Seagate Technology, Inc. v. Commissioner, 102 T. C. 149 (1994)

The case establishes principles for determining arm’s-length prices in controlled
transactions, focusing on transfer pricing methodologies between related entities.

Summary

Seagate Technology, Inc. (Seagate Scotts Valley) and its Singapore subsidiary
(Seagate Singapore) were involved in a dispute over transfer pricing adjustments
made by the IRS. Seagate Scotts Valley challenged the IRS’s reallocation of income
under Section 482, which aimed to reflect arm’s-length transactions between the
entities. The key issues included the pricing of component parts and completed disk
drives sold by Seagate Singapore to Seagate Scotts Valley, royalty rates for
intangibles, and the allocation of research and development costs. The court
analyzed various transfer pricing methods, ultimately rejecting the IRS’s proposed
adjustments and establishing its own adjustments based on the available evidence.

Facts

Seagate Scotts Valley formed Seagate Singapore in 1982 to manufacture disk drives
and component parts. Seagate Singapore began selling component parts in 1983
and completed disk drives in 1984 to Seagate Scotts Valley. The IRS issued notices
of deficiency, reallocating income from Seagate Singapore to Seagate Scotts Valley,
asserting that the transfer prices were not at arm’s length. The IRS used various
methods to calculate these adjustments, including the cost-plus method for
component parts and a resale price method for disk drives. Seagate Scotts Valley
contested these adjustments, arguing that the prices were arm’s length and
supported by comparable uncontrolled transactions.

Procedural History

The IRS issued notices of deficiency for the fiscal years ending June 30, 1983,
through June 30, 1987, asserting adjustments under Section 482. Seagate Scotts
Valley filed a petition with the Tax Court to contest these adjustments. The court
held hearings to narrow the issues for trial and ruled on various motions, including
those related to the admissibility of expert reports. The case proceeded to trial,
where both parties presented evidence and expert testimony on the appropriate
transfer pricing methodologies.

Issue(s)

1. Whether respondent’s reallocations of gross income under Section 482 for the
years in issue are arbitrary, capricious, or unreasonable.

2. Whether respondent should bear the burden of proof for any of the issues
involved in the instant case.

3. Whether Seagate Scotts Valley paid Seagate Singapore arm’s-length prices for
component parts.
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4. Whether Seagate Scotts Valley paid Seagate Singapore arm’s-length prices for
completed disk drives.

5. Whether Seagate Singapore paid Seagate Scotts Valley arm’s-length royalties for
the use of certain intangibles.

6. Whether the royalty fee Seagate Singapore paid Seagate Scotts Valley for disk
drives covered under a Section 367 private letter ruling applies to all such disk
drives shipped to the United States, regardless of where title passed.

7. Whether the procurement services fees Seagate Singapore paid Seagate Scotts
Valley were arm’s length.

8. Whether the consideration Seagate Singapore paid Seagate Scotts Valley
pursuant to a cost-sharing agreement was arm'’s length.

9. Whether Seagate Scotts Valley is entitled to offsets for warranty payments
Seagate Singapore paid to Seagate Scotts Valley.

Holding

1. No, because the court found the IRS’s reallocations to be arbitrary and capricious
due to methodological flaws.

2. No, because the IRS did not increase the deficiency, and the burden of proof
remained with Seagate Scotts Valley.

3. No, because the court found the transfer prices for component parts to be below
arm’s length and adjusted them to Seagate Singapore’s costs plus a 20% markup.

4. No, because the court rejected the IRS’s proposed adjustments and set the
transfer prices for completed disk drives at the lower of the actual transfer price or
the lowest average sales price to unrelated customers, adjusted for warranty
differences.

5. No, because the court found the 1% royalty rate to be below arm’s length and
increased it to 3% for disk drives sold into the United States.

6. Yes, because the court held that royalties were payable on all sales of disk drives
shipped into the United States, regardless of where title passed.

7. No, because the court found that the procurement services were not an integral
part of the business activity of either entity and that Seagate Singapore had fully
reimbursed Seagate Scotts Valley for its costs.

8. No, because the court found the equal sharing of research and development costs
to be unreasonable and adjusted the allocation to 75% for Seagate Singapore and
25% for Seagate Scotts Valley.

9. No, because Seagate Scotts Valley failed to establish that Seagate Singapore
overpaid for warranty services.

Court’s Reasoning

The court applied the arm’s-length standard under Section 482 and the relevant
regulations, which require that transactions between related entities be priced as if
they were between unrelated parties. The court rejected the IRS’s proposed
adjustments due to methodological flaws and lack of supporting evidence. For
component parts, the court used the cost-plus method, setting the transfer price at
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Seagate Singapore’s costs plus a 20% markup. For completed disk drives, the court
rejected the IRS’s resale price method and instead used the lowest average sales
price to unrelated customers as a benchmark. The court increased the royalty rate
to 3% for disk drives sold into the United States, finding that the 1% rate did not
reflect the value of the transferred intangibles. The court also adjusted the
allocation of research and development costs to reflect the expected benefits to each
entity. The court’s decisions were based on its best judgment, given the lack of
comparable uncontrolled transactions and the need to ensure that the transfer
prices reflected arm’s-length dealings.

Practical Implications

This decision provides guidance on the application of transfer pricing methods and
the importance of supporting evidence in Section 482 cases. Practitioners should be
aware of the following implications:

- The court may reject proposed adjustments if they are not supported by reliable
evidence or if the methodologies used are flawed.

- The comparable uncontrolled price method may not be applicable if the
circumstances of the controlled and uncontrolled transactions are not sufficiently
similar.

- The court may adjust transfer prices based on its best judgment when comparable
transactions are unavailable.

- Royalty rates for intangibles should reflect the value of the transferred property
and the benefits received by the licensee.

- The allocation of costs under cost-sharing agreements should be based on the
expected benefits to each party.

- Later cases have cited Seagate Technology in discussions of transfer pricing
methodologies and the arm’s-length standard, reinforcing its importance in this area
of law.
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