courts without the aid of statutory authority, a statute authorizing the Commissioner to disregard them under similar circumstances cannot be unconstitutional. It is true, as the Supreme Court recently stated in Gregory v. Helvering...that a taxpayer is privileged "to decrease the amount of what would otherwise be his taxes, or altogether avoid them, by means which the law permits." But there is no suggestion in that opinion, or in the authorities upon which it relies, that a statute would be unconstitutional which took away this privilege. At least under the conditions specified in section 45 we are satisfied that it may be taken away. [FN166]
Asiatic Petroleum was an important early case in that it provided an opportunity to state the scope of Section 45 in the context of a rather thinly veiled, by current standards, effort to shift a gain from a U.S. corporation to a foreign affiliate, so that the worldwide effective tax on the subsequent sale would be as low as possible. It is interesting that the initial principal case involved an inbound situation, in light of the relative rarity of such cases until much later periods and the prominence of such matters in the tax policy debates of the 1990s. [FN167] Subsequent cases involved much more subtle pricing issues and produced arguments by the parties, as well as responses from the courts, that were increasingly sophisticated.

¶ 2.03[3] PPG Industries, Inc. v. Commissioner

*9 Subsequent to the Asiatic Petroleum decision in 1935, there were literally hundreds of cases decided under Section 482 or its predecessors, [FN168] most of which addressed issues relating to the scope and purpose of the statute. [FN169] These decisions, however, did not provide much enlightenment on actual pricing analysis that has had continuing significance.
One of the first cases that does have continuing significance is PPG Industries, Inc. v. Commissioner, [FN170] decided by the U.S. Tax Court in 1970. PPG Industries is a seminal case in the context of evaluating the pricing methodology used by a U.S.-based manufacturer and its foreign sales subsidiary, such as in Situation 1. [FN171]
In PPG Industries, a U.S. parent company (PPG) was a manufacturer of glass, fiberglass, and paint products. PPG formed a new Swiss subsidiary (PPGI) in 1958, at which time it was conducting extensive foreign operations through some thirty-seven foreign corporations and an export department. The controlling purposes for the formation of PPGI were as follows: 
1. Expanding the sale of PPG's products outside the United States;

2. Developing opportunities outside the United States for the exploitation of PPG's technology in the glass, paint, and chemical fields; and

3. Developing opportunities outside the United States for investments where equity interests could be built around the manufacture of products using PPG's technology.

It was also PPG's intention that PPGI would manage PPG's existing foreign investments. In order to accomplish these various aims, PPGI deemed it essential to place all of its export sales and its foreign licensing and investment activities into a single autonomous unit under independent management. [FN172]
PPGI began its operations by taking over the export business previously handled by the PPG export department and Western Hemisphere Trade Corporation, owned by PPG, including employees, agents, and representatives. [FN173] When PPGI began its operations in 1959, it initially had an operating branch in Havana, Cuba, but later moved this operation to the United States because of political turmoil in Cuba. [FN174] During the taxable years in question (1960 and 1961), the court found that PPGI was fully staffed to engage in international business.
Initial pricing guidelines were prepared by a consultant to PPG (who had been an officer of PPG in earlier periods), which guidelines "embodied the general principle that [PPG's] price to PPGI should always yield [PPG] a profit of [at] least 10 percent of net sales and in no event on goods to be sold at less than inventoriable cost plus 25 percent." [FN175] These guidelines were incorporated into basic agreements between PPG and PPGI for each product area. These basic agreements established the essential rights and duties of the parties (prices, order processing, discounts, technical services, risk of loss, and related matters). A subsequent amendment provided for a commission to be paid by PPG to PPGI on products shipped directly by PPG to offshore customers, which was intended to reflect the significant sales functions performed by PPGI with respect to such sales and providing a worldwide marketing network.
*10 In its findings of fact, the Tax Court found that during the taxable years in question, "PPGI could have purchased plate or window glass in most foreign markets for lower prices than it paid to [PPG]." [FN176] Similarly, the court found that prices for chemicals sold by PPG to PPGI were "too high to permit PPGI to earn a fair profit," and that PPG sold certain products to third parties (which were, in some cases, competing directly with PPGI) at higher prices than those at which it sold the same products to PPGI. PPGI also entered an agency agreement with a joint venture in which PPG had a one-half interest [FN177] that provided PPGI with a sales commission rate of 10 percent of sales on certain products and 7.5 percent on other products (PPGI dropped the products carrying a 7.5 percent rate because the rate was too low to be profitable).
The court reviewed the extensive and successful international sales and marketing organization that was developed by PPGI beginning with the years in question. Specifically, the court found that 


PPGI had a marketing organization which was adequately staffed to deal with the various aspects of export marketing, including customer contact and service, contract negotiations, marketing research, technical assistance, and credit arrangements. [FN178]
The court also noted that PPGI bore credit risks on all sales, carried insurance on its other risks, paid for advertising, handled customer complaints, and met all other requirements for conducting its international sales and marketing business. PPGI also made a variety of investments and managed PPG's investments outside the United States. The pattern of the case is illustrated in Figure 2.2.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

Upon examination, the Service asserted a deficiency against PPG for 1960 and 1961 under Section 482. The essential methodology of the examining agent was based on the Source Book of Statistics of Income for 1960 and 1961 prepared by the U.S. Treasury Department. The agent selected data from a Standard Industrial Classification for drug and chemical wholesalers to derive a margin of net profit to business receipts. The agent then subtracted the purported earnings of PPGI (as determined by the agent), and the difference was determined to be a deficiency. At trial, the Service asserted different theories to support the deficiency. It alleged that all of PPGI's income on sales to PPG's Canadian affiliates should be allocated to PPG, and PPGI should earn no more than a 2 percent commission on sales to unrelated customers (the rate earned by a "combination export manager"). [FN179]
The court held that no deficiency existed. It found the original allocation based upon the Source Book of Statistics of Income to be arbitrary and unreasonable because no evidence had been introduced to indicate that the unnamed corporations included in the statistical base were comparable to PPGI. The court also noted that PPG had introduced extensive evidence indicating that the prices charged by PPG were at arm's length, including evidence that PPGI could purchase the same goods at lower prices from third parties. [FN180]
*11 PPG submitted extensive evidence with respect to the adequacy of the net profits it earned on sales to PPGI. Much of this evidence was derived from redeterminations of the pertinent financial information on a "profit center" basis by an expert witness. The court found that the profitability data indicated that the pricing policies adopted between the parties were reasonable. [FN181] Finally, the court rejected the suggestion that PPGI should earn no more than the profit earned by "a low-risk combination export manager." [FN182]
PPG Industries was one of the first critical cases to address serious pricing issues in the sense that they currently exist in connection with international transfer pricing matters. In essence, the case involved a rather rudimentary base for a deficiency determination, which was found to be arbitrary and unreasonable in light of the strength of the economic evidence presented by the taxpayer. In many respects, PPG Industries can be viewed as a guide for how to create and organize an offshore affiliate, as well as how to organize and present a strong pricing case.
PPG Industries also involved the use of a low-tax jurisdiction as the location for the offshore activity in question. This fact, standing alone, was not the critical element in the court's analysis. Rather, the key factor from a pricing standpoint was the economic functions performed and risks taken in PPGI, and the evidence of prices charged by unrelated parties, which ultimately convinced the court that the pricing methodology was appropriate. [FN183]

¶ 2.03[4] Diefenthal v. United States

The economic analysis of PPG Industries was, in essence, adopted in an entirely different type of situation in a 1973 decision of the Federal District Court for the Eastern District of Louisiana in 1973. In Diefenthal v. United States, [FN184] a scrap metal dealer (Scrapco) was owned by a father and two sons (each of whom owned about one third of the stock). Scrapco had a significant number of customers in Japan, and its business required loading scrap on ocean carriers and shipping the scrap to Japan. In order to minimize the transportation costs, Scrapco entered so-called voyage charters that would fix the cost of the trip, regardless of the occurrence of unforeseen delays or problems. One of the sons (Stanley) believed that Scrapco could make a significantly greater return if it were to enter time charter contracts, which would involve a fixed rate per time period for the trip. If the trip occurred without unforeseen delay and difficulty, such an arrangement would result in significantly lower costs, but Scrapco would incur the risk of any such delays and difficulties. At the time, Stanley's father was in control of Scrapco, and he adamantly believed that Scrapco's business was scrap metal and that it should not engage in the unknown dangers of the ocean shipping business.
*12 Thereafter, Stanley formed his own company (Fukaya, which initially was a domestic corporation but eventually was replaced by a Panamanian corporation) to conduct such an ocean shipping business. Fukaya functioned as an agent for Scrapco and arranged time charter contracts for the shipment of scrap metal to Japan. Scrapco would enter voyage charters with Fukaya, which would in turn enter time charters with ship owners. Fukaya assumed the speculative risk relating to the unforeseen delays and difficulties of the voyage, which the court viewed to "add substance to the transactions." [FN185] While some shipowners required guarantees from Scrapco of Fukaya's performance, the court found that Fukaya was, in effect, adequately capitalized so that the accommodation guarantee did not alter the substance of the transactions. [FN186] During the year in question (1966), there were seven voyages. Fukaya made a profit on six voyages but had significant losses on one voyage and a potential loss on an earlier voyage.
In establishing the charter prices between Scrapco and Fukaya, Stanley (the owner of all Fukaya stock and one third of the Scrapco stock) would call a broker and ask for charter rates of a ship of sufficient size to undertake the voyage, and the agent would provide quotes, which would vary depending upon the position of the respective ships (distance from the port of loading, New Orleans). Stanley accepted the best price on behalf of Fukaya. Stanley also made inquiries of brokers to determine the prevailing market rates for voyage charters for similar trips and vessels. Stanley would then arrange a voyage charter between Fukaya and Scrapco, which would be set "slightly below market, in order to be sure that Scrapco, and all of its owners, were being treated fairly, and also to compensate Scrapco for [Stanley's] time and the time of other Scrapco employees who did work on the charters." [FN187]
The pattern of the case is illustrated in Figure 2.3.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

Upon examination, the Service challenged the arrangement and sought to allocate a significant part of the chartering income to Scrapco under Section 482. The court held that the allocation was inappropriate. It found that Section 482 was applicable because common "control" was present, [FN188] but it found that the taxpayer had demonstrated that the voyage charters had been established in a manner that would, in effect, satisfy the comparable uncontrolled price method (the issues were actually service charges). [FN189]
Scrapco introduced the testimony of a partner in a ship brokerage house (who had done no work for Scrapco or Fukaya) as an expert witness with respect to the market for voyage charters. This expert testified based on his knowledge of actual comparable contracts from his firm, as well as on a statistical compilation (Maritime Research, Inc.'s Chartering Annual 1966), and stated that "the market was higher than the price Fukaya charged Scrapco." [FN190] A second expert witness was a member of the brokerage firm used by Fukaya, and he also testified based on actual comparable contracts, the statistical compilation, and his own notebook concerning contracts that he heard from other agents.
*13 The second expert indicated a market rate slightly lower than the first expert, which rate equalled about $2,009 higher than the average price based on over $1 million of contracts. In this connection, the second expert prepared a table showing the results of the various third parties included in his testimony. [FN191]
The court found that this expert testimony adequately demonstrated that the Fukaya-Scrapco pricing was arm's length in nature (as supported by uncontrolled transactions).
The expert testimony in Diefenthal was given credence for comparability purposes because the experts were able to testify from personal knowledge concerning transactions involving uncontrolled parties, which information was, in effect, used to compile a guide to market rates for voyage charters at the time in question. They were also able to demonstrate that the nature of the service (not goods) was similar to the matter in question. Finally, the experts were able to confirm their personal analyses with published statistical information on such rates, which data could, again, be demonstrated to involve similar matters to the pricing subject at hand.
 
------------------------------------------------------------------------------
(A)               (B)       (C)     (D)         (E)          (F)      (G)     
Market                                                                        
Lump Sum          Charge    Charge  Difference  Discrepancy                   
Vessel            Price     Tons    /Ton        /Ton         (E - D)  (C x F) 
------------------------------------------------------------------------------
Hereford Beacon   $155,000  12,500  12.40       13.50        1.10     13,750  
Atlantic Sunrise  153,000   13,150  11.56       12.88        1.32     17,358  
Atlantic Sun      143,000   13,150  10.87       10.54        (0.33)   (4,339) 
Etnepjell         175,000   15,100  11.59       11.15        (0.44)   (6,644) 
Thorsodd          190,000   17,000  11.18       10.51        (0.67)   (11,390)
Irish Rowan       157,500   14,000  11.25       11.11        (0.14)   (1,960) 
Hadjitsakos       165,000   14,400  11.46       10.85        (0.61)   (8,784) 
$1,138,000        (2,009)                                                     
 

Diefenthal is a fascinating case. The economic logic of the taxpayer's experts and method of analysis of the court have ultimately been reflected in the regulations and methodology of the courts. [FN192] Interestingly, Diefenthal has rarely been cited by either courts or commentators. [FN193]

¶ 2.03[5] EI DuPont de Nemours & Co. v. United States

An outbound case involving taxable years similar to those in PPG Industries (1959 and 1960), but decided by the trial court (Trial Division of the then U.S. Claims Court) eight years later with a significantly different record, is EI DuPont de Nemours & Co. v. United States. [FN194] The DuPont case is significant from a variety of standpoints. Interestingly, it reflects one of the few major pricing cases that has been, in effect, an essentially complete victory for the government. [FN195] In addition, as PPG Industries and Diefenthal can be viewed as guides for how to organize an offshore business to produce the desired tax consequences, DuPont can be seen as a road map to the opposite result. [FN196]
*14 The factual situation is set forth in the eighty-eight-page report of the trial judge, which also included some 139 findings of fact. In 1957 DuPont was the world's largest chemical company, but it had seen its U.S. sales decrease following the establishment of the European common market by the Treaty of Rome in that year. At the same time, its export sales were increasing at more profitable margins than it was able to earn in the U.S. market. These sales were conducted through a network of independent distributors, except for certain subsidiaries and affiliates located in the western hemisphere.
In light of these circumstances, the president and chairman of DuPont saw the common market as a prime source of future growth, but only if the company were operating there on a fully integrated basis in a manner that would be complementary to the existing distributor network. He contemplated that the distributors would continue to perform the entrepreneurial functions of purchasing DuPont's production for resale and trade and would retain the associated economic risks and responsibilities of inventory financing, credit, and collection.
In the U.S. market, the essential ingredients that led to DuPont's success were its technical sales service and indirect sales support activities, services which seemingly could not be undertaken by the European distributors. As the president was seeking to convince internal skeptics of this strategy in November 1957, the treasurer prepared a memorandum for the executive committee, which the trial judge described as follows: 


DuPont's treasurer directed a memorandum to the committee posing the possibility of neutralizing the risk of European investment by the use of a so-called profit-sanctuary company. The memorandum explained that such a company (domiciled in a country that imposes little or no tax on the income of its domestic corporations derived from sources outside its borders) is principally useful as a means of accumulating funds for foreign investment without the incidence of United States tax. It then states: "The total manufacturing and selling profit arising from export sales is estimated to be currently about $30MM per year before Federal taxes on income. The portion of this profit which could be realized by the profit sanctuary trading company, free of U.S. income tax, would depend upon the extent to which export sales can be funnelled through the trading company and upon the price level at which DuPont products were sold to that company." The memorandum concluded: "Insofar as the DuPont Company is concerned, it currently appears that a significant amount of funds [for foreign investment] could be thus accumulated to advantage only by means of a trading company through which our export sales could be funnelled." 
The evidence suggests that the treasurer's memorandum was the outgrowth of a study that his department had begun at least as early as August 1957, examining the question of "whether it would be feasible from the standpoint of internal accounting and tax considerations to transfer goods to a tax haven subsidiary at prices less than such transfers would be made to other subsidiaries or Industrial Departments, thus generating funds for investment." 
*15 While it appears that [the President]'s proposal to place a marketing management apparatus in Europe was primarily motivated by a desire to further plaintiff's commercial self-interest, rather than to create a tax sinecure, he definitely and openly favored taking full advantage of all incidental opportunities for tax minimization--particularly if, as the treasurer's memorandum suggested, untaxed domestic manufacturing profits could be accumulated abroad. The prospect of building the needed European plans with funds that would otherwise go for United States taxes obviously strengthened his hand in persuading the more reluctant members of the Executive Committee to go along with his blueprint for developing European business. [FN197]
By March 1958, the proposal had attracted enough internal support to justify the formation of a task force, composed of personnel from the international legal and treasury (tax and finance) departments. The deliberations of the task force, and its internal memoranda and documentation, were replete with rather blunt descriptions of the tax advantages being sought by the tax sanctuary company. [FN198] While the trial judge and the Court of Claims found that the primary purposes for organizing the new foreign entity were commercial in nature, they also found that the potential tax advantages were an important consideration. Nonetheless, it is apparent that the repetitive, blatant discussion of the tax strategy in internal memoranda framed the matter for purposes of analysis. [FN199] For example, the trial judge noted that: 


[i]t appears from the evidence that every significant recommendation that emerged from the task force, and was endorsed by the international and Treasurer's Department, was substantially, if not totally, shaped by tax rather than commercial considerations. [FN200]
In the treasurer's initial memorandum to the executive committee, he had indicated that the volume of profit that could be earned by the profit sanctuary company (which was ultimately based in Switzerland and named DuPont de Nemours International S.A., or DISA) would depend upon the sales and transfer pricing methodology. The trial judge described the treasurer's approach to the pricing issue as follows: 


Mr. Robinson [treasurer] candidly acknowledged that he approached the pricing problem with the objective of using DISA as a capital generating vehicle. To that end, he made no pretext of attempting to relate the differential between what DISA paid [DuPont] and what it would receive from the independent distributors to the commercial or economic value of the marketing services that it was to perform. Rather, his sole consideration was in developing the lowest possible transfer price that he felt would be tolerated by the United States taxing authorities. Thus, he conceded that he would have set the transfer prices so low as to shift 99 percent of the total profits to DISA if he had felt that such prices would have been acceptable to "the tax agents." Indeed, the evidence shows that within plaintiff's organization, including Mr. Robinson, the pricing structure ultimately employed was recognized as unreasonably low. [FN201]
*16 As a result of his analysis, the treasurer ultimately proposed a pricing methodology that was intended to result in a 25 percent-75 percent split between DuPont and DISA. [FN202] The international tax attorney who had been employed to advise DuPont had recommended a 10 percent-90 percent split. The 25 percent-75 percent split was implemented in a manner intended to protect DISA from any market risk. [FN203] Because of circumstances that had not been contemplated, the actual profit share of DISA was 48.3 percent in 1959 and 57.1 percent in 1960.
Although DISA was insulated from operating loss by the pricing formula, the trial judge found that it performed several commercially beneficial functions. The most important of these functions was the efficiency that it could foster by on-site presence in dealing with the independent distributors. However, DISA was not an entrepreneurial risk-taking entity.
The factual findings with respect to the purpose and planning for DISA were extensive, both in the trial judge's report and in the opinion of the Claims Court. The Claims Court explained this detail as follows: 


Neither in the planning stage nor in actual operation was DISA a sham entity; nor can it be denied that it was intended to, and did, perform substantial commercial functions which taxpayer legitimately saw as needed in its foreign (primarily European) market. Nevertheless, we think it also undeniable that the tax advantages of such a foreign entity were also an important, though not the primary, consideration in DISA's creation and operation. During the planning stages, plaintiff's internal memoranda were replete with references to tax advantages, particularly in planning prices on DuPont goods to be sold to the new entity. The tax strategy was simple. If DuPont sold its goods to the new international subsidiary at prices below fair market value, that company, upon resale of the goods, would recognize the greater part of the total profit (i.e., manufacturing and selling profits). Since this foreign subsidiary could be located in a country where its profits would be taxed at a much lower level than the parent DuPont would be taxed here, the enterprise as a whole would minimize its taxes....The new company's accumulated profits would be used to finance further foreign investments. The details of this planning are set forth in the findings, and they leave us without doubt that a significant objective of plaintiff was to create a foreign subsidiary which would be able to accumulate large profits with which to finance DuPont capital improvements in Europe. [FN204]
The pattern of the case is illustrated in Figure 2.4. Upon examination, the Service proposed a deficiency based on the development of margin figures from statistical compilations. In evaluating the margins earned by DISA, the Court of Claims concluded that there were no comparable uncontrolled transactions that could be used as guidelines and applied the resale price method. [FN205] DuPont presented the testimony of three expert witnesses (two economists and a management consultant) who indicated that the profit split was appropriate, but, upon questioning, they acknowledged that such a split assumed that the selling-service entity (DISA) took significant entrepreneurial risk. While DuPont also offered statistical compilations to support its position, it did not provide a means of adjusting these measures to reflect the difference between the compiled companies and the riskless activity of DISA.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

*17 In short, the Claims Court found that DuPont had failed in carrying its burden of proof: 


[DuPont's] prices to DISA were set wholly without regard to the factors which normally enter into an arm's length price..., and it would have been pure happenstance if those prices had turned out to be equivalent to arm's length prices. This is not a case in which a taxpayer does attempt, the best it can, to establish inter-corporate prices on an arm's length basis, and then runs up against an IRS which disagrees with this or that detail in the calculation. [DuPont] never made that effort, and it would have been undiluted luck--which under the regulation it probably could enjoy--if it had managed to discover comparable resales falling within the resale price method. [FN206]
The court then evaluated the testimony of the expert witnesses of the government, which evaluation was significant in its own right. The court in this case produced one of the most famous margin analyses in pricing law, still in active use: the "Berry Ratio." The Berry Ratio obtained its name from Professor Charles Berry, one of the government's witnesses. [FN207]
The DuPont case is plainly one of the most significant pricing cases for a variety of reasons, not the least of which is that it is one of the few unconditional victories for the government in major pricing cases. In addition, the methods of analysis used by the government's experts and by the court were subsequently adopted in the temporary regulations released in 1993. [FN208]
As in PPG Industries and Diefenthal, the foreign-based company in DuPont was located in a tax-efficient jurisdiction. But unlike the factual situation in PPG Industries and Diefenthal, the court in DuPont found that the functions performed and economic risk taken in DISA could not be justified by any comparable unrelated transactions or by other credible economic evidence.

¶ 2.03[6] United States Steel Corporation v. Commissioner

The pattern of PPG Industries and DuPont involved the formation of foreign sales corporations to conduct certain activities in an offshore location and in tax advantageous jurisdictions. In both cases, the pricing issue involved the extent to which the activities of the offshore sales company justified the return that it reported. [FN209]
Similar issues in a services context (as in Diefenthal) were involved in United States Steel Corporation v. Commissioner, [FN210] in which the taxpayer was a major U.S.-based, vertically integrated producer of steel products (USS). It owned iron ore mines in the United States and abroad. In 1949, USS formed Orinoco Mining Company (Orinoco), a wholly owned Delaware subsidiary, to own and exploit new Venezuelan mines.
Orinoco began selling ore from its mines in 1953. Initially, the ore was transported to the United States in chartered vessels owned by independent companies, but in 1953 USS incorporated another wholly owned subsidiary, Navios, Inc. (Navios), in Liberia, with its principal place of business in Nassau, Bahamas. Initially, Navios was organized for the purpose of chartering ore carriers for transporting iron ore mined by Orinoco. Accordingly, Navios entered shipping agreements with third parties, which, in effect, assumed preexisting obligations of USS, and which USS guaranteed. [FN211] The pattern of the case is illustrated in Figure 2.5.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

*18 USS and Navios had extensive discussions over time concerning the charges for the ocean transportation. Initially, the charges were structured on a cost plus 10 percent basis to Navios and were thereafter increased to a 20 percent mark up. [FN212] It had been contemplated that large, deep draft carriers could be used to transport ore from the mines of Orinoco, but the channel of the river was not sufficiently deep. This difficulty increased the originally contemplated transportation costs by requiring Navios to charter more ships that were smaller and could navigate the channels. By 1959, the river had been dredged to permit deeper drafts, and more modern ore carriers were used, reducing Navios's costs and, in turn, the rates charged to USS. As such costs were reduced, the savings were passed on to USS and other customers. [FN213] In setting its rates, Navios did not take into account whether unrelated ship owners or operators "would be willing to undertake the transportation of such ore and the rates that those unrelated operators would charge on a long term basis." [FN214]
During the years in question, Navios had personnel located in the Bahamas, Uruguay, and Venezuela who conducted its operations. The court appeared to indicate that these people had the necessary expertise for these purposes. [FN215] In 1959, it was decided that the Venezuelan and non-Venezuelan activities of Navios should be separated, so USS formed a new company that assumed the non-Venezuelan activities from Navios. [FN216]
Although USS was by far the largest customer of Navios, Navios sold its transport services to other domestic steel producers and to foreign steel companies. The prices charged by Navios to other domestic steel companies during the relevant period were the same as those charged to USS, though the rates charged to companies importing ore to countries other than the United States were different. The prices were structured in a manner so that the delivered cost of iron ore would not be below the price charged by USS for ore from its U.S. mines. [FN217]
In the tax years 1957 through 1960 (essentially the same periods as PPG Industries and DuPont), Navios earned approximately $391 million in gross revenues, all from the transport of iron ore from Venezuela to various points in the eastern continental United States and in Europe. Of this total, revenues from USS amounted to $286 million, or 73 percent of the total; from independent domestic steel purchasers $21 million, or 5 percent of the total, and the remaining 22 percent from foreign steel companies. From 1957 through 1960, there was no information publicly available from which a market price for the transport of iron ore by sea could be determined. [FN218] Unlike the practice in the oil tanker industry, for example, ship charter contract prices for ore carriage were not published.
*19 In terms of the overall arrangement, the Tax Court made the following comment: 


One of the primary considerations, if not the controlling consideration, for thus separating the mining function from the transportation function was to enable [USS] to minimize the taxes due to Venezuela by limiting its reach to the income attributable to the mining of the ore. Consistent therewith [USS] established a price for the ore F.O.B. Puerto Ordaz, Venezuela, at which price such ore would be sold to any and all producers of steel either in the United States or in other countries. 
With respect to the transportation charges, Navios enabled [USS] to provide for the transportation of the ore from Venezuela to United States ports, as well as to foreign buyers, without subjecting the income realized therefrom to tax either in Venezuela or in the United States. In addition, Navios could obtain the savings attributable to "foreign flag" operations to the extent that Navios might ultimately decide to own or to operate the ships itself. The decision thus to divorce the shipping operations from the mining operations was a sound business decision not subject to question because the avoidance of United States income taxes was also a consideration. [FN219]
The Service determined that Navios had overcharged USS by 25 percent (plus a port differential) and allocated income from Navios to USS as follows:
 
------------------------------
Taxable Year  Amount Allocated
------------------------------
    1957      $11,072,585     
    1958      13,042,107      
    1959      13,624,330      
    1960      14,402,384      
$52,141,406                   
 
The Tax Court reviewed the history of USS's relations with its subsidiaries Navios and Orinoco and concluded that a Section 482 reallocation was justified because USS had caused Navios to charge rates such that at all times the delivered price of Orinoco origin ore in the United States was equivalent to the prevailing U.S. market price. In the Tax Court's view, this equivalence served several purposes. First, it protected USS's interest in the revenues of its U.S. mining subsidiary; second, because USS could be sure of selling its Orinoco production as long as the delivered U.S. price did not exceed the U.S. market price of iron ore, it enabled USS to earn extra profits; and third, such extra profits were not subject to Venezuelan tax and were sheltered from U.S. tax.
The Tax Court used two alternative means of arriving at what Navios's revenues would have been had it charged a market price for its services. First, it extrapolated hypothetical rates for 1957 through 1960 from what certain independent shippers had charged in their 1954 contracts with USS, adding adjustments to account for increased cost, risk, and profit. [FN220] As a check on the accuracy of this historical approach and to determine the amount of allocation, the court also constructed hypothetical rates based on estimates of what Navios's costs had been in the taxable years in question, adjusting these estimates to allow for risk and profit, and then chose the method that, for each taxable year, would result in the lowest reallocation in favor of the Service.
*20 The figures arrived at by the Tax Court provided for reallocation of income as follows from Navios to USS:
 
------------------------------
Taxable Year  Amount Allocated
------------------------------
    1957      $2,300,000      
    1958      4,500,000       
    1959      12,200,000      
    1960      8,000,000       
$27,000,000                   
 
The decision of the Tax Court was reversed on appeal. [FN221] The court noted that the prices charged to USS were the same as those charged to third parties. It also noted that Navios was a highly successful venture that had become, in effect, an offshore tax shelter. [FN222] But this was not, standing alone, a justification for a reallocation of income under Section 482, since Navios also "served a major business purpose unrelated to tax-shifting: allowing Steel to reap cost savings of using a non-United States-flag fleet." [FN223]
After reviewing the logic of the Tax Court's analysis, the Second Circuit concluded that no adjustment was appropriate. It found that USS had amply met the standards of the Section 482 regulations: 


We think it is clear that if a taxpayer can show that the price he paid or was charged for a service is "the amount which was or would have been charged for the same or similar services in independent transactions with or between unrelated parties," it has earned the right...to be free from a § 482 reallocation despite other evidence tending to show that its activities have resulted in a shifting of tax liability among controlled corporations. Where, as in this case, the taxpayer offers evidence that the same amount was actually charged for the same service in transactions with independent buyers, the question resolves itself into an evaluation of whether or not the circumstances of the sales to independent buyers are "similar" enough to sales to the controlling corporation under the circumstances, "considering all relevant facts." In our view, "considering all the relevant facts," the evidence was sufficient to show similar enough transactions with independent buyers to establish that the price [USS] paid Navios was an arm's length price. [FN224]
The analysis and the result in U.S. Steel is quite similar to that of the Tax Court in PPG Industries and Diefenthal, in the sense that the court recognized that significant tax savings were inherent in the offshore structure adopted but that it found that this was not sufficient, standing alone, to support an allocation under Section 482. Rather, the presence of pricing for the shipping services rendered at the same rates charged to third parties was sufficient to establish an arm's length relationship under the pertinent provisions of the regulations, [FN225] as in PPG Industries and Diefenthal, but this presence was not shown in DuPont.

¶ 2.03[7] Hospital Corporation of America v. Commissioner

The pattern of PPG Industries, DuPont, and U.S. Steel involved the formation of offshore companies by a U.S. parent to conduct sales or service operations. In each case, the courts found that the offshore subsidiary had the capacity to conduct its business operations, though in DuPont it was found that an allocation from the offshore company was appropriate.
*21 A significantly different situation was present in Hospital Corporation of America v. Commissioner, [FN226] in which a U.S. parent company (HCA) was formed in 1960 and became a major owner and manager of hospitals. It developed significant expertise in the management of hospitals, as well as a series of copyrighted manuals that compiled some of its expertise.
In 1972, HCA received an inquiry whether it would be interested in managing a new hospital being built in Riyadh, Saudi Arabia, the King Faisal Specialist Hospital (KFSH). HCA indicated that it would be interested in pursuing the project and arranged an initial visit to Saudi Arabia. The executive who made the visit returned enthusiastic about pursuing the discussions, though it was anticipated that "the project would be difficult, unique, and prestigious." [FN227] HCA then arranged for a team to engage in more detailed discussions in Saudi Arabia, which discussions occurred in May 1973.
HCA decided that it would not become directly involved in international operations, and accordingly, formed two Cayman Islands corporations on May 28 and 29, 1973: a parent (Hospital Corp. International, Ltd. (HCI One)) and a subsidiary (Middle East, Ltd. (LTD)). There were several reasons for incorporation in the Cayman Islands: 


The islands were an English-speaking jurisdiction with familiar corporate codes; they had a stable government; they were readily accessible to the United States; and they imposed no corporate income taxes, if certain conditions were met. [FN228]
HCA had similarly formed separate corporations to own each of its hospitals and used a separate subsidiary to carry out its management contracts. The two corporations were formed under a provision of the Cayman Islands law that exempted them from tax, provided that their activities were carried out mainly outside the Cayman Islands.
On June 5, 1973, the HCA Board appointed a group to act on behalf of LTD with respect to the discussions with KFSH in Saudi Arabia. This group worked on drafts of a management agreement. In July 1973, L TD changed its name from Hospital Corp. of the Middle East, Ltd. to Hospital Corp. of America, Ltd., because the Saudi Arabian officials wanted the corporation to have an "American flavor." The management agreement was executed on August 26, 1973, and HCA executed a written guarantee of LTD 's performance. One of the attachments to the agreement was a document entitled "Hospital Corporation of America-- Pioneering in the Business of Managing Hospitals," which traced HCA's history and expertise. Other documents attached to the agreement stated that LTD would use the "extensive experience" of HCA.
An experienced hospital manager of HCA was transferred to LTD on November 1, 1973, and was the only nonofficer employee of LTD in 1973, the taxable year in question. Several delays were encountered with respect to the opening of KFSH, which ultimately did open in April 1975. The manager was able to handle the day-to-day operations of the hospital without much direct assistance from HCA, though assistance and personnel were provided by HCA as appropriate.
*22 A personnel recruiter was hired by LTD on January 1, 1974, and established a recruiting office in London. In order to avoid certain U.K. tax laws, HCI One formed two new Cayman Islands corporations.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

In 1973, there were no intercompany agreements between HCA and LTD, but a series of such agreements was executed in August 1975, including agreements for a finder's fee, purchasing, technical services, and recruiting. The fees provided for in the agreements were determined by an employee of HCA, and the record did not show whether the fees were reasonable or reflected the value of the services that would be obtained in an arm's length transaction between unrelated parties.
The court noted that "[f]rom the beginning of the KFSH project, tax consequences were considered. [The intermediary who had originally contacted HCA] had recommended that an offshore company be set up because of its 'obvious tax advantages."' [FN229]
The pattern of the case is illustrated in Figure 2.6. The Service examined HCA's 1973 return, which included the first year of activities relating to KFSH. HCA apparently did not honor all requests for information and ultimately revoked the Form 872-A (extending the period in which the Service could issue a statutory notice), which, predictably, led to the immediate issuance of a statutory notice "before a thorough examination and development of the facts had been completed by [the Commissioner]." The statutory notice asserted that the value of the KFSH contract (asserted to be $34,985,626) should be taken into income by HCA under the then applicable provisions of Section 367(a) (outbound transfer of assets) because no ruling had been obtained. An alternative position was that the LTD 's net income should be allocated to HCA under Section 482. At trial, the Service also asserted that LTD was a sham and should be ignored for U.S. tax purposes.
The Tax Court found that HCA was not a sham and that Section 367(a) was not applicable. [FN230] It also concluded that a substantial Section 482 allocation was plainly required because HCA had performed substantial services for LTD in 1973 and had made intangibles available to LTD. [FN231] The court noted that many of HCA's personnel worked for the benefit of LTD while being paid by HCA, and LTD made no payments to HCA for such services. While some payments were made to HCA, the record included no indication that such payments reflected an arm's length charge for the services rendered. It is clear that the court was less concerned about the multiple roles played by many of the executives in question, and the inherent difficulty of HCA's reliance upon oral agreements, which agreements were later reduced to writing, than about the introduction of evidence of an arm's length relationship. [FN232] The court also dismissed HCA's argument, made "[w]ith undue modesty,...that its much-vaunted expertise and experience is a mere nothing." [FN233] As a result of these factors, the Tax Court concluded that there was a substantial distortion of income and, using its "best judgment," allocated 75 percent of LTD 's net income to HCA. [FN234]
*23 Hospital Corporation of America is a very interesting, and important, case from a variety of standpoints. The court's analysis is largely along the lines of evaluating the value of the services rendered by LTD to HCA so, therefore, is generally similar to U.S. Steel and Diefenthal. [FN235] But unlike these cases, the record in Hospital Corporation of America did not contain any evidence to support the taxpayer's contention that the compensation actually paid to HCA was on an arm's length basis.
Another important element of the case was the Tax Court's view that HCA had allowed LTD to use its intangibles, in the form of personnel and its hospital management system. Such an analysis was not as such stated in PPG Industries, DuPont, or U.S. Steel, however, those cases also involved offshore companies that were fully staffed to conduct their respective businesses. Nonetheless, this element of Hospital Corporation of America became an important element of subsequent cases and legislation. [FN236]
Finally, it is interesting that while the court phrased its conclusion in terms of an allocation relating to the value of services rendered and use of intangible property, its ultimate conclusion was very similar to a so-called profit-split method. [FN237] Thus, the court used its best judgment to allocate 75 percent of the taxable income of LTD to HCA. This is the same type of phraseology used in subsequent cases where the court ultimately had to split the profit between the pertinent parties. It may be that the reason for such an approach was that the records in Hospital Corporation of America contained no evidence of what arm's length charges for the services and intangibles would have been. This is, in essence, the situation that often exists when a profit-split evaluation is undertaken. [FN238]

¶ 2.03[8] Eli Lilly & Co. v. Commissioner

By the early 1980s, the issues surrounding the use of so-called Section 936 corporations (U.S. corporations doing business in Puerto Rico under the special incentive provisions of Section 931 or 936) had become very prominent. [FN239] The essence of the possessions corporation planning arrangements was for a U.S. parent company to obtain patents in the United States and then transfer the patent to a possessions corporation in a Section 351 transaction (nonrecognition to all parties), and the possessions corporation would then conduct the manufacturing operations and sell the produced goods to U.S. customers (related or unrelated). Since the effect of Section 936 (in the pre-TEFRA period) [FN240] was to provide, in effect, a 100 percent credit for any U.S. income tax liability, the possessions corporation would not be subject to an effective U.S. income tax, even though it was a U.S. corporation. The existence of this efficient tax regime, was, needless to say, very attractive to taxpayers who could take advantage of it. The presence of a possessions corporation also clearly focused the transfer pricing relationships between the U.S. parent and the possessions corporation, since all income that could properly be allocated to the possessions corporation would escape U.S. tax at the entity level.
*24 The possessions corporation regime provided the same type of low-effective-tax-rate opportunity as was present with respect to the Swiss base company operations in PPG Industries and DuPont. As in those situations, the essential pricing issue to be addressed with respect to a company seeking to take advantage of the opportunity was whether it could justify the returns earned in the possessions corporation on the basis of the requirements of the then existing regulations and related authorities.
This situation produced two landmark decisions in the evolution of pricing law and practice. These cases involved the pharmaceutical industry; thus, the approaches used by the courts in PPG Industries, DuPont, and U.S. Steel were not helpful, because there were no comparable uncontrolled transactions that could be turned to for guidance on the pricing issues generated from the manufacture of pharmaceutical compounds from patents that were transferred to the possessions corporations.
The first of these landmark cases was Eli Lilly & Co. v. Commissioner, [FN241] in which the court used the profit-split method of analysis to resolve the pricing issue. [FN242] Eli Lilly & Co. (Lilly) was a large producer of ethical pharmaceuticals (available via prescription) that was engaged in the full range of the business, including research and development (R&D), manufacturing, and marketing. Prior to 1966, the R&D and manufacturing activities were all conducted in the United States at several locations in Indiana. Lilly marketed approximately 750 pharmaceutical products during the years in question, 1971 through 1973. Lilly scientists, beginning in the 1920s, sought to develop a synthetic analgesic having the pain-killing properties of morphine. A compound was discovered in 1951 (propoxyphene and propoxyphene hydrochloride), for which Lilly received a patent in 1955 and FDA approval to market, under the name Darvon, in 1957. Several related products were actually marketed that used the compound as their principal active ingredient. A closely related compound (propoxyphene napsylate) was subsequently developed, for which a patent was issued in 1962 and FDA approval obtained in 1971. Products based on this patent were referred to as Darvon-N products.
Darvon and Darvon-N products were the most often prescribed drugs in the United States from 1960 to 1973. While the initial patent was in effect, Darvon products occupied 100 percent of the propoxyphene market in the United States. Even after the patent expired in 1973, Darvon and Darvon-N products occupied approximately 98 percent of the market. Production of the Darvon and Darvon-N products required separate chemical and pharmaceutical manufacturing operations, which Lilly conducted at different locations in Indiana. The bulk chemical manufacturing required a six-step process, which Lilly had perfected in the 1950s. These processes were not covered by any patents. A similar situation evolved with respect to pharmaceutical manufacturing steps.
*25 In 1961 and 1962, Lilly had considered establishing a manufacturing facility in Puerto Rico and, after a visit by a study team, filed an application for an industrial tax-exemption, [FN243] later granted in 1963. In 1964, Lilly undertook an exhaustive study project to develop an expansion program, principally for the purpose of developing additional manufacturing capacity for the anticipated needs for Darvon and Darvon-N products. It elected to locate the facility in Puerto Rico for a variety of reasons: 


One reason for that decision was [Lilly]'s desire to obtain the tax benefits provided by the Puerto Rican Industrial Incentive Act of 1963 and section 931. In addition, the establishment of manufacturing operations in Puerto Rico would geographically disperse [Lilly]'s manufacturing facilities, which in 1965 were concentrated in Indianapolis and nearby communities in Indiana. During the 1960's, [Lilly] was concerned that its concentrated manufacturing facilities were overly exposed to the risks of natural and manmade (i.e., nuclear) disasters. The concentration of all capsule and dry products pharmaceutical manufacturing operations at the Kentucky Avenue plant in Indianapolis was of special concern. A disaster at that location would have severely affected [Lilly]'s ability to supply products to a substantial market segment. The possibility of such a disaster became apparent in April 1965, when a tornado caused great damage to an area just north of Indianapolis. 
Finally, the establishment of manufacturing operations in Puerto Rico would allow [Lilly] to isolate the manufacture of a major product in a separate facility, thereby eliminating the possibility of cross-contamination problems. [FN244]
A second study of a Puerto Rico location was undertaken in 1965 and 1966. The study team reviewed the advantages described above. It also found that there were certain disadvantages of a Puerto Rico location, including logistical difficulties caused by the distance between the Puerto Rico and Indiana operations, concern as to qualification of the labor force, and potential disruption of shipping lanes because of natural disaster.
The study team recognized that there would be Section 482 issues if the Puerto Rico manufacturing operation were to become operational, but there was little guidance. [FN245] The study team engaged a law firm and an accounting firm to provide assistance on the tax-planning aspects of the matter. The consultants suggested several alternative approaches, but it was ultimately decided that the Puerto Rico operation should manufacture chemicals and pharmaceuticals and sell the resultant products to Lilly for distribution. Although the team was concerned that this would require the transfer of the patents to the Puerto Rican company, it ultimately decided that this was not a disadvantage, because the patent: 
1. Would be owned by a wholly owned subsidiary corporation;
*26 
2. Would physically be in the United States;

3. Could be recovered by collapsing the subsidiary and merging it into petitioner; and

4. Would not be subject to expropriation. [FN246]

The Lilly board approved formation of a Puerto Rico operation (Lilly PR) in May 1965. In June 1965, a U.S. corporation was formed to conduct the operations in Puerto Rico as required for the benefits of then Section 931. [FN247] The study team again met with the consultants about several tax issues, including transfer pricing, but made no decision until the extent of manufacturing operations to be conducted by Lilly PR was decided. The team thereafter decided that Lilly PR should conduct all manufacturing operations.
Additionally, the study team decided that the products would be sold to Lilly on discount terms thus enabling Lilly to earn a 90 percent to 100 percent return on its selling and distribution expenses (marketing costs). In reaching this conclusion, the team studied both the results of a company engaged in purchasing finished pharmaceuticals and selling to unrelated customers and the results of Lilly's international affiliates. [FN248] Until Lilly PR's chemical manufacturing facilities were completed and operational, Lilly PR agreed that it would pay Lilly cost, plus 100 percent, for chemicals and other raw materials.
Under the tax exemption granted in Puerto Rico, Lilly PR was not subject to tax in Puerto Rico. It was also not subject to tax on its qualifying income under Section 931. [FN249]
Lilly PR thereafter negotiated its own line of credit (not guaranteed by Lilly), and entered a technical assistance agreement with Lilly (cost, plus 5 percent) and other agreements (including a distribution agreement and a joint research agreement with Lilly PR to pay Lilly cost only). Lilly also obtained a ruling from the Service to the effect that the earnings of Lilly PR would be Puerto Rico-source income for purposes of Section 931. [FN250] The ruling also stated that the transfer of the patents would be within Section 351.
The operations of Lilly PR were initiated with the transfer of the head of one of Lilly's chemical manufacturing plants to Lilly PR. In addition, five former managers of Lilly were employed by Lilly PR, and, by January 1988, Lilly PR had 400 Puerto Rican employees. By the 1971 through 1973 period, Lilly PR was fully operational, though the "tickets" for the manufacturing processes, which contained the master formula for each product, were issued by Lilly. Most raw materials were purchased from unrelated Puerto Rican suppliers. Lilly PR also performed all quality control.
The Service examined Lilly's 1966, 1967, and 1968 taxable years, and Lilly and the Service agreed to a pricing formula that divided the combined profit earned by Lilly and Lilly PR. This formula had the following components: 
*27 1. "Combined net income attributable to intangibles" was determined by subtracting the following from the total combined net income of Lilly and Lilly PR Darvon products: 
a. Manufacturing profit of 100 percent of Lilly PR's manufacturing costs allowed to Lilly PR;

b. Cost savings resulting from Puerto Rico location allocated to Lilly PR; [FN251] and

c. A marketing profit equal to 25 percent of Lilly's marketing costs allowed to Lilly. [FN252]


2. The "combined net income attributable to intangibles" was then allocated as follows: 
a. 60 percent attributable to manufacturing intangibles allocated to Lilly PR; and

b. 40 percent attributable to marketing intangibles allocated to Lilly.

This method was included in a closing agreement for 1968 only. [FN253] When the propoxyphene patent expired in 1972, Lilly and Lilly PR evaluated whether this expiration should have any effect upon the 1968 formula. They ultimately concluded that the allocation to manufacturing intangibles (item 2.a. of the above 1968 examination formula) should be reduced from 60 percent to 30 percent. The pattern of the case is illustrated in Figure 2.7.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

Following its examination of Lilly's 1971, 1972, and 1973 taxable years, the Service concluded that the following amounts should be allocated from Lilly PR to Lilly under Section 482:
 
1971  $18,522,924
1972  17,820,986 
1973  10,717,187 
 
These amounts were determined by allowing to Lilly PR its cost of goods sold, Puerto Rico location savings, a gross profit for manufacturing operations (resulting from a determined transfer price between Lilly PR's manufacturing and pharmaceutical facilities), and a gross profit of 25 percent of costs incurred in manufacturing and location savings relating to Lilly PR's pharmaceutical manufacturing facility. After the case was docketed in the Tax Court, the Commissioner sought to increase the deficiency by allowing Lilly PR 130 percent of the sum of its manufacturing costs and location savings. [FN254]
The Tax Court initially addressed whether a Section 482 allocation could be made in the context of the transfer of the propoxyphene patents to Lilly PR in a nonrecognition Section 351 transaction. [FN255] It concluded that the presence of a nonrecognition transaction does not preclude the application of Section 482 to the situation that exists following the transaction. [FN256]
After reviewing the legislative history of Section 482, and the evolution of the case law dealing with the scope of the Commissioner's authority to make allocations thereunder to prevent evasion of taxes or to clearly reflect income, [FN257] the Tax Court concluded that Section 482 does authorize the Commissioner to make allocations even in the context of nonrecognition transactions. [FN258]
*28 Whether an allocation was appropriate in the case at hand required an analysis of whether the pricing arrangement between Lilly PR and Lilly caused an unclear reflection of income. The court did find an unclear reflection of income to exist, because Lilly had not received an arm's length consideration for the transfer of the patents. Specifically, the court made the following observation with respect to the transfer: 


It is inconceivable that [Lilly], negotiating at arm's length, would have transferred valuable income-producing intangibles without a royalty, lump-sum payment, or other agreement that would enable [Lilly] to continue its general research and development activities. In the absence of such an agreement, [Lilly] was able to structure its pricing so as to divert needed profits to Lilly P.R. Accordingly, we must conclude that the prices [Lilly] paid Lilly P.R. did cause a distortion of income which [Commissioner] may correct by making appropriate allocations under the authority of section 482. [FN259]
The court then analyzed the pricing arguments of the parties. [FN260] Since there were no comparable transactions, the court turned to the so-called fourth method of the regulations [FN261] and evaluated the profit-split methodology essentially proposed by the parties. With respect to 1971 and 1972 (years during which the propoxyphene patent was still valid), the court accepted the manufacturing (cost, plus 100 percent return to Lilly PR) and location savings (to Lilly PR) returns determined by Lilly and Lilly PR, but it felt that the marketing return to Lilly was too low (cost, plus 30 percent). The court felt that the original 90 percent to 100 percent view of the Puerto Rico study team was appropriate and allocated 100 percent. [FN262] With respect to the residual profit split of 60 percent to 40 percent under the adaptation of the 1968 settlement methodology, as between manufacturing and marketing intangibles (Lilly PR and Lilly, respectively), the court concluded that Lilly should receive 45 percent instead of 40 percent for its marketing intangibles. [FN263]
A different situation existed in 1973 because the propoxyphene patent expired in late 1972. Upon the expiration of the patent, several other pharmaceutical companies began manufacturing and selling propoxyphene products, so that comparable prices were available, though requiring adjustments. During 1973, Lilly PR sold products to Lilly at a discount of 58 percent from Lilly's wholesale price list. After adjusting certain comparables to make the ingredients of the transactions comparable to the Lilly PR-Lilly situation, [FN264] and after evaluating the expert witness testimony of each party, the court concluded that the discount should be increased to 66 percent. [FN265]
On appeal, the Seventh Circuit approved some elements of the Tax Court's opinion and disapproved other elements. [FN266] The essence of the Seventh Circuit's view was that in evaluating what Lilly had received upon the transfer of the propoxyphene patents to Lilly PR, [FN267] the Tax Court had given insufficient weight to the value of the equity that Lilly received in Lilly PR. In addition, the Tax Court was overly concerned about the stream of continuing income that Lilly should receive in order to finance its significant R&D activities. The Seventh Circuit found that the non-R&D expense allocations made by the Tax Court were appropriate but that no such allocation was required with respect to R&D activities. [FN268]
*29 The court also addressed the Tax Court's increase in the "plus" on Lilly's marketing expenses (from 25 to 100 percent) and the increase in the residual profit split attributable to Lilly's marketing intangibles (from 40 to 45 percent), which it found to be, in essence, reasonable. [FN269] With respect to the 1973 allocation (increasing the discount rate from 56 to 66 percent), the Seventh Circuit also rejected any allocation relating to R&D expenses and remanded for an appropriate determination with respect to this issue. [FN270]
In short, Eli Lilly involved an entirely different situation than any of the preceding cases, which typically involved the formation of offshore operations to conduct specific activities and which either did not involve the transfer of significant intangible property or were not evaluated as involving such by the Commissioner or by the courts. Because the years covered by the propoxyphene patent (1971 and 1972) did not involve any "comparable" transactions (because of the patent protection), the courts seriously addressed "profit-split" methodology for one of the first times since the 1968 Regulations had been promulgated. [FN271] Perhaps the most noteworthy aspect of the Eli Lilly case is the legislative response that it largely triggered in the Tax Reform Act of 1986: enactment of the commensurate-with-income standard relating to the cross-border transfer of intangible property. [FN272]

¶ 2.03[9] G.D. Searle & Co. v. Commissioner

As the Eli Lilly case was progressing through the Tax Court, another pharmaceutical industry case was also moving forward, which was often viewed as, in effect, a companion to Eli Lilly, though the cases were distinct in many respects. [FN273] The essential facts in G.D. Searle & Co. v. Commissioner [FN274] were similar to those in Eli Lilly. G.D. Searle & Co. (Searle) was a leading U.S.-based multinational pharmaceutical company, with sales activities in ninety countries and manufacturing activities in twenty-one countries. A large portion of Searle's ethical pharmaceutical (via prescription) products were manufactured at its headquarters location in Skokie, Illinois. By 1968, these facilities were so "old, outdated, and substantially overcrowded" [FN275] that there was no opportunity for expansion. Searle acquired a suitable tract of real property in the same area and gave consideration to a location in Puerto Rico.
Searle was familiar with the basic tax advantages offered by Puerto Rico. It was also aware that several of its competitor U.S. pharmaceutical companies had established operations in Puerto Rico and achieved a much lower effective tax rate as a result of the incentives offered by Puerto Rico. Accordingly, Searle formed a study group to evaluate Puerto Rico as a possible site for future operations "in order to provide additional manufacturing facilities and as a means of saving taxes." [FN276]
*30 Based on the report of the study group, Searle decided to establish manufacturing operations in Puerto Rico. Searle & Co. (SCO), a Delaware corporation, was established as a "possessions corporation" [FN277] on January 13, 1969. SCO leased space in a building that had recently been vacated by another pharmaceutical company. The bases for the decision to form SCO were described as follows in Searle's 1969 Annual Report: 


The move to Puerto Rico was prompted by shortages of manpower and production capacity in Skokie. Our preliminary study showed that Puerto Rico could provide both an adequate labor supply and substantial savings in floorspace costs. In addition, the transfer enabled us to bring certain work into Skokie that formerly had been contracted to suppliers. Finally, we hoped to lessen the burden of income tax and to invest part of this savings in new research and development programs that otherwise would not be possible. 
The transfers will not affect employment in Skokie where growth will continue. Our home facilities will be used for other production as well as providing backup capability. [FN278]
Searle selected five of its principal pharmaceutical products to be manufactured by SCO. These products were well-established, highly profitable products that had been sold by Searle in the United States for many years. SCO filed the appropriate applications and received two tax exemptions from Puerto Rico, so that SCO was exempt from all Puerto Rico taxes (as well as all U.S. income taxes under the principles of Section 931).
In order to make SCO operational, an experienced manufacturing executive of Searle was employed by SCO. He then hired SCO's other executives, drawing on Searle personnel as well as Puerto Rico residents. The Puerto Rico facility was prepared for operation by SCO's Director of Engineering, with assistance from Searle's engineering department. SCO acquired about 25 percent of the manufacturing equipment from Searle and the balance from unrelated U.S. vendors.
In 1969 and 1970, Searle and SCO entered into six agreements for the transfer and assignment to SCO of the "entire right, title, and interest" of Searle in the intangible property needed to conduct the manufacturing operations to be undertaken by SCO as contributions to capital. SCO thereafter registered all of its own copyrights.
SCO initiated manufacturing operations one product at a time in 1969 and 1970. The manufactured products were sold to Searle from August 1969 until October 1970, at which time SCO began to sell its products directly to unrelated wholesalers in the United States. Searle and SCO entered a marketing and sales promotion agreement whereby Searle agreed to provide marketing and sales promotion services to SCO in exchange for a marketing fee equal to the greater of (1) 25 percent of SCO's net sales to U.S. customers or (2) Searle's cost of providing the services, plus 25 percent of such cost. [FN279] During 1974 and 1975, 97 percent of SCO's sales were made directly to unrelated customers. The sales to Searle (3 percent) were at SCO's standard prices to wholesalers. SCO subsequently purchased chemical manufacturing facilities and constructed pharmaceutical manufacturing facilities that were remodeled or built under the supervision of SCO's engineering staff with assistance from Searle.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

*31 The initial management of SCO consisted of five individuals, four of whom were former employees of Searle; and three of the five resided in Puerto Rico. By 1974 and 1975, there were six management executives, all of whom resided in Puerto Rico. As of December 31, 1974, SCO had 426 employees, twenty-eight of whom were executives. Of these employees, twenty-one of the executives and all of the other employees worked in Puerto Rico.
All of the steps in the chemical and pharmaceutical manufacturing process (including production planning and scheduling, inventory control, purchasing, chemical sourcing, and quality control) were handled by SCO employees in coordination with appropriate departments of Searle. Additionally, research and development activities are critical to the success of a pharmaceutical company. These SCO operations were conducted by Searle. In 1974 and 1975, the expenses of the R&D activities amounted to 15.9 and 13.8 percent, respectively, of the combined pharmaceutical sales of Searle and SCO. While SCO had a laboratory and a staff, it essentially performed troubleshooting and process improvement activities. SCO's R&D costs during 1974 and 1975 amounted to about one percent of its net sales and were largely composed of reimbursements to Searle. [FN280] All relationships with the U.S. Food and Drug Administration with respect to SCO's products were conducted by Searle. The pattern of the case is illustrated in Figure 2.8.
In June 1979, the IRS examination team issued a notice of deficiency to Searle asserting that Searle had engaged in non-arm's length transactions with SCO that required an allocation under Section 482. After the Tax Court petition had been filed, the Commissioner asserted several additional theories. [FN281]
The Tax Court began its opinion by contrasting the matter before it with the Eli Lilly case. It noted that GD Searle was not a pricing case, because 97 percent of the goods had been sold to unrelated third parties, and that it did not involve raw material sales, which the Commissioner had not questioned. On the other hand, both cases involved the common question whether the possessions corporation owned the intangibles transferred by its parent for purposes of Section 482 and, if so, whether the Commissioner abused his discretion in making allocations under that Section. [FN282] With respect to the Section 351 issue, the court held that SCO was the owner of the intangibles, essentially following its earlier decision in Eli Lilly. [FN283]
In evaluating the application of Section 482 to the relationships between Searle and SCO, the court began by noting that "tax considerations were...a major concern as [Searle] readily admits," since competitors had established operations in Puerto Rico and achieved a lower effective tax rate "and hence a possible competitive edge." [FN284] It also noted that the essential purpose of the possessions corporation provisions was to encourage U.S. taxpayers to locate operations in Puerto Rico and take advantage of the prescribed tax opportunities. [FN285]
*32 The court viewed the issue before it to be whether the intangible transfers to SCO, and subsequent use of those intangibles, caused a distortion of Searle's income in 1974 and 1975. [FN286] It noted that Searle had expended vast amounts in developing the intangibles and had "received the considerable income generated" by the intangibles prior to their transfer to SCO. When the transfers had been made, Searle received the stock of SCO and payment for services rendered to SCO.
While SCO must be treated as owning the intangibles for purposes of applying Section 482, the court found that Searle would not have so structured a transaction with an unrelated third party at "arm's length." Its introductory commentary was as follows: 
In an arm's-length situation, it would be the height of corporate mismanagement to transfer the lion's share of the corporation's income producing assets to another corporation solely for non-income producing stock and the right to perform compensated services for the transferee corporation. [FN287]
It then concluded that an allocation under Section 482 was appropriate, notwithstanding the fact that there was a business purpose for the transfers: 


One of the purposes of the transfers of intangibles to SCO was to obtain a tax advantage not available in an arm's-length transaction with an unrelated party. If [Searle] had not transferred the intangibles to SCO, it would have continued to receive the significant income from the sales of the product lines represented by the intangibles, without any additional effort on its part. After the transfers, it received no income from the sale of the products themselves, but rather received only compensation for services it provided to SCO. The fact that a business purpose existed for SCO's creation, and the transfers of the intangibles to it, does not negate the fact that the transfers resulted in a distortion of [Searle]'s income in the taxable years before us. Thus, we conclude that on these facts an allocation under Section 482 is appropriate to clearly reflect petitioner's income. [FN288]
In terms of the amount of the required allocation, the court found that there was "little hard evidence" before it and that the comparables in the record were inapplicable. [FN289] The court observed that the intangibles transferred to SCO "were of little value to SCO without the marketing and administrative services provided by [Searle] because SCO was unable to provide such services for itself." [FN290] In addition, Searle continued to own the new drug applications (NDAs) "issued by the U.S. Food and Drug Administration with respect to the products manufactured by SCO," which meant that without Searle's services in the regulatory area, "SCO could not have sold its products." [FN291] The NDAs were also "extremely valuable assets, without which the...intangibles [transferred to SCO] were of diminished value." [FN292]
*33 Much of the expert evidence provided by the parties related to the value of the services provided by Searle to SCO. The court did not question the reasonableness of the compensation for services arrangement, "as long as such payment was made in the context of an additional royalty payment as arm's-length consideration...for the transfer of the intangibles." [FN293] Rather, it found that the issue to be decided was the amount of allocation required to provide a royalty for the intangibles transferred that would have existed between unrelated parties dealing at arm's length, and the result would be the same whether the allocation were considered an additional payment for services rendered or for intangibles transferred.
The court found that there was no adequate evidence before it to make the determination. It therefore used its best judgment and determined that an allocation of 25 percent of SCO's total net sales in 1974 and 1975 was appropriate in order to clearly reflect Searle's income. [FN294] The net result of the allocation was that about 54 percent of the combined net profit of SCO and Searle from the products produced by SCO was attributed to Searle and 66 percent to SCO. While the court did not articulate its conclusion as a profit split under the fourth method, [FN295] this method was the effect of its determination.
As in Eli Lilly, the result in GD Searle reflected a conclusion that the intangibles transferred to the possessions corporation would be deemed owned by the transferee for purposes of applying Section 482; but the overall relationship between the parties would still have to meet the arm's length imperative of Section 482. In Eli Lilly, this required an allocation to properly apportion the profit from the pharmaceutical manufacture and sale, [FN296] and in G.D. Searle it required an allocation to reflect the value of the intangible transferred.
The analysis of the court in GD Searle was similar in many respects to the methodology essentially required by the statutory changes made by the Tax Reform Acts of 1984 and 1986, [FN297] though Searle's taxable years of 1974 and 1975 were plainly not subject to those provisions. The court did not cite to the existence of the enactments or their legislative history, though, and also did not refer to the methodology that they might require in this type of circumstance.

¶ 2.03[10] Ciba-Geigy Corporation v. Commissioner

In each of the principal cases following Asiatic Petroleum, the essential economic issue raised by the planning of the U.S.-based multinational in question was whether the activity that had been organized in an offshore jurisdiction would have earned the same level of income if it had been dealing at arm's length with unrelated parties. [FN298] The same issues and principles would presumably (as in Asiatic Petroleum) be applicable in the case of an inbound transaction, where a non-U.S.-based multinational established an offshore activity in the United States.
*34 Such a situation was presented in Ciba-Geigy Corporation v. Commissioner, [FN299] in which Ciba-Geigy, Ltd., a Swiss corporation (Geigy-Basle), had established a U.S. subsidiary in 1908 to market and sell agricultural, chemical, and pharmaceutical products in the United States (Ciba-U.S.). In 1951, Geigy-Basle initiated a research project to develop new defoliants and herbicides. Various chemical compounds were synthesized by Geigy-Basle in Switzerland. These compounds were then screened for herbicidal activity, in Switzerland and by a scientist in Ciba-U.S.'s laboratory. The tests resulted in the identification of certain compounds as commercially promising herbicides, and Geigy-Basle filed patent applications in more than thirty-two localities, including the United States. Ciba-U.S. performed the work necessary to obtain U.S. registration. During the late 1950s, Geigy-Basle selected fifteen patented compounds for commercialization as herbicides and entered a nonexclusive license to manufacture and sell the compounds with Ciba-U.S., which agreed to pay a royalty equal to 10 percent of net sales. During 1958 and 1959, Ciba-U.S. paid about $55 million in royalties to Geigy-Basle and earned about $231 million, after royalties, from the sale of the compounds in the United States. [FN300] The pattern of the case is illustrated in Figure 2.9.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

Upon examination, the Commissioner asserted two theories. The first was that the parties had entered a joint and cooperative research and development agreement, which should have resulted in Ciba-U.S.'s receiving a royalty-free license. This argument was rather summarily rejected as having no basis in fact. [FN301] The second theory was that the royalty rate should have been 6 percent instead of 10 percent. The Tax Court also rejected this theory, although it found that a fee should have been paid for certain research activities. [FN302]
The court found that Ciba-U.S.'s contribution to the development of the patented compounds was insignificant. It also found that the tax results of the arrangement were properly described in the intangible property regulations under Section 482, [FN303] "which to [the Commissioner's] discomfiture fit this case like a glove." [FN304] Under those regulations, the court found that Geigy-Basle was the "developer" of the patents and that their success was essentially attributable to it. Ciba-U.S.'s contribution was essentially duplicative of activities done in Switzerland and was ultimately discontinued for that reason. The record did not contain a sufficiently similar (comparable) transaction, but the court found that a proposal to license the compounds by DuPont for a 10 percent royalty rate indicated that an unrelated party would have paid a royalty of at least 10 percent. [FN305] The court also noted the significant profits that were earned by Ciba-U.S. as a result of the license.
*35 Interestingly, the Commissioner had asserted as a rule of thumb that a licensee should normally earn 75 percent of the net profits and the licensor 25 percent, even though Ciba-U.S. (the licensee) had retained about 80 percent of the net profits before royalties. While the court found that the royalty rate reflected an arm's length arrangement, it also found that an allocation should be made to reflect certain tests performed by Ciba-U.S., which it found to be $100,000 over the two-year period in question. [FN306] Ciba-Geigy reflects a reasonably straightforward situation, where Ciba-U.S. was a reseller, earned a significant amount, and paid a royalty that the court found to be at an arm's length rate.

¶ 2.03[11] Bausch & Lomb, Inc. v. Commissioner

The essential method of analysis employed by the Tax Court and Claims Court in the preceding principal cases, PPG Industries and DuPont, was also used in Bausch & Lomb, Inc. v. Commissioner, [FN307] which involved a situation essentially similar to that in Eli Lilly and G.D. Searle, in the sense of a transfer of intangibles to an offshore manufacturing subsidiary that manufactured the goods and earned a significant portion of the overall profit from the economic activity relating to the intangibles and goods in question. The court ultimately found that the pricing of the goods was supported by comparable transactions but that the amount of the royalty paid to the U.S. parent was not sufficient for Section 482 purposes.
Bausch & Lomb, Inc. (B&L) was a major U.S.-based multinational corporation engaged in the manufacture and sale of scientific and ophthalmic instruments and products. B&L had tried for many years to develop technology for the manufacture of so-called soft contact lenses. The pioneering technology for such products had been developed by a team of Czechoslovakian chemists associated with the Czeochslovakian Academy of Sciences (CAS) under the supervision of Drs. Otto Wichterle and Drahoslav Lim (the Wichterle Team). In 1955 and 1956, the Wichterle team had developed the materials for a soft contact lens for the first time. The first lenses produced by using a so-called spinning open mold were made in 1961, and in 1963 a process was developed by which the basic material was transformed into a hard state and machined to produce hard contact lenses. In 1966, the team prepared a three-volume work entitled Soflens Production Line Documentation, which detailed the manufacturing steps for the mixture used to make the lenses and the manufacturing process itself. The Wichterle team obtained patents in the United States and numerous foreign countries, with respect to each of the pertinent processes, methods, and formulations. Patents were not, obtained, however, in the Republic of Ireland, and approval was not obtained from the U.S. Food and Drug Administration to market soft contact lenses in the United States.
*36 In 1965, CAS entered into a license agreement with Flexible Contact Lens Corp. (Flexible), which was represented in the negotiations by National Patent Development Corp. (NPDC); both Flexible and NPDC were unrelated to B&L. Flexible was granted an exclusive license to manufacture and sell soft contact lenses developed by the Wichterle team in the western hemisphere. The agreement was subsequently amended to include South Africa. The agreement covered all patents obtained by the Wichterle team, as well as related know-how, formulas, and technical information.
Flexible then entered a sublicense agreement with NPDC. In 1966, CAS and NPDC entered an exclusive license agreement relating to Israel, and in 1967, they entered a license agreement covering the Far East. In 1970, CAS entered a license agreement covering Europe with a subsidiary of NPDC. NPDC in turn entered an exclusive sublicense to B&L in 1966 covering the western hemisphere, and similar sublicenses to B&L were entered for certain areas of the Pacific.
Beginning in 1972, there was a series of patent infringement suits filed between NPDC (and its respective affiliates) and B&L. These matters were settled in 1973, and NPDC affiliates granted a "nonexclusive, nonassignable, and nontransferable sublicense" to B&L for the United Kingdom and eighteen European countries. A similar arrangement covered certain Pacific rim countries.
During the period 1967 through 1972, B&L paid no royalties to NPDC in excess of certain minimum amounts, because B&L incurred losses with respect to its soft contact lens business, as computed by B&L. In 1972, NPDC filed suit for an accounting, and other suits were also filed. This litigation was settled in 1977, pursuant to which B&L paid a fixed amount in exchange for a "fully paid, nonexclusive sublicense...under all of the Wichterle patents in the Western hemisphere, the Republic of South Africa and Israel," [FN308] and B&L released its exclusive rights with respect to the United States.
B&L began acquiring the machines to manufacture lenses in Rochester in 1966 and evolved its activities to produce the necessary yields through 1972. B&L also obtained the necessary approvals from the U.S. Food and Drug Administration to market the lenses in the United States.
In 1971, B&L first began marketing soft contact lenses in the United States using its own trademark. Competitors obtained FDA approval with respect to other soft contact lens products beginning in 1973 and entered the soft lens market. Competition increased significantly thereafter. In the late 1970s, B&L made several acquisitions and license arrangements in order to obtain the technology to remain at the forefront of soft contact lens technology.
By 1981, B&L had developed its manufacturing techniques to the point that it was able to manufacture the lenses at a low price (a standard cost of US$1.54 per unit). [FN309] The "spin cast" technology developed by B&L was superior to the lathing process used by its competitors (e.g., NPDC was able to produce lathed lenses for US$6.18 to US$6.46 per unit). Through 1984, B&L had achieved an "effective monopoly" over the efficient spin-cast method of manufacturing, which provided it with significant cost efficiency and an edge on its competitors.
*37 In most of the foreign countries where B&L affiliates engaged in the marketing of soft contact lenses there was significant competition, and the B&L affiliate tended to be the third- or fourth-largest competitor in such competitive markets. In 1977 and 1978, B&L manufactured the lenses at its facilities in Rochester and sold them to the foreign affiliates at a transfer price of US$7.50 per lens. By 1979, the product line expanded, and B&L established a single transfer price of US$7.50 per lens, which was reduced to US$6.50 in 1983 because of competitive pressures.
In 1978 and 1979, B&L projected that the demand for soft contact lenses would exceed the capacity of the Rochester plant, so it expanded the capacity of the plant. Similar studies were undertaken in 1980 that predicted 20 percent growth per year in domestic and international markets. Accordingly, it was determined that substantial additional manufacturing capacity would be needed to meet this demand in the early to mid-1980s. In addressing this need for additional capacity, B&L management was concerned about the concentration of its worldwide manufacturing capacity at a single location in Rochester (a similar concern had existed in Eli Lilly), which exposed it to the risk of interruption by natural or man-made disasters. A decision was made that the additional manufacturing capacity should be located at a different site, preferably in Europe, in part because of the less stringent regulatory standards that would apply to lenses made in Europe for the European market.
B&L established a planning team to look into potential locations, including the Republic of Ireland, which was ultimately selected largely because of the incentives offered by the Industrial Development Authority of the Republic of Ireland (IDA). The task force in 1979 prepared a report reviewing the incentives offered by the IDA and location savings available to an Irish manufacturing facility, and the B&L Board approved the recommendation. In 1981, the IDA granted significant incentives (including a complete tax holiday) for location of the facility in Waterford, Ireland, including a limitation on the level of royalties that could be paid to B&L (not to exceed 5 percent of Irish sales).
In 1980, B&L formed Bausch & Lomb Ireland, Ltd., an Irish corporation (B&L Ireland). B&L granted a nonexclusive license to B&L Ireland to use "certain manufacturing intangibles in the manufacture of soft contact lenses," including improvements in technology, trademarks, and related matters. B&L Ireland was prohibited from sublicensing the rights and was obligated to a royalty to B&L of 5 percent of net contact lens sales.
B&L Ireland leased a building and acquired four spin-cast machines from B&L, and four more in 1981, with installation and testing done by B&L Ireland employees. In 1981, B&L Ireland manufactured and sold several series of contact lenses, and the range of production increased with the proficiency of the facility. B&L Ireland employees undertook all steps in the manufacturing process, including production schedules, raw material purchase, manufacture, quality control, maintenance and engineering, and related matters.
*38 While it had originally been contemplated that B&L Ireland would sell its products to European distributors, 61 percent and 56 percent were sold to B&L in 1981 and 1982, respectively, though there was no contractual obligation to do so. The sales price from B&L Ireland to B&L and foreign affiliates was US $7.50 per lens, which was reduced to $6.50 per lens in 1983, based upon market data obtained by company executives. During these years, B&L functioned as a distributor in the United States for the lenses produced by B&L Ireland. [FN310] In this period, the U.S. market was very competitive. The record reflected that unrelated distributors were able to buy competing products from independent manufacturers at prices that were generally higher than those charged by B&L Ireland to B&L. [FN311] The pattern of the case is illustrated in Figure 2.10.
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In 1985, the IRS examination team issued a statutory notice covering B&L's taxable years 1979, 1980, and 1981. The notice asserted that an allocation under Section 482 was required in order to clearly reflect B&L's income. Specifically, the Service took the position that B&L Ireland should be allowed a net profit before taxes on its manufacturing activities of 20 percent of sales, and the Service allowed B&L a correlative reduction in its income by eliminating its royalty income received from B&L Ireland. The Service's position was based on a contract manufacturer rationale.
The Tax Court found that B&L had sound business reasons for the establishment of B&L Ireland: the inadequate capacity at its Rochester plant, single-source concerns, and the ability efficiently to serve the expanding European market. It also found that there were sound business reasons for incorporating an Irish subsidiary because the incentives would not have been available to a non-Irish company. With respect to the tax consequences of the use of an Irish company and the available incentives, the court noted that 


it is possible that B&L could have established the Irish facility in a manner which resulted in a greater United States tax, [but] it is axiomatic that a taxpayer is not obligated to arrange his affairs in a manner which maximizes his tax burden. [FN312]
The court stated that there were two aspects of the relationship between B&L and B&L Ireland that needed to be evaluated for Section 482 allocation purposes: the transfer price of the goods sold by B&L Ireland to B&L and the royalty paid by B&L Ireland to B&L. The Commissioner argued that the matters should not be evaluated separately, because third parties would have constructed their relationship differently. Specifically, B&L would never have licensed its spin-cast technology in circumstances where it could use the technology to manufacture lenses at a cost of about $1.50 per lens and then purchase lenses from the license for $7.50 per lens. In effect, the Commissioner argued that B&L Ireland was a "contract manufacturer," which should be allowed only its costs, plus a reasonable markup. [FN313]
*39 The court indicated that the Commissioner's position would have some merit if B&L were required to purchase B&L Ireland's output, since the latter would then be contract manufacturer in substance regardless of the form of the licensing transaction. No such obligation existed, though, so the Commissioner's position was rejected. [FN314]
With respect to the transfer price for the sale of lenses by B&L Ireland to B&L, the court found that the pricing met the arm's length standard. B&L contended that it had presented ample evidence of comparable uncontrolled sales of soft contact lenses that established that the prices charged by B&L Ireland were at or below the prices that were charged by uncontrolled parties.
The Commissioner challenged these transactions as not being sufficiently similar to function as comparables. [FN315] In addition, the Commissioner's expert witnesses determined that an arm's length price would have been between $2.25 and $3.00 per lens, based upon the gross markups on cost derived from certain transactions.
The court found that the transactions offered by B&L were comparable in light of its findings that soft contact lenses were, in effect, commodity products in the eyes of consumers. It did, however, find that unrelated buyers were not required to pay freight and duty costs on their purchases, as was B&L, so it reduced the sales prices identified by B&L in order to make the transactions comparable to the sales in question.
Following the U.S. Steel case, the court found that the CUP method was mandatory: 


The third-party transactions identified by [B&L] provide ample evidence that the $7.50 per-lens price charged by B&L Ireland is equal or below prices which would be charged for similar lenses in uncontrolled transactions. [FN316]
In reaching this conclusion, the court noted and rejected the Commissioner's argument that a company like B&L, which was the world's largest marketer of soft contact lenses would have been able to secure a more favorable price from an independent manufacturer, owing to volume considerations: 


To posit [such a theory]...may be to recognize economic reality, but to do so would cripple a taxpayer's ability to rely on the comparable-uncontrolled-price method in establishing transfer pricing by introducing to it a degree of economic sophistication which appears reasonable in theory, but which defies quantification in practice. [FN317]
The court then addressed the adequacy of the 5 percent of net sales royalty paid by B&L Ireland to B&L, which had indicated that the royalty rate should actually be applied to the average realized price. It found that the royalty rate was not appropriate. It noted that the experts of both parties had indicated that a 5 percent rate did not reflect an arm's length consideration. It noted the criteria specified in the regulations [FN318] and reviewed the views of the respective expert witnesses and the transactions that they offered as support for their respective views. The court did not embrace the results arrived at by any of the experts.
*40 It concluded that the record established that B&L would have received "greater consideration" for the license of its intangibles as the result of arm's length bargaining. The court reviewed the transactions offered as comparables; but it found that no transactions were comparable, because no other competitor was successfully using the spin-cast technology. This situation indicated that B&L's technology was superior. The court also found other distinctions in the proferred comparables.
Having found that the record did not contain sufficiently comparable transactions, the court indicated that it "must attempt to construct an arm's-length royalty." [FN319] It noted that the regulations provide that prospective profits to be realized by, and capital investment required of, the licensee may be taken into account in determining an arm's length royalty. [FN320] It then addressed the economic projections actually prepared by B&L for purposes of determining the feasibility of the Irish facility. It was projected that B&L Ireland would need to invest $8,383,000 of capital in order to produce the lenses, and the court then determined the level of "earnings that an independent entrepreneur would have required as an inducement to risk this level of assets." [FN321] It used the earnings and cash flow projections included in the special expenditure application to the Irish Development Authority, with certain modifications in capacity, declining demand for lenses without access to continuing technology development, and constancy of the original $7.50-per-lens sales price.
Once the projected level of earnings from the Irish facility was determined, it was then necessary to determine how unrelated parties would seek to divide the earnings through the setting of a royalty rate based on net sales. The court noted that the Commissioner's experts in effect had proposed a royalty of 58 percent derived from the transfer price proposed as compared to the initial actual price of $7.50 per lens. This rate was found to be unreasonable because it would have produced losses to B&L Ireland based on the earnings projections, and no independent party would enter a licensing arrangement that would "preclude any reasonable expectation of earning a profit through the use of the intangibles." [FN322]
The court also rejected the views of B&L's experts offered in support of the 5 percent rate (or the 11 or 12 percent of net sales rate that would have resulted from applying the 5 percent rate to the average realized price as proposed by B&L). It found that even a 15 percent royalty was inadequate because this would have resulted in B&L's recovering only 37 percent of the operating earnings. The court viewed this as overly generous to B&L Ireland in light of the moderate level of risk to which it was exposed [FN323]
One of B&L's experts had testified to the "rule of thumb" of a 25 percent-75 percent allocation between licensor and licensee (which had also been suggested in Ciba-Geigy). [FN324] The court noted that even if one accepted this generalization, it would not be applicable in the B&L situation. It noted that in a normal licensing situation, each party possesses something unique (e.g., one party may possess the production technology and the other capital and the marketing expertise): but this was not the case in the present situation. B&L possessed both the production and marketing expertise, and B&L Ireland possessed only capital, which was a nonproprietary asset that theoretically could have been supplied by any number of parties. This means that B&L Ireland would have been in a weaker bargaining position than B&L would have had to have been in to have ceded a larger portion of the profits than the customary 25 percent. [FN325]
*41 The court then used its best judgment to find that the arm's length royalty should be 20 percent, which would allow B&L Ireland to share in about 50 percent of the profits to be derived from the licensed technology and earn a 27 percent return on its investment over the course of the project. This was 15 percent higher than the 12 percent discount rate used by B&L in its projections, which could be viewed as the return for the risk assumed by B&L Ireland. 


Considering the proven, low-cost production technology to which B&L Ireland gained access via the licensing agreement, and its access to worldwide markets through its relationship with B&L, we consider the risk assumed by B&L Ireland to be moderate in comparison to those of other manufacturing ventures and the 15-percent premium to be wholly adequate to compensate B&L Ireland for assumption of these risks. 
We thus hold that a royalty of 20% of B&L Ireland's sales price for soft contact lenses constitutes arm's length consideration for use of B&L's intangibles. [FN326]
In short, Bausch & Lomb involved a pattern of transaction that had become quite common with respect to the cases decided in the 1980s involving U.S.- based multinationals, in the sense that a U.S. parent had developed the technology to manufacture products, formed an offshore subsidiary to perform some or all of the manufacturing steps, transferred the technology to the offshore subsidiary, and the subsidiary then earned a significant portion of the return from the combined net income of the products produced by the offshore subsidiary (the outbound manufacturing company pattern--such as in Situation 2). [FN327]
The results of the case, and the methodology of the court's analysis, also reflected an interesting expansion of the concepts developed in several of the preceding principal cases. It applied the CUP method to the sale-of-goods aspect of the B&L-B&L Ireland relationship because the record contained ample support, in the court's view, for the comparability of the proffered transactions (as was also the case in PPG Industries, U.S. Steel, and Ciba-Geigy). But a comparable method could not be used with respect to the royalty rate determination, because there were no supportable comparables in the record. Accordingly, the court undertook to use its best judgment to determine an arm's length royalty rate (as had been done, in effect, in DuPont, Hospital Corp. of America, Eli Lilly, and G.D. Searle).

¶ 2.03[12] Sundstrand Corporation v. Commissioner

The essential outbound manufacturing company pattern was also present in Sundstrand Corp. v. Commissioner, [FN328] in which Sundstrand Corporation (Sun-US) had evolved as one of the principal manufacturers of constant speed drives (CSDs), which regulated the flow of electrical current produced by aircraft engines. Sun-US did not have any patents on its CSD technology, but it did have patents on the manufacturing processes. The CSDs were sold to original equipment manufacturers (OEMs), and a significant market existed for spare parts, which market would continue as long as a particular generation of aircraft remained in service (as long as twenty years). The spare parts business was quite profitable, and the pricing was based on the OEM price, plus 50 percent.
*42 Up to 1974, Sun-US had two manufacturing facilities in the United States that had reached full capacity. It projected an expansion in the commercial and military aircraft business in the late 1970s and early 1980s and so determined that it needed increased capacity to meet the projected demand. Sun-US had some existing operations in Singapore that manufactured other products. A report was prepared by Sun-US's Manager of Advanced Manufacturing Planning indicating that the Singapore operation could be highly profitable in 1975 with additional investment and effort. The president of Sun-US then visited the Singapore facility and, upon his return, requested that an additional report be prepared to analyze the feasibility of manufacturing commercial CSD parts in the facility. When completed, this subsequent report recommended that $5.5 million be invested in the Singapore facility, which was projected to earn a 15.2 percent profitability and payback in 6.5 years not considering tax consequences, or 23.0 percent and 5.7-year payback when tax considerations were taken into account. A revised projection indicated a profitability index of 2.5 percent and a payback of 9.3 years.
The project was approved in August 1974. A Singapore corporation was incorporated and named Sundstrand Pacific (Pte) Ltd. (SunPac). It was recognized that implementation of the project would require technical personnel to be on-site in Singapore to provide support in several areas. Sun-US contemplated that SunPac would manufacture spare parts. The planning also anticipated introducing families of parts gradually, from the lowest to highest technology, so that the SunPac manufacturing processes could evolve in an orderly manner. Sun-US then selected the families of parts to be so manufactured, and it planned for a phase-in of the CSD parts-manufacturing process.
SunPac sought and obtained tax and financial incentives from the Economic Development Board of Singapore, which also assisted it in arranging appropriate lines of credit. SunPac acquired a lease on a tract of land in an industrial park, constructed an appropriate building, and acquired the necessary equipment via capital contribution from Sun-US [FN329] and purchases from third-party vendors. SunPac shut down its existing operations and rehired those employees who it determined could perform the necessary tasks in the CSD parts manufacturing to be undertaken in the future.
In July 1975, Sun-US entered a technical assistance and license agreement with SunPac that granted an exclusive right to use industrial property rights in Singapore, as well as other appropriate rights. In exchange for these rights, SunPac agreed to pay a royalty of 2 percent of the net selling price of the products that it manufactured. The agreement also recited that it was the intent of the parties that the royalty payments would be equal to the cost of development of the rights transferred to SunPac and the assistance provided. Sun-US's trademark was also made available to SunPac in exchange for the payment of US$1,000. Thereafter there were several amendments to the agreement, including an increase in the compensation for technical services provided to SunPac by Sun-US.
*43 SunPac commenced manufacturing operations in April 1976. By the end of 1977, SunPac had 220 employees and was organized into seven major operational departments (five of which were headed by U.S. expatriate employees hired from Sun-US). SunPac also obtained the requisite approvals from the U.S. Federal Aviation Administration for the manufacturing of parts, which required, among other things, that all raw materials be purchased from Sun-US. In the request for approval, Sun-US had indicated that SunPac would do minor assembly work.
In April 1976, Sun-US and SunPac entered a distributor agreement for the parts manufactured by SunPac. The pricing of the parts was to be at 85 percent of the prices shown in Sun-US's current spare parts price list. During 1977 and 1978, all of SunPac's parts were sold to Sun-US. Sun-US did not purchase from third parties any of the parts manufactured by SunPac, that is, SunPac was the exclusive supplier to Sun-US of these parts. The court noted that "[d]uring 1977 and 1978, SunPac was at the low end of the learning curve for CSD production. Therefore, it probably was the least efficient plant then producing CSD parts." [FN330]
Sun-US had entered a variety of license agreements over the years with third parties for the rights to make and sell CSD devices and parts. Many of the licenses were with a U.K. company, Lucas Industries, Inc., and frequently provided for a royalty rate of between 5 and 10 percent of net selling price, depending upon the license in question and related matters. There was also a variety of licenses with other unrelated parties (including licensees for the rights to make and sell CSDs in Japan, Germany, Israel, Soviet Union, China, and other countries) that provided for royalties in the same range.
Sun-US had originally contemplated that Sun-Pac would sell its parts directly to airline customers, but this was rejected by the customers. Accordingly, Sun-US and SunPac entered a consignment agreement with an unrelated European company for distribution of the parts in Europe, Africa, and the Middle East, which provided for a commission rate to the consignee of 10 percent--declining to 4 percent for sales above a specified level. Sun-US and SunPac also entered several other agreements for the sale or distribution of CSD parts. In addition, Sun-US had entered a variety of agreements for the sale of other products in various parts of the world, some of which called for discounts of 20 percent for spare parts and 10 percent for replacement units, as well as different commission or discount rates depending upon the product and geographic area.
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The essential pattern of the Sundstrand case is the outbound manufacturing pattern that was present in several of the other principal cases in the 1980s and early 1990s, which are depicted in Figure 2.11.
The Service reviewed Sun-US returns for 1976, 1977, and 1978, and it issued a notice of deficiency in June 1983 asserting that the pricing arrangement between Sun-US and SunPac was a contract manufacturer and should have earned a markup on its costs of 38 percent. The international examiner concluded that there was no basis for the payment of royalties and therefore proposed to decrease Sun-US's income by the royalty amounts received from SunPac. The international examiner used an IRS economist who viewed SunPac similarly to support his position, and he determined that SunPac should have earned a net profit margin of 13.1 percent for 1977 and 1978. These percentages were determined by U.S. financial data of four unidentified companies that were not manufacturers of CSDs and did not have manufacturing facilities in Singapore.
*44 The Tax Court began its lengthy opinion (158 pages) by reviewing the views of the expert witnesses of the parties, [FN331] resolving objections to proposed findings of fact, [FN332] and declining to allow new theories asserted by the Commissioner. [FN333] The court also expressed its apparent frustration with the complexity of the case, length of the record, and antagonism of the parties. [FN334]
As was the case in Bausch & Lomb and other cases, the Tax Court separated the transfer price for the goods from the appropriate royalty rate for the intangibles transfer. With respect to the sale of goods, the court rejected the Commissioner's "contract manufacturer" theory on the same ground that it had in Bausch & Lomb: There was no assurance that Sun-US would purchase the output of SunPac. [FN335] Sun-US asserted that the 15 percent discount was supported by comparable transactions in the record, but the court concluded that the agreements were not comparable, so that the CUP method would not be applicable. [FN336]
With respect to the cost-plus method, [FN337] the parties had introduced extensive evidence and expert witness testimony concerning the "location savings" [FN338] that were or were not realized by SunPac, but the court concluded that the record did not contain sufficient information to make the determinations required by the cost-plus method. [FN339]
The court addressed a variety of other valuation theories propounded by the Commissioner's experts, but it found that none of the theories was supportable by the record and that the witness was unresponsive, evasive, and equivocal on examination; he was not a credible witness. [FN340] Finding that the record did not support the position of either party, [FN341] the court stated that it must nonetheless "determine the appropriate arm's length consideration for the SunPac parts on the record before us. Our task was not easy but we have shouldered the yoke, and the parties must now reap what they have sowed." [FN342]
The court noted that, ideally, different pricing methods should be used for the respective categories of parts, but the record did not provide a basis for doing so. Accordingly, it made its best estimate of the appropriate transfer price. This was found to involve a 20 percent discount (as opposed to the 15 percent figure agreed upon by the parties) because this was in line with the sales and distribution agreements that Sun-US had with unrelated third parties and certain representations made to the U.S. Customs Service. [FN343] In light of these matters, the court concluded that "we believe that, had SunPac been an unrelated manufacturer, [Sun-US] would not have accepted a discount rate of less than 15 percent for the finished parts it would resell." [FN344] The court also found that the costs of completing unfinished products would have been charged back to SunPac, and so it allocated these amounts to Sun-US.
*45 With respect to the appropriate royalty rate, the Commissioner had asserted that no royalty was appropriate, because SunPac was a mere contract manufacturer or subcontractor. This position, however, had been rejected by the court, so the appropriate royalty rate had to be determined. The court initially undertook to determine if the record contained an appropriate comparable license arrangement. While the record included a variety of agreements with third parties, the court found that none of the agreements was entirely comparable to the unlimited transfer of technology and improvements thereon and did not involve the marketing intangible transferred to SunPac (the right to sell spare parts to airline customers of Sun-US). [FN345]
The court then considered the factors identified in the regulations as being pertinent for the purpose of determining an appropriate royalty rate, [FN346] and it noted that a rate of 6.5 percent could be drawn from the third-party licenses of Sun-US as a base from which to determine an arm's length rate for the intangible property involved in the present arrangement. It then reviewed the third-party licensing agreements and concluded that Sun-US had never received a royalty payment greater than 10 percent of the net selling price, which would be an arm's length rate. [FN347] Finally, the court required an allocation for certain technical and administrative assistance provided by Sun-US to SunPac.
When these items are tabulated, it appears that the net result was that the court imposed an allocation to Sun-US of about 73 percent of the original deficiency for 1977 and 32 percent for 1987 (excluding any component for interest). [FN348] In short, Sundstrand was similar in factual pattern to Bausch & Lomb in the sense of being an outbound manufacturing company situation. The analysis of the court was quite similar in terms of evaluating the transfer pricing for the sale of goods from the offshore manufacturer to the U.S. parent and then separately addressing the appropriate royalty for the intangible property transferred to the offshore manufacturer. The principal distinction of Sundstrand is the struggle that the court encountered in determining the arm's length rates based on the evidence in the record.

¶ 2.03[13] Westreco, Inc. v. Commissioner

The most recent of the principal cases involved a significantly different pattern from the outbound manufacturing company situation of Eli Lilly, G.D. Searle, Bausch & Lomb, and Sundstrand. In Westreco v. Commissioner, [FN349] the factual pattern returned to the inbound context of Asiatic Petroleum and Ciba-Geigy in the context of services rendered by the U.S. entity to an international parent.
Specifically, Nestle, S.A. (Nestle) was a publicly owned Swiss corporation engaged in the worldwide research, development, manufacturing, and marketing of processed food products. R&D activity was a crucially important element in the business of the Nestle group, and the group maintained an extensive R&D structure. Nestec was a Swiss subsidiary of Nestle formed specifically for the purpose of providing R&D and technical assistance in the manufacture and marketing of Nestle products throughout the world. Nestec was organized into six basic divisions and conducted its operations through seventeen technological development centers spread over ten countries in diverse parts of the world. Most of the centers used the suffix "reco" in their names to denote "research company."
*46 Westreco, Inc., was a U.S. subsidiary of Nestec, engaged in contract research activities at the direction of Nestec. Westreco had a pilot plant and laboratory in Marysville, Ohio, which focused on the manufacture of instant coffee, instant tea, and processes associated with these products, and it owned a facility in New Milford, Connecticut, which performed technological development and technical assistance services with respect to culinary products.

TABULAR OR GRAPHIC MATERIAL SET FORTH AT THIS POINT IS NOT DISPLAYABLE 

Westreco was compensated on the basis of cost, plus a profit of 7.5 percent of the first $350,000 of certain expenses, 5 percent of the next $1 million, and 3.5 percent of additional expenses. Research contracts were terminable on three months notice by either party. The pattern of the case is illustrated in Figure 2.12.
The Service conducted an examination covering 1978 through 1982 and proposed deficiencies without identifying a methodology to support the alleged deficiency. The engineer who conducted the examination of Westreco had used a methodology based upon a so-called salary multiplier method, which was apparently a common means of compensating large construction and engineering firms. The Tax Court concluded that this was not an appropriate method for determining the arm's length level of fees that Westreco would have received in dealing with unrelated parties. [FN350]
The taxpayer offered the testimony of an economist as an expert witness, who compared the margins of Westreco with four corporations that also provided contract research services and concluded that the earnings of Westreco "were comparable to such income from services performed for unrelated corporations." [FN351] The Commissioner also offered the testimony of economists as expert witnesses, who compiled a group of fifteen corporations from a database organized by Standard Industrial Classification (SIC) codes. [FN352] The court found that this grouping of potential comparables was defective because there was no indication in the record that the fifteen companies were comparable to Westreco. This fundamental flaw was described in the following words: "Like the proverbial house of cards, nothing that follows from their analysis can be relied upon because appropriate comparables are the linchpin of the report's accuracy." [FN353] The court also noted that it was not appropriate to rely upon broad groupings of statistical data, citing similar comments in PPG Industries, because "allocations based blindly on statistics without consideration of specific aspects of a taxpayer's operation is, by definition, arbitrary." [FN354]
In this connection, the court made the following comments with respect to reasons that may have supported a lower level of profitability in Westreco than in the proffered group of companies: 


As explained by [Westreco's] expert, at least one reason for the reduced revenue which Westreco earned was the fact that there was a great deal less economic and business risk for Westreco. In fact, research and downstream risk was virtually nonexistent because Westreco was paid regardless of success or failure on its projects. It is a fundamental economic principle that firms which do not take risks can expect to earn a lower rate of return. This concept can readily be seen from the standpoint of a consumer as the difference between a passbook savings account (a safe but low return) and a junk bond (speculative but a much higher return). [FN355]
*47 Finally, the court noted that even the Commissioner's own experts at trial had indicated that Westreco was within an acceptable range of profitability. It then concluded that the fees paid by Nestec to Westreco for the latter's R&D services "clearly reflected income under section 482." [FN356]
Westreco is an interesting case for several reasons. One is that it plainly addresses the returns that should be received by parties performing services or other functions that involve little risk because of the contractual arrangements in question; in this it is similar to Ciba-Geigy. Second, the testimony of the experts followed the model suggested by proposed regulations issued in January 1992, [FN357] though the proposals would certainly not have been applicable to the years in question. Interestingly, the court did not cite to the proposed regulations.
Finally, as is often true in inbound cases, the roles of the parties were reversed from that which often exists in outbound cases. For example, in the outbound manufacturing company cases (Eli Lilly, G.D. Searle, Bausch & Lomb, and Sundstrand), the Commissioner generally articulated the theory that the offshore manufacturer was a low-risk contract manufacturer that should receive a minimal cost-plus return, whereas the taxpayers asserted that the offshore manufacturers owned significant intangibles, were subject to economic risk, and were entitled to a far more significant return. In Westreco, on the other hand, the taxpayer's position was that Westreco was a no-risk service provider entitled to a minimal plus. The Commissioner asserted that the appropriate return, which would increase tax revenues in the United States, should be measured by a basket of full-risk companies. The inbound versus outbound situation will be an important element of these materials and of the evolution of pricing law and policy. [FN358]

¶ 2.03[14] The Scorecard

The scorecard in Figure 2.13 is intended to provide a means of evaluating the overall results of the cases when the deficiencies proposed by the Commissioner are compared to the results ultimately determined by the courts. Accordingly, the "scorecard" notes the Section 482 allocation initially proposed by the Commissioner at the examination stage, as opposed to subsequent adjustments in court or otherwise (column (2)). The amount of the proposed allocation is used, as opposed to an actual tax deficiency proposal in order to eliminate the vagaries of the tax liability calculation process. The scorecard then indicates those cases resolved by, in effect, complete victory by either side (columns (3) and (4)).
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     [8]  G.D. Searle                                                          
    1974  53,738,000    28,696,-  25,042,0-  54%      46%                      
                          000       00                                         
    1975  63,630,000    34,571,-  29,059,0-  54%      46%                      
                          000       00                                         
     [9]  Ciba-Geigy [FNb]                                                      
    1965  1,654,712     1,654,7-                                                
                          12                                                    
    1966  2,433,541     2,433,5-                                                
                          41                                                    
    1967  3,804,337     3,804,3-                                                
                          37                                                    
    1968  5,343,224     5,343,2-                                                
                          24                                                    
    1969  7,417,190     7,417,1-                                                
                          90                                                   
    [10]  Bausch & Lomb                                                        
    1981  2,778,000     1,255,3-  1,522,669  46%      54%                      
                          31                                                   
    1982  19,393,750    4,173,0-  15,220,7-  22%      28%                      
                          00        50                                         
    [11]  Sundstrand                                                           
    1977  3,138,000     --        --         2,304,-  833,5-  73%    27%       
                                               497      03                     
    1978  12,042,000    --        --         3,859,-  8,182-  32%    68%       
                                               796      ,204                   
    [12]  Westreco                                                             
    1978  1,520,238     --        1,520,238  --       --                       
    1979  1,713,878     --        1,713,878  --       --                       
    1980  1,714,266     --        1,714,266  --       --                       
    1981  1,712,071     --        1,712,071  --       --                       
    1982  2,169,397     --        2,169,397  --       --                       
TOTALS                  $308,00-  $20,748,-  $83,68-  $96,2-  $107-  47%    53%
                          2,480     902        5,771    07,-    ,3-            
                                                        896     59-            
                                                                ,9-            
                                                                41             
FNa. The figures included in the "amount of deficiency" column for the Eli   
  Lilly case reflect the amounts in the original notice of deficiency, not as  
  increased by the Commissioner's amendment to its Answer in the Tax Court. In 
  addition, the profit-split allocations relating to the case are              
  approximations based upon the data contained in the Tax Court and Seventh    
  Circuit opinions.                                                            
FNb. The "Winner-Taxpayer" column for Ciba--Geigy ignores the $100,000       
  service fee allocation.                                                      
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Finally, in the cases not decided for one or other party, it is of interest to note how the courts divided the result. The "scorecard" uses the phraseology of profit split to reflect situations where the results of the case did not produce a 100 percent victory for the government or the taxpayer. In some cases, there was a profit split in the formal sense (as in the residual allocation in Eli Lilly & Co.), but in others there was simply a partial allocation (as in Bausch & Lomb). For convenience, all such matters are included in the profit-split columns. These results are indicated in numerical as well as percentage terms in Figure 2.13.
As with most statistical compilations, the results of the "scorecard" are fascinating. It reflects that six of the twelve cases were, in effect, unconditional victories for one litigant or the other, two were won by the government (Asiatic Petroleum and DuPont), and the taxpayer prevailed in the remaining four (PPG Industries, Diefenthal, U.S. Steel, and Westreco). The numerical results of an aggregation of the cases are problematic in terms of meaning because the cases span such a long period, and inflation, no doubt, diminishes the meaningfulness of any comparison. Nonetheless, the aggregate number of U.S. dollars won by taxpayers in these cases (about $83 million) certainly dwarfs the comparable Service number (about $21 million), though, again, inflation robs these raw numbers of much significance.
In the remaining six principal cases, there was some type of split of the Commissioner's proposed Section 482 allocation. The aggregate profit-split figures from the "totals" line indicate that, when the percentage results are considered (again, the numeric results are of limited usefulness because of time value of money considerations), the government prevailed on 47 percent of its allocations, while the taxpayers succeeded in avoiding 53 percent of the allocations.
These profit-split results probably mean little more than that pricing cases, like valuation cases in general, often involve difficult factual situations that the parties have not been able to settle. In such cases, there is frequently no clearly determinative basis for decision (or there would have been an unconditional victory for one side or the other), and a court ultimately has to make a Solomon-like determination in order to resolve the matter. A cynic might suggest that courts in contested valuation cases could be expected to render decisions that, in the aggregate (so that the results in many cases could, in effect, be averaged) would reflect about a 50-50 result. [FN359] This is, in effect, what has occurred over time in the profit-split cases.
It should also be noted that these overall results indicate that the normal burden of proof carried by the taxpayer [FN360] may not be as significant a matter as might appear at first blush, since taxpayers in these twelve principal cases have prevailed in four of the six outright decisions and on 53 percent of the proposed allocations in the remaining six cases. While the results of these twelve cases might be dismissed as being a very small sample, the results are quite similar to those reflected in all Section 482 cases in the aggregate. [FN361]

[FNa] Cym H. Lowell is a partner with Gardere Wynne Sewell, LLP, in Dallas, Texas. He is an experienced international taxation lawyer, specializing in transfer pricing and competent authority matters. Mr. Lowell is an active member of the Business and Industry Advisory Council (BIAC) to the Organization for Economic Cooperation and Development (OECD) and the taxation Committee of the International Chamber of Commerce. He has served as a consultant to legislative bodies, counsel for OECD member countries, and led workshops on the conduct of transfer pricing examinations for national tax authority officials.

[FNb] The late Marianne Burge was an active member of the international tax community, representing both U.S. and foreign-based multinationals, with a special emphasis on U.S. transfer pricing issues for foreign companies. Ms. Burge had been the senior international tax partner of Price Waterhouse.

[FNb] Peter L. Briger is the founder and senior partner of Briger & Associates. Mr. Briger is an attorney whose practice has involved international tax, customs, finance, commercial, and trade matters. He has served as a legal advisor to governmental and international fiscal agencies in Europe, South America, and the Asia-Pacific region. Mr. Briger has also represented domestic and foreign-owned multinational corporations in connection with a wide variety of international financial, commercial, and tax matters.

[FN139]. See ¶ 10.02.

[FN140]. See ¶ 1.06 (situations).

[FN141]. See infra ¶ 2.03[2].

[FN142]. See ¶ B.02.

[FN143]. See infra ¶ 2.03[3].

[FN144]. See infra ¶ 2.03[5].

[FN145]. See infra ¶ 2.03[6].

[FN146]. See supra ¶ 2.02[8].

[FN147]. See infra ¶ 2.03[8].

[FN148]. See infra ¶ 2.03[9].

[FN149]. See supra ¶ 2.02[11].

[FN150]. See supra ¶ 2.02[12], ¶ 2.02[13].

[FN151]. See ¶ 3.08[1].

[FN152]. See ¶ 3.08[2].

[FN153]. See supra ¶ 2.02[11].

[FN154]. See, e.g., Sundstrand, 96 TC 226, 352 n.62 (1991); Bausch & Lomb, 92 TC 525, 581 n.13 (1989), aff'd, 933 F2d 1084 n.1 (2d Cir. 1991).

[FN155]. See ¶ 3.02[1].

[FN156]. See ¶ 4.02 (origin of the arm's length principle), ¶ 4.05 (comparable uncontrolled price method in goods transactions).

[FN157]. This was, for example, the situation in PPG Industries, U.S. Steel, Ciba-Geigy, Bausch & Lomb, and Westreco. This preference is also the priority of the existing regulations (as comparables are the foundation for the CUP, resale price, and cost-plus methods) for the same reasons of comfort and dependability. See ¶ 4.03[2] - ¶ 4.03[4].

[FN158]. See infra ¶ 2.03[14].

[FN159]. See ¶ B.02.

[FN160]. Asiatic Petroleum Co. v. Comm'r, 79 F2d 234 (2d Cir. 1935), XV-1 CB 181 (1936).

[FN161]. 31 BTA 1152 (1935).

[FN162]. Asiatic Petroleum Co. v. Comm'r, 79 F2d 234, 236 (2d Cir. 1935).

[FN163]. Specifically, it noted that 
[w]e cannot accept so narrow a construction. [Taxpayer] had an actual profit (excess of value over cost) before the sale to Bataafsche, though as yet unrealized for income taxation. The phrase "evasion of taxes" is broad enough to include the avoidance of the realization for taxation of such a profit through its transfer to another branch of the same business enterprise in a way which only changes its place in the business set up. That such was the meaning ascribed to it during the progress of the bill through Congress is evident from the committee reports which explain that evasion may be attempted "by the shifting of profits, the making of fictitious sales, and other methods" frequently adopted for the purpose of "milking." 
Asiatic Petroleum Co. v. Comm'r, 79 F2d 234, 236 (2d Cir. 1935).

[FN164]. Specifically, it noted that 
[w]e see nothing in the language or in the purpose of the statute to justify giving it so restricted a meaning. An evasion or avoidance of taxes may be accomplished when a foreign subsidiary "milks" a domestic subsidiary of the common foreign parent as well as when it "milks" a domestic parent. The statute is designed to frustrate the one abuse no less than the other. 
Asiatic Petroleum Co. v. Comm'r, 79 F2d 234, 236 (2d Cir. 1935).

[FN165]. Asiatic Petroleum Co. v. Comm'r, 79 F2d 234, 237 (2d Cir. 1935).

[FN166]. Asiatic Petroleum Co. v. Comm'r, 79 F2d 234, 237 (2d Cir. 1935). See ¶ 3.02[5].

[FN167]. See Chapter 15.

[FN168]. See ¶ B.02.

[FN169]. See Chapter 3.

[FN170]. PPG Indus., Inc. v. Comm'r, 55 TC 928 (1970).

[FN171]. See ¶ 1.06.

[FN172]. PPG Indus., Inc. v. Comm'r, 55 TC 928, 934-935 (1970).

[FN173]. Interestingly, the Service raised no issue concerning whether the then-applicable provisions of Section 367 or Section 1491 were applicable to the assumption of these matters by PPGI. Western Hemisphere Trade Corporations are discussed at ¶ 13.02.

[FN174]. The Service apparently raised no issue concerning a U.S. trade or business of PPGI.

[FN175]. PPG Indus., Inc. v. Comm'r, 55 TC 928, 935 (1970).

[FN176]. PPG Indus., Inc. v. Comm'r, 55 TC 928, 938 (1970).

[FN177]. The court found that this was an arm's length relationship without addressing whether 50 percent ownership could be deemed to represent control. See ¶ 3.05[3][c].

[FN178]. PPG Indus., Inc. v. Comm'r, 55 TC 928, 946 (1970).

[FN179]. Statistical compilations are discussed at ¶ 4.04[5][d].

[FN180]. The specific details of the court's analysis relating to the comparable uncontrolled price method are set forth at ¶ 4.05.

[FN181]. The details of this segmentation analysis are reviewed at ¶ 10.03 [4][b].

[FN182]. The functional analysis of the court is reviewed at ¶ 4.08[2][c], and the application of the analysis in the context of distributors is reviewed at ¶ 6.05[3][e]. The case also involved constructive dividend (discussed at ¶ 6.06) and use of money (discussed at ¶ 6.03) issues.

[FN183]. See ¶ 3.02[1].

[FN184]. Diefenthal v. United States, 367 F. Supp. 506 (ED La. 1973).

[FN185]. Diefenthal v. United States, 367 F. Supp. 506, 510 (ED La. 1973).

[FN186]. Diefenthal v. United States, 367 F. Supp. 506, 510 (ED La. 1973).

[FN187]. Diefenthal v. United States, 367 F. Supp. 506, 512 (ED La. 1973).

[FN188]. See ¶ 3.05.

[FN189]. See ¶ 4.05, ¶ 6.02[4][a].

[FN190]. Diefenthal v. United States, 367 F. Supp. 506, 512 (ED La. 1973). The use of experts in this type of situation is discussed at ¶ 10.03[5] [a].

[FN191]. Diefenthal v. United States, 367 F. Supp. 506, 514 (ED La. 1973).

[FN192]. See ¶ 4.04[5][d], ¶ 6.05[3][f]. Diefenthal reflects a rather straightforward application of the pricing principles noted supra ¶ 2.03[1].

[FN193]. The significance of the case was plainly recognized in Fuller, "Section 482 Revisited," 31 Tax L. Rev. 475, 498-499 (1976).

[FN194]. EI DuPont de Nemours & Co. v. United States, 608 F2d 445 (Ct. Cl. 1979). The opinion of the Trial Division is set forth in 78-1 USTC ¶ 9374 (Ct. Cl. 1979). The pattern of the DuPont case is, in effect, along the lines of Situation 2, at ¶ 1.06.

[FN195]. An evaluation of the results of the cases under Section 482 and its predecessors is set forth in ¶ B.02.

[FN196]. These aspects of the DuPont case are noted at ¶ 6.05[3][e].

[FN197]. EI DuPont de Nemours & Co. v. United States, 78-1 USTC ¶ 9374 at 83,898-83,899 (Ct. Cl. 1979).

[FN198]. To summarize the comments in these materials: DuPont is divided into a series of semi-autonomous departments that report to the Executive Committee. An early draft of a memorandum on this subject to the Executive Committee from the International Department (then known as the Foreign Relations Department) stated that the Treasury Department (responsible for DuPont's tax planning) was considering the possibility of a "transfer of goods to a tax haven subsidiary at prices less than such transfers would be made to other subsidiaries or industrial Departments..." A memorandum from the Treasury Department reviewed the possibility of an IRS attack on such pricing and concluded: 
It would seem to be desirable to bill the tax haven subsidiary at less than an 'arm's length' price because: (1) the pricing might not be challenged, by the revenue agent; (2) if the pricing is challenged, we might sustain such transfer; (3) if we cannot sustain the prices used, a transfer price will be negotiated which should not be more than an 'arm's length' price and might well be less; thus we would be no worse off than we would have been had we billed at the higher price. 
A subsequent Treasury Department report on "Use of a Profit Sanctuary Company by the DuPont Company" advised pricing goods to the "profit sanctuary" at considerably lower levels than other intercorporate sales, suggesting that such prices could probably be sustained against an IRS challenge. In the spring of 1958, an International Department memorandum stated that the principal advantages of a "profit sanctuary trading company" (dubbed by its initials a "PST company") depended "largely upon the amount of profits which might be shifted (through selling price) from DuPont to the PST company." The report concluded that DuPont could find "a selling price sufficiently low as to result in the transfer of a substantial part of the profits on export sales to the 'PST Company."' A corporate task force selected Switzerland as the best location for the foreign trading subsidiary (called DISA) principally because of Swiss tax incentives. 
The two industrial departments expected to provide the main source of DISA's sales were not overly enthusiastic about a new layer of company organization. However, both departments agreed to formation of DISA for tax reasons. The Einstomer Department concluded: 
"The decisive factor in our support of the organization is the potential tax savings." The Textile Fibers Department recognized that tax considerations "will command the establishment of lowest practical transfer prices from the manufacturing subsidiaries to DuPont Swiss [DISA]." A memorandum to the Executive Committee in late 1958 (shortly before the Committee approved DISA) spoke of the modest "mark-up"...of goods sold to the foreign trading subsidiary. A prior draft of the memorandum used the phrase "the artificially low price." 
EI DuPont de Nemours & Co. v. United States, 608 F2d 445, 447-448 n.4 (Ct. Cl. 1979).

[FN199]. This role of purpose in evaluating pricing matters is discussed at ¶ 3.02[1].

[FN200]. EI DuPont de Nemours & Co. v. United States, 78-1 USTC ¶ 9374 at 83,902 (Ct. Cl. 1979).

[FN201]. EI DuPont de Nemours & Co. v. United States, 78-1 USTC ¶ 9374 at 83,902 (Ct. Cl. 1979).

[FN202]. The treasurer indicated at trial that the only basis for the pricing structure was the 50-50 profit split contained in the then recently adopted regulations under Section 863(b), which the treasurer acknowledged had nothing to do with pricing methodology. In other words, there was no principled basis for the pricing methodology that was adopted.

[FN203]. The trial judge described this arrangement as follows: 
On June 15, 1959, after DISA was incorporated but before it became operational, Mr. Robinson issued a directive to the industrial departments specifying the manner in which goods were to be priced to DISA. The instruction was that where the total cost to make and sell an item was less than DISA's selling price to unrelated parties the item was to be priced to DISA at total manufacturing and sale to an independent purchaser. The further instruction was that where the total cost to make and sell was greater than DISA's projected selling price the product involved was to be transferred to DISA at that price less all of DISA's anticipated costs. The essence of the directive was therefore that where the sale to the independent purchaser was at a price level that yielded an overall profit DISA was to receive 75 percent of that profit, but where the ultimate sale produced an overall loss DISA was nonetheless to recover all of its costs so that the entire loss would be borne by the plaintiff. 
Finally, on the matter of pricing policy, it is worth noting, in the interest of general perspective, that both Mr. Wentz and the Chicago attorney [whom] plaintiff retained as a profit-sanctuary consultant regarded Mr. Robinson's formula for allocating 75 percent of total profit to DISA as far too conservative. Although Mr. Wentz was not called to testify, the evidence shows that he advocated a pricing structure that would have placed 90 percent of overall profit with DISA, albeit he never spelled out a supporting rationale. The Chicago attorney advanced no specific percentage, advising only that it be greater than that afforded by Mr. Robinson's formula.

[FN204]. EI DuPont de Nemours & Co. v. United States, 79-2 USTC ¶ 9633 at 88,309, 88,310 (Ct. Cl. 1979).

[FN205]. The comparable uncontrolled price and resale price methods are discussed in detail at ¶ 4.05 and ¶ 4.06.

[FN206]. EI DuPont de Nemours & Co. v. United States, 608 F2d 445, 454 (Ct. Cl. 1979).

[FN207]. See ¶ 4.08[2][d], ¶ 4.10, ¶ 10.03[5][b].

[FN208]. See ¶ 4.10.

[FN209]. Distribution operations are discussed at ¶ 6.05[3][e].

[FN210]. United States Steel Corp. v. Comm'r, 617 F2d 942 (2d Cir. 1980), rev'g 36 TCM 586 (1977). Important aspects of the case are discussed at ¶ 3.02[1] (role of purpose), ¶ 4.05 (the comparable uncontrolled price method), and ¶ 6.02[3][d] (services).

[FN211]. The consequences of guarantees under Section 482 concepts are discussed at ¶ 6.03[5].

[FN212]. United States Steel Corp. v. Comm'r, 36 TCM 586, 593 (1977).

[FN213]. The Tax Court noted that 
[i]n establishing the transportation rates to be charged by Navios..., the parties were cognizant of the fact that there would be a substantial savings in the cost of transportation as a result of deepening the channel from [the mine] to open water and the utilization of the larger and more specialized ore carriers. 
United States Steel Corp. v. Comm'r, 36 TCM 586, 593 (1977).

[FN214]. United States Steel Corp. v. Comm'r, 36 TCM 586, 594 (1977).

[FN215]. United States Steel Corp. v. Comm'r, 36 TCM 586, 594-595 (1977).

[FN216]. United States Steel Corp. v. Comm'r, 36 TCM 586, 597-598 (1977). The Service apparently did not raise any issue concerning this restructuring.

[FN217]. The Tax Court had noted that 
[USS] was not willing to provide access to the Venezuelan ore on a delivered basis which would be below the delivered price of Mesabi ore. Accordingly, the transportation charges for delivery of the ore to United States ports were established as of April 1 of each year at a price per ton to U.S. ports which, when coupled with the F.O.B. price of the ore at Puerto Ordaz and port charges, would be compatible with the lower Lake Erie price for the Mesabi ore. 
United States Steel Corp. v. Comm'r, 36 TCM 586, 588 (1977).

[FN218]. The court did not note the methodology presented to the court in Diefenthal. See supra Footnote 184 - Footnote 193.

[FN219]. United States Steel Corp. v. Comm'r, 36 TCM 586, 601 (1977).

[FN220]. United States Steel Corp. v. Comm'r, 36 TCM 586, 604 (1977).

[FN221]. United States Steel Corp. v. Comm'r, 617 F2d 942 (2d Cir. 1980).

[FN222]. United States Steel Corp. v. Comm'r, 617 F2d 942, 945 (2d Cir. 1980).

[FN223]. United States Steel Corp. v. Comm'r, 617 F2d 942, 945 (2d Cir. 1980). The role of purpose is reviewed at ¶ 3.02[1].

[FN224]. United States Steel Corp. v. Comm'r, 617 F2d 942, 947 (2d Cir. 1980). The pertinent provisions of the service charge regulations are reviewed at ¶ 6.02[3][d][i].

[FN225]. See ¶ 6.02[3]. Interestingly, the Second Circuit in U.S. Steel did not discuss or refer to PPG Industries, Diefenthal, or DuPont.

[FN226]. Hospital Corp. of Am. v. Comm'r, 81 TC 520 (1980). The case is discussed at ¶ 5.04[1] and ¶ 6.03[3][d][iii].

[FN227]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 530 (1980).

[FN228]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 532 (1980).

[FN229]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 573 (1980). An outside advisor has also opined that income earned by LTD would not be foreign-based company services income under the Subpart F rules. The court did not reach this interesting conclusion.

[FN230]. The sham issue is discussed at ¶ 3.13[1].

[FN231]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 530, 597 (1980). The interesting implications of the finding that HCA's hospital management processes were intangibles is discussed at ¶ 5.03[3]. This issue was heightened by the enactment of the commensurate-with-income provisions in the Tax Act of 1986. See supra ¶ 2.02[11].

[FN232]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 530, 598 n.41.

[FN233]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 600-601.

[FN234]. Hospital Corp. of Am. v. Comm'r, 81 TC 520, 601-602.

[FN235]. See supra ¶ 2.03[4], ¶ 2.03[6].

[FN236]. See ¶ 5.04.

[FN237]. See ¶ 4.09.

[FN238]. See ¶ 4.09.

[FN239]. The background of the incentive is discussed at ¶ 13.03.

[FN240]. See supra Footnote 49 - Footnote 57.

[FN241]. Eli Lilly & Co. v. Comm'r, 84 TC 996 (1985), aff'd in part and rev'd in part, 856 F2d 855 (7th Cir. 1988). As with the other principal Section 482 cases discussed in this ¶ 2.03, Eli Lilly produced an impressive record. The Tax Court opinion was 195 pages in length (84 TC 996- 1191), though the Seventh Circuit opinion was a more modest eighteen pages in length (856 F2d 855-873).

[FN242]. The profit-split method is reviewed at ¶ 4.09.

[FN243]. The background of the incentive is discussed at ¶ 13.03.

[FN244]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1018-1019 (1985).

[FN245]. The Service had recently released Rev. Proc. 63-10, 1963-1 CB 490, and had not yet issued the proposed regulations. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1020 (1985).

[FN246]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1021 (1985).

[FN247]. The requirements of Section 931 (and its successor, Section 936) are discussed at ¶ 13.03.

[FN248]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1024 (1985).

[FN249]. See ¶ 13.03.

[FN250]. In the ruling request, the purposes for the transaction were stated to be as follows: 
The fundamental business reasons for the transfer of Eli Lilly Patent Rights and Eli Lilly Technology to [Lilly P.R.] is that [petitioner] has decided to vest in [Lilly P.R.] the complete responsibility for the manufacture of the subject products. Since [Lilly P.R.] will have the complete responsibility for manufacturing the subject products it should have the complete right to do so under the Eli Lilly Patent Rights and Eli Lilly Technology. Thus, the business substance which motivates the transfer of rights to [Lilly P.R.] is the fact that these rights will be used exclusively by [Lilly P.R.]. 
In addition, as mentioned in the request for ruling, the formation of [Lilly P.R.] and the location of manufacturing facilities in Puerto Rico was prompted by [petitioner's] need for additional manufacturing facilities. It should be noted that [petitioner] currently has under active consideration further expansion of its manufacturing facilities in other areas in the United States. The transfer of complete responsibility for the manufacture of the subject products to [Lilly P.R.] will not in any way result in a reduction in the facilities now employed by [petitioner] in the United States. The [Lilly P.R.] facilities will clearly be an expansion of the manufacturing facilities now available to manufacture [petitioner's] products. In this sense, the business motivation was clearly to provide additional manufacturing facilities for [petitioner's] products. 
Eli Lilly & Co. v. Comm'r, 84 TC 996, 1029 (1985).

[FN251]. Locations savings issues are discussed at ¶ 6.05[2][b].

[FN252]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1077 (1985).

[FN253]. Closing agreements are discussed in M. Saltzman, IRS Practice and Procedure ¶¶ 9.09, 9.10 (Warren, Gorham & Lamont, 2d ed. 1991).

[FN254]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1107 (1985).

[FN255]. The Service had granted a private letter ruling on the qualification of the transfer under Section 351, see supra Footnote 250, and did not challenge the applicability of Section 351. Rather, it argued that it could in effect ignore the Section 351 transaction and treat Lilly as if it continued to own the patents for purposes of applying Section 482.

[FN256]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1106-1107 (1985).

[FN257]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1109 (1985).

[FN258]. These issues are discussed in detail at ¶ 3.13[6][a].

[FN259]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1128 (1985). This aspect of the case is discussed in detail at ¶ 5.04.

[FN260]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1130 (1985).

[FN261]. The court considered each of the pricing methodologies in the regulations, which methodologies are discussed at ¶ 4.03.

[FN262]. The profit-split method is addressed at ¶ 4.09.

[FN263]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1152 (1985). The court also addressed a variety of issues as to the proper financial accounting treatment of certain cost items. See ¶ 10.03[4][b].

[FN264]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1167 (1985).

[FN265]. The need for such adjustments is discussed at ¶ 4.06.

[FN266]. Eli Lilly & Co. v. Comm'r, 84 TC 996, 1186 (1985).

[FN267]. Eli Lilly & Co. v. Comm'r, 856 F2d 855 (7th Cir. 1988).

[FN268]. Eli Lilly & Co. v. Comm'r, 856 F2d 855, 857 (7th Cir. 1988). The proper treatment of R&D expenses, or allocations, was remanded to the Tax Court. Eli Lilly & Co. v. Comm'r, 856 F2d 855, 857 at n.24 (7th Cir. 1988).

[FN269]. Eli Lilly & Co. v. Comm'r, 856 F2d 855, 871-872 (7th Cir. 1988).

[FN270]. Eli Lilly & Co. v. Comm'r, 856 F2d 855, 872 (7th Cir. 1988).

[FN271]. A few cases had considered such methodology, (see, e.g., PPG Indus. v. Comm'r, 55 TC 928 (1970)). See supra ¶ 2.03[3]. But Eli Lilly was the first detailed evaluation of the matter.

[FN272]. See supra ¶ 2.02[11].

[FN273]. The cases were, for example, so described by the court in G.D. Searle v. Comm'r, 88 TC 252, 340 (1987) (differences between cases as perceived by Tax Court).

[FN274]. G.D. Searle & Co. v. Comm'r, 88 TC 252 (1987). 
Specific elements of the case are discussed at ¶ 3.02[1] (business purpose), ¶ 3.06 (Commissioner's power to make allocations), ¶ 5.05[2] (intangibles), and ¶ 6.02[3][d] (services).

[FN275]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 270 (1987).

[FN276]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 271 (1987).

[FN277]. The "possessions corporation" provisions in Section 931 (later Section 936) are discussed at ¶ 13.03.

[FN278]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 272 (1987).

[FN279]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 278 (1987).

[FN280]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 311-312 (1987).

[FN281]. The burden of proof issues posed by such subsequent assertions by the Commissioner are discussed at ¶ 3.14[1].

[FN282]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 340 (1987).

[FN283]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 355-356, 363, 367 (1987).

[FN284]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 364 (1987).

[FN285]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 364 (1987). The possessions corporations provisions are discussed at ¶ 13.03.

[FN286]. The important issues discussed in GD Searle concerning the scope of the Commissioner's authority under Section 482 are discussed in detail at ¶ 3.06.

[FN287]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 370 (1987).

[FN288]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 373 (1987) (footnotes omitted).

[FN289]. See ¶ 4.04[4] (evaluation of comparable transactions).

[FN290]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 375 (1987).

[FN291]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 375 (1987).

[FN292]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 375 (1987).

[FN293]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 375-376 (1987). Service charge issues are discussed at ¶ 6.02[3][d].

[FN294]. G.D. Searle & Co. v. Comm'r, 88 TC 252, 376 (1987).

[FN295]. See ¶ 4.08 (discussion of "fourth method" for pricing transfer of goods).

[FN296]. See supra ¶ 2.03[9].

[FN297]. See supra ¶ 2.02[10], ¶ 2.02[11].

[FN298]. In PPG Industries (earnings justified by third-party transactions) and DuPont (earnings not justified) it was an offshore sales activity, and in U.S. Steel and Diefenthal (earnings justified by third-party transactions) it was an offshore shipping activity.

[FN299]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172 (1985).

[FN300]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172, 220 (1985).

[FN301]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172, 230-236 (1985). This aspect of the case is discussed in detail at ¶ 5.05[1].

[FN302]. The service fee issue is addressed at ¶ 6.02. Ciba-U.S. also asserted a setoff on the ground that the arm's length royalty rate should have been 15 percent, but this was rejected because the court found that the 10 percent rate was an arm's length consideration. Setoffs are discussed at ¶ 3.10.

[FN303]. See ¶ 5.04.

[FN304]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172, 222 (1985).

[FN305]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172, 228-229 (1985).

[FN306]. Ciba-Geigy Corp. v. Comm'r, 85 TC 172, 235-236 (1985). See ¶ 6.02[3][d].

[FN307]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525 (1989), aff'd, 933 F2d 1084 (2d Cir. 1991). Important aspects of Bausch & Lomb are discussed at ¶ 4.05 (comparable uncontrolled prices), ¶ 5.05[1] (intangibles), and ¶ 6.05[3] [e] (distributors).

[FN308]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 543 (1989).

[FN309]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 550 (1989).

[FN310]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 574 (1989). The court noted that "[a]ll manufacturing, processing, packaging, and other activities necessary to prepare the lenses for sale to optical practitioners and chains in the United States were performed in Ireland by B&L Ireland." Id.

[FN311]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 575-580 (1989).

[FN312]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 583 (1989). See ¶ 3.02 [1] (role of purpose).

[FN313]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 583 (1989). The "contract manufacturer" theory is discussed at ¶ 6.05[2][a].

[FN314]. See ¶ 6.05[2][d] ("make-or-buy" decisions).

[FN315]. See ¶ 4.04 (evaluation of comparability for purposes of the CUP method).

[FN316]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 589 (1989).

[FN317]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 589 (1989).

[FN318]. See ¶ 4.05.

[FN319]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 600 (1989).

[FN320]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 608 (1989).

[FN321]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 602 (1989).

[FN322]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 607 (1989).

[FN323]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 608 (1989).

[FN324]. See ¶ 4.04[5][d].

[FN325]. See ¶ 5.05[1][c].

[FN326]. Bausch & Lomb, Inc. v. Comm'r, 92 TC 525, 611 (1989).

[FN327]. See ¶ 1.06. The various theories that have been raised by the Service to address this type of issue are discussed at ¶ 6.05[2].

[FN328]. Sundstrand Corp. v. Comm'r, 96 TC 226 (1991).

[FN329]. Sun-US obtained a ruling from the Service that the contribution did not require gain recognition under the then applicable provisions of Section 367.

[FN330]. Sundstrand Corp. v. Comm'r, 96 TC 226, 279 (1991).

[FN331]. Sundstrand Corp. v. Comm'r, 96 TC 226, 319-343 (1991).

[FN332]. The Commissioner has asserted a variety of findings, several of which related to an effort to compare SunPac's costs to those contemporaneously incurred by Sun-US. The court found that the SunPac facilities were, in 1977 and 1978, in a start-up mode and that the Sun-US facilities were in a mature state; therefore, the Court found that the comparison between them was irrelevant because the facilities were not at a comparable stage of development. See ¶ 4.04[4][d][iv].

[FN333]. See ¶ 3.14[1].

[FN334]. Sundstrand Corp. v. Comm'r, 96 TC 226, 374-375 (1991).

[FN335]. Sundstrand Corp. v. Comm'r, 96 TC 226, 355-358 (1991). See ¶ 6.05[2][a].

[FN336]. See ¶ 4.05.

[FN337]. See ¶ 4.07.

[FN338]. Location savings are discussed at ¶ 6.05[2][b].

[FN339]. Sundstrand Corp. v. Comm'r, 96 TC 226, 370 (1991).

[FN340]. Sundstrand Corp. v. Comm'r, 96 TC 226, 371 (1991). See ¶ 10.03 [1].

[FN341]. The court was unusually critical of the record and the parties, and its comments in this regard are as follows: 
Before we begin, we must say that our attempt to determine an appropriate arm's-length price for the SunPac parts to a large extent has been stymied by the poor state of the record in this case. We found the record to be one more of obfuscation than of enlightenment. The complexity of our task was exacerbated by the contentiousness of the parties. They at times seemed to be antagonists rather than adversaries. 
The problems with the record began even in the examination stage when petitioner, for whatever ill-conceived reasons of its own, decided to stop cooperating with respondent's agents, and thereafter refused to furnish any additional information to the revenue agents. Petitioner, therefore, from the beginning hampered respondent's attempts to determine the true taxable income of the related parties. Considering the complex nature of cases such as this, petitioner thereby put respondent at an extreme disadvantage. 
After petitioner filed the petition, there followed a long and protracted period during which both sides repeatedly sought our intervention on matters which we believe the parties could have, and should have resolved between themselves. Some of the difficulties the parties encountered during the discovery phase of the proceeding could have been avoided had respondent focused upon a viable theory of the case early on in the proceedings. (In fact, respondent waited until the briefing stage to propound his new services theory, a time which we have held was much too late, see supra.) Petitioner unnecessarily complicated matters by seemingly complying with our informal discovery directions and formal discovery orders strictly on terms of what it wanted to produce and not what respondent sought. 
Consequently, we have labored through over 2,000 pages of testimony, hundreds of stipulations and exhibits, and nearly 2,000 proposed findings of fact (most of which were objected to by the adversary) to find the facts, many of which we believe could have been stipulated to before the trial with a little more effort by counsel. We regret to say, but feel we must, that we found the record inundated with an inordinate amount of useless information while other important information is nowhere to be found. It is obvious to us that we were too tolerant with the parties during the pretrial proceedings. 
Sundstrand Corp. v. Comm'r, 96 TC 226, 389-390 (1991).

[FN342]. Sundstrand Corp. v. Comm'r, 96 TC 226, 375 (1991). Similar comments have been made in subsequent cases. See e.g., Perkin-Elmer Corp. v. Comm'r, 66 TCM 634, 657 (1993). DHL Corp. v. Comm'r, TCM 1998-461 (observation about the "dilatory" tactics of counsel and the unnecessary delay and complication that such tactics posed to the court).

[FN343]. Sundstrand Corp. v. Comm'r, 96 TC 226, 375-376 (1991).

[FN344]. Sundstrand Corp. v. Comm'r, 96 TC 226, 377 (1991).

[FN345]. Marketing intangibles are discussed at ¶ 5.03[3][b].

[FN346]. See ¶ 5.05[1].

[FN347]. Sundstrand Corp. v. Comm'r, 96 TC 226, 395 (1991).

[FN348]. These percentages are derived from the Tax Court's opinion, as follows:
 
                               1977        1978       
a.  Deficiency                 $3,273,000  $12,438,000
    Less: Royalty adjustment   135,000     396,000    
    Net deficiency             $3,138,000  $12,042,000
b.  Allocations to Sun-US                             
    i. 20% discount vs. 15%    388,938     1,098,774  
    ii. 10% royalty vs. 2%     526,194     1,471,916  
    iii. Technical assistance  1,304,497   1,289,106  
    Total allocation           2,304,497   3,859,796  
c.  % of deficiency            73%         32%        
 

[FN349]. Westreco v. Comm'r, 64 TCM 849 (1992).

[FN350]. Westreco v. Comm'r, 64 TCM 849, 859-860 (1992).

[FN351]. Westreco v. Comm'r, 64 TCM 849, 864 (1992).

[FN352]. The use of such SIC code information became a fashionable means of addressing pricing issues subsequent to the issuance of proposed regulations in January 1991. See ¶ 4.04[5][d].

[FN353]. Westreco v. Comm'r, 64 TCM 849, 866 (1992).

[FN354]. Westreco v. Comm'r, 64 TCM 849, 866 (1992).

[FN355]. Westreco v. Comm'r, 64 TCM 849, 866 (1992).

[FN356]. Westreco v. Comm'r, 64 TCM 849, 869 (1992).

[FN357]. See supra ¶ 2.02[14].

[FN358]. See Chapter 15.

[FN359]. A real cynic might even suggest that the aggregate results could be predicted to reflect an aggregation of the positions of the parties divided by two, which would also produce an overall 50-50 result.

[FN360]. See ¶ 3.14[1].

[FN361]. See ¶ B.02.
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