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US Tax Court favors unspecified method to determine royalty rate  
The first US transfer pricing court decision of 2022 was published on Thursday, August 18, 2022, 
specifically Medtronic, Inc. and Consolidated Subsidiaries v. Commissioner of Internal Revenue.1 This 
decision was the third in the case2 and it remains to be seen whether there will be a further appeal. At 
issue was the allocation of 2005-2006 system profit between the US parent company, Medtronic Inc. 
(Medtronic US), the developer of intangibles (IP) relating to Class III cardio and neuro medical devices, 
and an offshore manufacturing affiliate, Medtronic Puerto Rico Operations Co. (MPROC). Chief Judge 
Kathleen Kerrigan’s judgment in Medtronic 2022 ultimately allocated approximately 70% of system profit 
to Medtronic US and 30% to MPROC by applying a three-step unspecified method3 which results in an 
increase in the royalty rate owed to Medtronic US. While IRS examiners, taxpayers, and practitioners look 
to court cases for precedent, the main take away from this ruling is that transfer pricing outcomes are very 
specific to facts and circumstances. 

The Facts: Functions, assets, and risks 
Every transfer pricing analysis should be founded on facts. In this instance, the functions, assets, and 
risks of the related transacting parties were set out in detail. MPROC’s functional, risk, and asset profile 
was in excess of a typical contract manufacturer, which explains the relatively high system profit 
allocation to MPROC, the manufacturing entity. Key differentiating factors between MPROC and a typical 
contract manufacturer include the complexity of the product manufactured (Class III cardio and neuro 
medical devices), the assumption of product liability risk, and lack of access to realistic alternatives as 
summarized below:  

• skill level and training of manufacturing personnel in an FDA-regulated cleanroom environment where 
one manufacturing defect could create substantial liability and jeopardize commercial success;  

• quality control is paramount to the continued commercial success of implantable, life-supporting 
medical devices and includes over 50 discrete steps undertaken by MPROC personnel; 

 
 

 
1  Medtronic, Inc. and Consolidated Subsidiaries v. Commissioner of Internal Revenue, T.C. Memo, 2022 Tax Ct. Memo LEXIS 

83 (T.C. Aug. 18, 2022) (Medtronic 2022). 
2  In 2018, the Eighth Circuit Court of Appeals in Medtronic, Inc v. Comm’r., 900 F3d 610, 2018 US App LEXIS 22835 (Aug 16, 

2018) (Medtronic 2018) remanded Medtronic, Inc. v. Comm’r of Internal Revenue T.C. Memo 2016-112 (June 9, 2016) 
(Medtronic 2016). 

3  See Exhibit 1. 
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• participation in new product development to ensure that the Class III medical devices could be 
manufactured reliably at scale. 

• assumption of product liability risk (including the financial capacity to bear the risk);  

• demonstrable managerial and operational control over manufacturing operations; and  

• Medtronic US did not have a realistic alternative to MPROC to fulfill demand due to MPROC’s ability to 
manufacture high-quality products at scale without incurring significant costs and time delays (despite 
another group manufacturing facility in Switzerland).   

Transfer pricing analysis 
Chief Judge Kerrigan considered the economic analysis presented by the experts representing the 
taxpayer and the IRS and determined that neither the methods nor the comparables selected by either 
side fully captured the economics of the intercompany transaction.   

In this second round of testimony before the Tax Court, the IRS’ expert again selected the comparable 
profits method (CPM) as the best method and identified a set of full-fledged manufacturers in the 
healthcare industry.4 The set of comparables was ultimately narrowed to five companies, which 
represented the companies that manufactured at least some finished Class III medical devices. The Tax 
Court found that the IRS’ application of the CPM was an abuse of discretion and did not adequately 
reward MPROC for its extensive quality control functions or product liability risk relating to Class III cardio 
and neuro medical devices. 

Similarly, the taxpayer reiterated its position from Medtronic 2016 by indicating that the comparable 
uncontrolled transaction (CUT) method is the best method, relying on a settlement agreement between 
Medtronic US and Siemens Pacesetter Inc. (Pacesetter Agreement), with adjustments. Ultimately, Chief 
Judge Kerrigan in Medtronic 2022 determined that the CUT was not the best method because (i) the 
taxpayer relied on a single agreement, (ii) the number of adjustments required to increase comparability 
with the tested transaction decreased the reliability of the analysis, and (iii) the products covered 
(including materially different profit potential), the number of patents and the nature of the IP, and the 
rights and responsibilities in the licensing agreements were not comparable. 

The Tax Court had requested that both the taxpayer and the IRS propose alternative methods to resolve 
the issue. Only Medtronic US proposed a methodology, which Chief Judge Kerrigan accepted and 
modified in her decision. The three-step methodology essentially allocates profit based on the taxpayer 
and IRS methods (the CUT and CPM, respectively, with adjustments) and splits the remaining 
unallocated profit based on a percentage that is intended to rectify the issues that the Tax Court identified 
with the application of each method on a standalone basis.5   

Step one grants Medtronic US an IP return based on the royalty rate in the Pacesetter Agreement, 
increased for know-how and other factors. 

Step two grants MPROC a manufacturing return on assets based on the five selected medical device 
manufacturers in the IRS’ CPM with an adjustment for asset intensity (and an allocation to Medtronic US 
and its domestic subsidiary for component manufacturing and distribution).  

 
 

 
4  See also Medtronic 2016. 
5  See Exhibit 1 
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Step three splits the remaining profit 80% to Medtronic US6 and 20% to MPROC. The Tax Court’s 
allocation in step three is subjective and intended to rectify imperfections in steps one and two.     

This three-step methodology has similarities to a specified profit split method; however, it is distinct in 
important ways and is, as such, an unspecified method. The profit split percentage in step three (or the 
effective system profit split after applying all three steps) is not based on a contractual percentage which 
is a requirement of the transactional profit split method. An application of the residual profit split method 
first requires an allocation of routine profit to each party before the residual profit is allocated between the 
parties based on a measurement of their relative contribution to the IP. Conversely, the unspecified 
method rewards routine and certain IP profit in steps one and two, before splitting the remaining IP profit 
based on a subjective allocation factor rather than a quantitative factor. The ruling makes clear that the 
Tax Court is not creating a new hybrid method incorporating a CPM and a CUT.  

Key Take Aways 
Medtronic 2022 reiterates the importance of comparability factors in the selection and application of the 
best transfer pricing method. Unique facts and comparability issues in this case that resulted in the 
rejection of two different specified methods included the nature of the products, regulatory requirements, 
the contractual, financial, and operational assumption of product liability risk, profit potential, realistic 
alternatives, and the nature of the IP. The hybrid method adopted by the Tax Court does not establish a 
new method and the allocation percentage in step three is subjectively applied to the facts of this case.       

Exhibit 1: Application of unspecified three-step method  

In USD Total 

Medtronic US 
and domestic 

subsidiaries MPROC 

% of 
system 

profit 

     
System profit to allocate (2005 and 
2006)   3,333,823,544     
     
Step one: Royalty payment of 17.3% 
to Medtronic US      674,352,148   20.2% 

     
Step two (A): Modified CPM 41.3% 
ROA return to MPROC     1,344,326,942  40.3% 
Step two (B): Less MPROC payments 
for components and distribution:     

Components      138,805,027     (138,805,027)  
Distribution      425,697,389     (425,697,389)  

     
Remaining profit to be allocated   1,315,144,454    39.4% 

     
Step three: (80/20 split)    1,052,115,563      263,028,891   
     
Total system profit allocated   3,333,823,544    2,290,970,127    1,042,853,417    

Implied system profit split  68.7% 31.3%  
 

 
 

 
6  Medtronic US proposed a 35 or a 50% split to Medtronic US.   
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About CRA’s Transfer Pricing Practice  
Our consultants help clients navigate every phase of implementing and supporting international tax 
structures including: intellectual property (IP) and acquisition planning, documentation, and audit defense. 
We also provide litigation support and expert testimony services in tax and transfer pricing litigation. To 
follow are some highlights of projects from the past year.  

For more information about this edition of Insights: Transfer Pricing, and our services, contact:  

Contact 
Robin Hart 
Principal 
Transfer Pricing  
rhart@crai.com 
 
www.crai.com/transferpricing 
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