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The Internal Revenue Service (IRS) on 21 April filed a notice of 
appeal in Medtronic Inc. v. Commissioner, T.C. Memo 2016-
112, to the Eighth Circuit Court of Appeals (Docket No. 
006944-11).  At issue is the appropriate royalty rate between 
Medtronic US and its Puerto Rican subsidiary, Medtronic Puerto 
Rico Operations Co. (MPROC) (the licensed manufacturer 
issue).  The Eighth Circuit will decide whether the IRS’s use of 
the aggregate comparable profits method (CPM) was 
appropriate to determine the royalty rate, or whether the 
comparable uncontrolled transaction (CUT) method, as 
adjusted to take into account differences between the 
controlled and uncontrolled transactions, is more reliable. 

Also at issue are: (i) royalty payments made by Medtronic 
Europe, S.a.r.L. (Medtronic Europe) to Medtronic US for use in 
the manufacture of medical devices that were sold to another 
US affiliate named Medtronic USA, Inc. (Med USA) pursuant to 
a supply agreement among Medtronic US, MPROC, and 
Medtronic Europe (the Swiss supply agreement issue); and (ii) 
whether Medtronic US, Med Rel, Inc., or Medtronic Puerto Rico, 
Inc.,1 transferred intangible property compensable under 
Internal Revenue Code section 367(d) to MPROC when 
Medtronic US restructured its Puerto Rican operations in 2002 
(the section 367(d) issue). 

Tax Court Decision 

                                       
1 Medtronic Puerto Rico, Inc. was the predecessor of MPROC.  

http://www2.deloitte.com/us/en.html


The US Tax Court on 9 June 2016 sided with the taxpayer on 
most of its positions.  For a detailed summary of the Tax Court 
decision, see Global TP Alert 2016-20, dated June 14, 2016.  A 
brief summary of the salient issues is provided below.  

Licensed manufacturer issue 

The licensed manufacturer issue involved two different types 
of agreements -- one for a trademark license and another for 
devices and leads licenses.  The court found that Medtronic 
US’s proposed CUT method for the trademark license met the 
requirements of section 482 and therefore accepted that 
royalty as proposed. 

With respect to the devices and leads licenses, the court 
disagreed with both the IRS’s aggregate CPM position and with 
Medtronic US’s proposed CUT method.  Nevertheless, the 
court’s disagreement with Medtronic US’s proposed position 
was primarily on the basis that the taxpayer’s proposed CUT 
method did not make all the necessary comparability 
adjustments.   

Under Medtronic US’s approach, a 7 percent royalty was 
adjusted to a 29 percent royalty for the devices license due to 
certain factors such as exclusivity and know-how. The Tax 
Court found that, despite deficiencies in the taxpayer’s 
analysis, this approach could be used as a starting point.  The 
court then made additional comparability adjustments to 
increase the royalty for the devices license from 29 percent to 
44 percent.   

In contrast, the court found that an appropriate royalty for the 
leads was, as Medtronic US argued, half of the rate for the 
licenses.  The court held, therefore, that the leads royalty 
should be 22 percent.   

The court’s own analysis on these licenses ended up with 
royalty rates similar to the IRS’s position and to rates in a 
memorandum of understanding (MOU) that the taxpayer and 
the IRS had entered into covering earlier years.  The court 
stressed, however, that the similarity between its conclusion 
and the MOU was purely coincidental. 

Swiss supply agreement issue and section 367(d) issue 

The court applied the same analysis to the Swiss supply 
agreement issue as to the devices licenses, and held that the 
royalty for the Swiss supply agreement issue should be 44 
percent as well.   

Finally, the court examined the section 367(d) issue, but 
rejected the IRS’s assertions.  The court concluded that the 
IRS did not identify what intangibles, as defined under section 
936(h)(3)(B), had been transferred, or explain the specific 
value of any intangibles that should be covered by section 
367(d).  In addition, the court concluded that there was no 
section 367(d) transfer, because the intangibles used by 
MPROC were the subject of the devices and leads licenses. 

Procedural Posture on Appeal 

The IRS is now appealing the US Tax Court decision, which 
was a memorandum opinion issued by a single judge.  Such an 
opinion is issued when the Tax Court considers that a case 

https://www2.deloitte.com/content/dam/Deloitte/global/Documents/Tax/dttl-tax-global-transfer-pricing-alert-16-020-14-june-2016.pdf


does not involve a novel legal issue and when the law is 
settled or factually driven.   

On appeal, the Eighth Circuit will consider all the legal 
arguments, and it will not be bound by any of the Tax Court’s 
legal determinations in the case. 

Observations 

The IRS’s choice to appeal this decision is notable.  In some 
ways, the Medtronic case could be interpreted as an 
affirmation of the court’s long-standing disagreement with the 
IRS in cases like Bausch & Lomb, Inc. v. Commissioner, 92 
T.C. 525, 582 (1989), aff'd, 933 F.2d 1084 (2d Cir. 1991), 
where the IRS contended that an offshore manufacturing 
company should be analyzed simply as a contract 
manufacturer.  In Medtronic, the Tax Court, continuing its 
demonstrated preference for CUTs, even if inexact, rejected 
the IRS's aggregate CPM analysis.  In doing so, the court 
focused for the most part on the strength of the taxpayer's 
functional analysis, which highlighted the importance of the 
licensee's contributions to maintaining product quality and 
assuming quality-related risks. 

If the Eighth Circuit upholds the Tax Court’s opinion, it would 
provide further support for this interpretation.   

Back to top 
 

 
 

Contacts 

David Varley 
dvarley@deloitte.com 

Philippe Penelle 
ppenelle@deloitte.com 

Aydin Hayri                                  
ahayri@deloitte.com 

Jamie Hawes 
jhawes@deloitte.com 

 
                                                                         
Back to top 
 

 
 

Useful links 
 
Resources  

• 2016 Global Transfer Pricing Country Guide 
• Arm’s length standard 
• Transfer pricing alerts 

Get Connected 

• Deloitte tax@hand 

mailto:dvarley@deloitte.com
mailto:ppenelle@deloitte.com
mailto:ahayri@deloitte.com
mailto:jhawes@deloitte.com
https://www2.deloitte.com/us/en/pages/tax/articles/global-transfer-pricing-country-guide.html
http://www2.deloitte.com/global/en/pages/tax/articles/arms-length-standard.html
http://www2.deloitte.com/global/en/pages/tax/articles/global-transfer-pricing-alerts.html
http://www2.deloitte.com/us/en/pages/tax/articles/deloitte-tax-at-hand-mobile-app.html


• Join Dbriefs 
• Follow @Deloitte Tax 
• www.deloitte.com/tax 

 
Back to top 
 

 

 
 

        
 

 

Deloitte refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private 
company limited by guarantee (“DTTL”), its network of member firms, and their 
related entities. DTTL and each of its member firms are legally separate and 
independent entities. DTTL (also referred to as “Deloitte Global”) does not provide 
services to clients. Please see www.deloitte.com/about to learn more about our 
global network of member firms. 
 
Deloitte provides audit, consulting, financial advisory, risk advisory, tax and related 
services to public and private clients spanning multiple industries. Deloitte serves 
four out of five Fortune Global 500® companies through a globally connected 
network of member firms in more than 150 countries and territories bringing world-
class capabilities, insights, and high-quality service to address clients’ most 
complex business challenges. To learn more about how Deloitte’s approximately 
245,000 professionals make an impact that matters, please connect with us on 
Facebook, LinkedIn, or Twitter. 
 
© 2017. For information, contact Deloitte Touche Tohmatsu Limited. 

 

30 Rockefeller Plaza 
New York, NY 10112-0015 
United States 
 

  

Copyright © 2016 Deloitte Development LLC. All rights reserved. 
36 USC 220506  
 
To no longer receive emails about this topic please send a return email to the sender with the word 
“Unsubscribe” in the subject line. 

 

 

https://www2.deloitte.com/global/en/pages/about-deloitte/articles/dbriefs-webcasts.html
http://www.twitter.com/deloittetax
http://www.deloitte.com/tax
http://www.deloitte.com/about
https://www.facebook.com/deloitte?_rdr=p
https://www.linkedin.com/company/deloitte
https://twitter.com/deloitte
https://www.facebook.com/DeloitteUniversity
https://www.twitter.com/deloitteus
https://www.youtube.com/user/DeloitteLLP
https://www.linkedin.com/company/1038
https://plus.google.com/u/0/104849850806896094551/posts
http://www.glassdoor.com/Overview/Working-at-Deloitte-EI_IE2763.11,19.htm
https://www.instagram.com/lifeatdeloitteus/

	IRS files notice of appeal in Medtronic case
	Global Transfer Pricing Alert 2017-015

	Useful links

