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Amazon. com, Inc. & Subsidiaries v. Commissioner of Internal Revenue, 148
T. C. No. 8 (2017), United States Tax Court.

In a landmark decision, the U. S. Tax Court ruled on the transfer pricing and cost
sharing  arrangements  between  Amazon  and  its  Luxembourg  subsidiary  under
Section 482. The court rejected the IRS’s valuation method, which used a discounted
cash flow approach, and instead applied the comparable uncontrolled transaction
(CUT) method. This ruling significantly impacted how multinational corporations
structure  their  international  operations  and  allocate  costs  for  tax  purposes,
emphasizing the need for arm’s-length transactions and detailed documentation of
cost-sharing arrangements.

Parties

Amazon. com, Inc. & Subsidiaries (Petitioner) v. Commissioner of Internal Revenue
(Respondent).  Petitioner,  a  U.  S.  -based company,  is  the  parent  of  a  group of
affiliated corporations and foreign subsidiaries, collectively referred to as Amazon.
The Commissioner of Internal Revenue, representing the IRS, is the respondent in
this case.

Facts

In  2005,  Amazon  entered  into  a  cost  sharing  arrangement  (CSA)  with  its
Luxembourg  subsidiary,  Amazon  Europe  Holding  Technologies  SCS  (AEHT),  to
transfer intangible assets required to operate its European website business. The
CSA required AEHT to make an upfront “buy-in payment” to Amazon for pre-existing
intangible  assets  and  ongoing  cost  sharing  payments  to  cover  intangible
development costs (IDCs). The IRS challenged the buy-in payment, asserting it was
not determined at arm’s length and proposing a significantly higher payment based
on a discounted cash flow (DCF) methodology.

Procedural History

The IRS issued a notice of  deficiency to Amazon for 2005 and 2006,  asserting
deficiencies in federal income tax. Amazon challenged these adjustments in the U. S.
Tax Court. The court’s decision followed extensive discovery, expert testimony, and
analysis of the valuation methodologies used by both parties. The court applied a de
novo standard of  review for  the  legal  issues  and the  “arbitrary,  capricious,  or
unreasonable” standard for the Commissioner’s factual determinations.

Issue(s)

1. Whether the IRS’s determination of the buy-in payment using a discounted cash
flow methodology was arbitrary, capricious, or unreasonable?
2. Whether the comparable uncontrolled transaction (CUT) method should be used
to determine the buy-in payment for the transferred intangible assets?
3. Whether the IRS abused its discretion in determining that 100% of the costs in
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the Technology and Content category constitute IDCs?
4. Whether stock-based compensation should be included in the IDC pool under the
cost sharing agreement?

Rule(s) of Law

Section 482 of the Internal Revenue Code authorizes the IRS to allocate income and
deductions  among  controlled  entities  to  prevent  tax  evasion  or  clearly  reflect
income. The cost sharing regulations under Section 1. 482-7 of the Income Tax
Regulations  require  that  the  buy-in  payment  for  pre-existing  intangibles  be
determined at arm’s length. The best method rule, set forth in Section 1. 482-1(c),
seeks the most reliable measure of an arm’s-length result, with no strict priority
among methods.

Holding

1. The IRS’s determination of the buy-in payment using the DCF methodology was
arbitrary, capricious, and unreasonable because it improperly included the value of
subsequently  developed  intangibles  and  treated  short-lived  assets  as  having
perpetual  value.
2. The CUT method, with appropriate adjustments, is the best method to determine
the buy-in payment for the transferred intangible assets.
3. The IRS abused its discretion in determining that 100% of the Technology and
Content costs constitute IDCs, as these costs include mixed costs that must be
allocated on a reasonable basis.
4. Stock-based compensation should be included in the IDC pool under the terms of
the cost sharing agreement, pending final resolution of related litigation.

Reasoning

The court’s reasoning focused on the following key points:
– The DCF methodology used by the IRS was rejected because it valued short-lived
intangibles as if they had perpetual life, contravening the requirement that the buy-
in payment reflect only pre-existing intangibles.
–  The CUT method was  favored for  valuing the  website  technology,  marketing
intangibles,  and customer  information,  as  it  provided reliable  comparables  and
adhered to the arm’s-length standard.
–  The  Technology  and  Content  costs  were  found  to  be  mixed  costs,  requiring
allocation between IDCs and other activities based on a reasonable formula, which
the court adjusted from the petitioner’s method.
– The inclusion of stock-based compensation in the IDC pool was upheld based on
the terms of the CSA, subject to potential future adjustments if related regulations
are invalidated.
The court applied legal tests from the cost sharing regulations, considered policy
implications, and analyzed precedential cases, particularly Veritas Software Corp. v.
Commissioner, to reach its conclusions.
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Disposition

The court ruled in favor of Amazon on the buy-in payment and cost allocation issues,
rejecting the IRS’s DCF methodology and affirming the use of the CUT method. The
court ordered a recalculation of the buy-in payment and cost sharing payments
based on the CUT method and the adjusted cost allocation formula. The case was
remanded for further proceedings consistent with the court’s opinion.

Significance/Impact

This  case  has  significant  implications  for  transfer  pricing  and  cost  sharing
arrangements under Section 482. It reinforces the importance of using the CUT
method  for  valuing  intangible  assets  and  emphasizes  the  need  for  detailed
documentation and reasonable allocation methods for mixed costs. The decision also
highlights the challenges of valuing intangible assets in rapidly evolving industries
and the limitations of the DCF methodology in such contexts. Subsequent courts and
multinational  corporations have looked to this  case for guidance on structuring
international operations and complying with transfer pricing regulations.


