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DI SPCSI TI ON:
[**1]

Decision will be entered under Rule 155
SYLLABUS:

During 1977 and 1978, petitioner and its subsidiaries nanufactured and sold
nunerous products, including the constant speed drive (CSD), an extrenely
conplex avionic device used to drive an airplane engine's generator at a
constant speed regardless of the speed of the engine. In 1974, petitioner

decided to expand the operations at SunPac, petitioner's wholly owned foreign
subsidiary located in the Republic of Singapore, to include the production of
CSD s. Pursuant to a license agreenent entered into in July 1975, petitioner
gave SunPac the exclusive right to use petitioner's industrial property rights
for the manufacture of certain CSD spare parts in Singapore; the nonexclusive
right to sell the spare parts anywhere in the world; the nonexclusive right for
SunPac or its custoners to use the parts anywhere in the world; the right for
SunPac to subcontract in Singapore to third parties the partial nmanufacture of
the spare parts; and the authorization for SunPac's use of petitioner's
trademarks which petitioner nornmally used in the sale of simlar products.
Petitioner also agreed to furnish copies of the existing industrial property
rights [**2] petitioner used in the manufacture of the products and to give
SunPac reasonabl e technical assistance for the startup of SunPac's nmanufacture
of the spare parts. SunPac agreed to pay to petitioner for these rights and for
the assistance rendered to SunPac a royalty of 2 percent of the net selling
price of each spare part manufactured and sold by SunPac. Petitioner purchased
all of SunPac's output through 1978 at petitioner's catalog price less a 15-
percent discount pursuant to a distributor agreenent petitioner and SunPac
entered into in 1976. Hel d, respondent abused his discretion under sec. 482,
I.R C. 1954, when he determned that SunPac acted as a subcontractor of
petitioner. Hel d, further: The royalty contained in the license agreenent did
not constitute an arms-length <consideration for the use by SunPac of
petitioner's intangibles, and the transfer price of petitioner's catalog price
| ess a 15-percent discount did not constitute an arm s-length consideration for
the SunPac parts petitioner purchased from SunPac. However, respondent's sec
482 adjustnents were unreasonable. Sec. 1.482-2(b), (d), and (e), Inconme Tax
Regs., applied to determne the poper sec. 482 [**3] adj ust nent s. Hel d,
further, petitioner is entitled to claim foreign tax credits for 1977 and 1978
applicable to Singapore incone taxes paid on the royalty paynents SunPac nade to
petitioner for those years. Hel d, further, petitioner is not subject to
i ncreased interest under sec. 6621(c).
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John C. Klotsche, Mchael Waris, Jr., Janes M O Brien, Mark A COates,
Bertrand M Harding, Jr., Robert H Albaral, and Neil D. Traubenberg, for the
petitioner.

Reid M Huey, Joel D. Arnold, Elaine H Ceer, and David L. Zoss, for the
respondent.

JUDCGCES:
Hanbl en, Judge.

OPI NI ONBY:
HAMBLEN

OPI NI ON:
[*231] Respondent determ ned deficiencies of $ 1,569,156 and $ 5,931,159 in

petitioner's nl Federal inconme tax for taxable years ending Decenmber 31, 1977,
and



[ *232] Decenber 31, 1978, respectively (hereinafter sonetinmes referred to
as the years in issue).
- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl The term"petitioner" is used to reference Sundstrand Corp. singularly and
does not refer to its donmestic subsidiaries which joined in the consolidated
Federal tax returns for taxable years 1977 and 1978.

- = = = - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - .
STATEMENT OF | SSUES
The issues involved in this case are as foll ows:

1. Whether respondent's allocations of gross income under section 482 n2 for
the years in issue were arbitrary, capricious, and unreasonable.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n2 All section references are to the Internal Revenue Code of 1954 as anended
and in effect for the years in issue unless otherw se indicated. Al Rule
references are to the Tax Court Rules of Practice and Procedure unless otherw se
provi ded.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**5]

2. Whether royalties paid to petitioner by Sundstrand Pacific (Pte) Ltd.
(hereinafter referred to as SunPac), petitioner's wholly owned foreign

subsidiary located in the Republic of Singapore, for the years in issue for
certain intangible property rights SunPac acquired from petitioner were paid at
an arnm s-1ength consideration under section 482

3. Wiether the prices paid by petitioner to SunPac for certain spare parts
sold to petitioner by SunPac during the years in issue were paid at an arm s-
| ength consideration under section 482

4. Whether petitioner is entitled to foreign tax credits under section 901
for the years in issue for Singapore incone taxes inmposed on royalties paid to
petitioner by SunPac for those years.

5. Whether petitioner, a publicly held manufacturing corporation, is subject
to the increased interest of section 6621(c); n3 nore specifically, whether
there has been a "valuation overstatenment” in each year as described in section
6621(c) (3) (A (i).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n3 Respondent raised this issue by anendnent to answer. Hi s amendnent to
answer refers to sec. 6621(d). This section was redesignated as sec. 6621(c) by
sec. 1511(c)(1)(A) of the Tax Reform Act of 1986, Pub. L. 99-514, 100 Stat.
2085, 2744. For sinmplicity, we will refer to this section as sec. 6621(c).
[Sec. 7721(b) of the Omibus Budget Reconciliation Act of 1989, (hereinafter
referred to as OVBR-1989) Pub. L. 101-239, 103 Stat. 2106, 2399, repealed sec.
6621(c) dfective for returns with a due date (deternined without regard to
extensions) after Dec. 31, 1989.]



- - - - - - - - - - - - - - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[**6]
FI NDI NGS OF FACT

Some of the facts have been stipulated and are found accordingly. The
stipul ation of facts, the suppl enent al



[ *233] stipulation of facts, and the attached exhibits are incorporated
herein by this reference.

I . BACKGROUND

A. I n General

Sundstrand Corp. is a Delaware corporation with its principal offices in
Rockford, Illinois. During the taxable years in issue, petitioner was a public
corporation whose stock was traded on the New York Stock Exchange, the M dwest
Stock Exchange, and the Pacific Stock Exchange. During taxable years 1977 and
1978, petitioner and its consolidated subsidiaries nmintained their books and
filed their Federal incone tax returns on the accrual nethod of accounting,
usi ng a cal endar year.

Petitioner was incorporated in 1910 as an amml gamati on of two Rockford-based
machi ne tool conpanies. Petitioner's two original product |lines were machine
tool s and hydraulic equi pment.

During 1977 and 1978, petitioner manufactured and sold products in three
broad product areas: (1) Power transmission, (2) heat and fluid handling, and
(3) advanced technol ogy. The power transm ssion |line includes transm ssions and

fuel punps for nonaviation vehicular [**7] and industrial applications. The
heat and fluid handling line includes refrigeration units, conpressors, and
punps for various industrial applications. The advanced technology |ine

i ncl udes aviation and nucl ear power conponents and nachine tools. n4

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n4d Petitioner sold its donmestic machine tool business in 1977 and its foreign
machi ne tool business in 1978 to White Consolidated Industries, Inc.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Petitioner's advanced technology group is responsible for the aviation
di vi si on. Petitioner's advanced technology group nmanufactures a nunber of
aviation products, including, anong other things, constant speed drives
(hereinafter referred to as CSD s), see infra, generators, and controls;
electric notors to drive punps, fans, conpressors, and actuators; punmps; engine
start systens; air turbine nmotors; primary and secondary flight controls
consisting of power drive units, gearboxes, linear and rotary actuators, and
asynmetric and torque-limting br akes for commerci al and



[ *234]

units;
or
di gi tal

syst ens;
entertai nment systens;

In 1977 and 1978,

groups:

products.
was the CSD.

pneunmati c power;

digital
avi oni ¢ systens;
anti-ice systens;

(a) Electric power,
The el ectric power

mlitary aircraft
nm ssile and space vehicle power
flight

dat a

contr ol

and the space shuttle;
systens to supply hydraulic,
recorders;

ground proximty warning
envi ronmnent al

(c) energy,
division's principa
This case involves interconpany transfers of aviation parts which
are conponent elenents of the CSD.

product

line for

petitioner's aviation division consisted of
(b) mechani cal

four prod

[**8] auxiliary power
el ectrical,

cockpit voice recorders;
systens; stall warning

systens; novie and stereo nusic
and refrigeration systens for galleys and water cool ers.

uct

and (d) nonproprietary
those years

Internal reports prepared by petitioner for 1977 and 1978 show the foll ow ng
financial information for the aviation division:
1977 1978
(rounded) (rounded)
Net sal es
Avi ation division $ 197, 459, 299 $ 202, 697, 381
El ectric power 95, 602, 807 100, 024, 291
CSD s 94, 079, 416
CSD' s- commer ci al 54,768, 192
CSD s-mlitary 38, 024, 583
Gross profit
Avi ation division 63, 134, 426 52,547,719
El ectric power 46, 749, 110 37, 467, 642
CSD' s 46, 104, 306
CSD' s- commer ci al 18, 443, 813
CSD s-mlitary 15, 967, 530
Net earni ngs before taxes
Avi ation division 7,276, 206 (791, 151)
El ectric power n5 31, 469, 801 19, 234,513
CSD' s 32,090, 582
CSD' s- commer ci al 7,878,933
CSD s-mlitary 9,519, 823
[**9]
- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n5 The nechani cal, energy, and nonproprietary divisions reported net |osses
for 1977; the mechanical and energy divisions reported net |osses for 1978. The
record does not show a breakdown of earnings for the electric power division by
product line other than for the CSD s.

-End Footnotes- - - - - - - - - - - - - - - - -



[*235] B. The CSD

During World War 11, the Ceneral Electric Co. (hereinafter referred to as
General Electric) was the system manager and did the systemtesting for the U S
Air Force's B 36 aircraft program The B 36 program began production in 1946
Petitioner, as a subcontractor of General Electric, was the hydraulics

manuf acturer for the B 36. The B 36 was a |arge bonber which needed a great
deal of electric power. This power had to come fromthe shaft of the aircraft
engi ne. Since the engine runs at different speeds, such as at takeoff and

|l anding, to get a constant frequency out of the generator n6 a device had to be
i nterposed between the aircraft engine and generator to drive the generator at a
constant speed regardless of the [**10] speed of the engine. Petitioner
desi gned and devel oped the CSD for this purpose. General Electric designed the
generator and its controls as well as the governor for the CSD.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n6é The generator generates the electricity that is used for all of the
avi oni cs equi pnent on the airplane.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Petitioner has manufactured the CSD since 1946. The first conmercial
applications of petitioner's CSD's were in the Douglas DC-8 and the Boeing 707
aircraft prograns which began production in 1956. Petitioner does not hold any
patents on the design of the CSD or CSD parts but does hold sone patents on the
manuf act uri ng process for CSD parts. The record does not disclose the extent or
val ue of any such patents.

The BOE60 application is a CSD nodel used on certain Boeing 707 and 727
aircraft. The total nunber of piece parts in a BOE6O CSD unit is 1, 047. o
these, petitioner or its subsidiaries manufacture 249 parts (23.8 percent);

subcontractors manuf act ur e 482 parts (46 percent) to petitioner's
speci fications; and others nmanufacture [**11] 316 parts (30.2 percent) to
i ndustry standards. The parties have stipulated that these nunbers, and the
percentage in each category, are typical of all petitioner's CSD wunits

manuf actured and sold during 1977 and 1978.



[*236] 1. Operation

An aircraft's engines are the prinmary power source in jet aircraft. In
addition to providing the flight power, the engines also run the aircraft's
generators which produce the electrical power for the aircraft. A CSD is a
hydromechani cal transmni ssion mounted on an aircraft's jet engine which takes a
variable input speed from the engine gearbox and converts it to a constant
out put speed to power the aircraft's generator. The maj or functional units of
the CSD are the differential, the hydraulic unit, and the governor. They work
together to transfer the torque provided by the engine to the generator at a
controll ed, constant speed. Each engine pod of the aircraft contains one
engine, one CSD, and one generator. The CSD prevents, for exanple, the
airplane's lights frombrightening as the engines are revved.

A hydraulic differential drive transmts power from the engine to the
generator by hydraulics. Between 1946 and 1961, petitioner produced [**12]
hydraulic differential CSD s. The hydraulic differential CSD, however, requires
an overhaul every 500-1000 flight hours and its weight and size make it
unattractive for utilization on the comercial jet aircraft which began
production in the |l ate 1950s.

In 1959, variable speed constant frequency (hereinafter referred to as VSCF)
technol ogy energed as a serious conpetitor to petitioner's CSD. The VSCF
converts the variable frequency produced by the generator to a constant
frequency by electrical neans.

Until 1960, petitioner's hydraulic CSD s were the best products on the market

for jet aircraft. However, petitioner recognized the Ilimtations of its
hydraulic CSD and, in 1960, undertook an anbitious developnent program to
redesign its CSD to neet the VSCF threat. Petitioner's devel opment efforts

produced, in 1961, the axial gear differential CSD (hereinafter referred to as
the AGD CSD). The AGD CSD, a hydraulic differential device, relies primarily on
mechani cal parts rather than hydraulics to transnmit power fromthe engine to the
generator. The first AGD CSD was ordered in 1961.

The AGD CSD revolutionized hydronechanical transm ssion technology by
establishing new standards [**13] for weight, size, reliability, and
perf or mance. The AGD CSD inproved reliability by increasing the wunit's
operating time bet ween



[*237] over haul s. It reduced weight and size. Mor eover, the AGD CSD
i nproved efficiency due to the efficacious power path of the differential gear
set.

The devel opnment of the integrated drive generator (hereinafter referred to as
the IDG in 1968 also hel ped petitioner stave off the advent of the VSCF. The
IDG is a refinement of the AGD CSD. It enploys nost of the principles of the
AGD CSD but has a better nethod of oil-cooling the generator so that the CSD and
the generator are nore intimtely wedded to each other. It also makes a further
reduction in the size and wei ght of the package.

Since developing the CSD in the late 1940s, petitioner has been selected as
the transm ssion contractor on substantially all Wstern commercial and mlitary
jet aircraft programs. O the CSD s nmanufactured in the United States starting
with year ordered 1946 and ending with year ordered 1978, there were 103
prograns or applications for the CSD;, Sundstrand was selected for 88 of those
applications.

The AGD CSD commenced the ascendancy of petitioner as a dom nant [**14]

manuf acturer and seller worldwide of CSD s for aircraft jet engines. After
1959, virtually every conpetitive airfranme contract pitted petitioner's AGD CSD
agai nst the VSCF system Petitioner's CSD's were selected for npbst of the
ai rplane prograns between 1959 and 1978. After approximately 1964, other

conpetitors' CSD s becane sonewhat obsolete because of petitioner's AG CSD.
Between 1963 and 1978 there were 55 aircraft applications of the CSD
manufactured in the United States; Sundstrand was selected for all but one of
these applications.

In the early 1970s, however, petitioner's CSD unit was replaced by a VSCF
system on the A-4 airplane, a noderately small mlitary application. Mor eover,
in 1977, MDonnell Douglas, at the urging of the U S. Navy, selected a VSCF
systemon the F-18 airplane program a very large application.

Evans W Eri kson (hereinafter referred to as M. Erikson), at the tinme of the
trial petitioner's chairman of the board and chi ef executive officer, attributes
petitioner's success in the CSD market to petitioner's wllingness to invest
heavi |l y in research and devel opment on new and



[*238] inmproved CSD's, which no other conpany was willing to do. | ndeed,
[**15] according to M. Erikson, since 1959, petitioner has spent nore noney on
the continued devel opnent of CSD s than all of its conpetitors conbined.

2. Marketing CSD s

The CSD primary market consists of unit sales to airframe manufacturers such
as Boeing and MDonnell Douglas for installation on new aircraft, generally
called original equipnment manufacturer units (hereinafter referred to as CEM
units). The conpetitive selection process begins as nmuch as 2 years before the
airframe nmanufacturer makes the final decision to produce the aircraft. At this
stage, petitioner (as would its conpetitors) provides the manufacturer wth
information concerning its CSD unit. Additionally, petitioner works with the
airframe manufacturer to deternmine the program s requirenments. After the
airframe manufacturer identifies the conmpany selected to build the engine for
the program petitioner works with the engi ne conpany as well. Thus, at the end
of the first stage of the conpetitive selection process, petitioner has a
reasonably complete technical definition of its proposal should the airframe
manuf act urer decide to proceed with construction of that airplane program

The second stage in the selection [**16] process begins when the airframe
manufacturer commits to build the aircraft. At this tinme, the airfrane

manufacturer issues a "request for proposal" to the various OEM wunit
manuf acturers. Petitioner defines the engineering aspects of the unit in detail
and extensively reviews the custoner's specifications to satisfy all design

requi renments. Mbreover, petitioner analyzes its costs to supply the particul ar
aircraft program

3. Pricing CSD s

Petitioner groups its expected program costs into (1) nonrecurring costs and

(2) recurring costs. Nonrecurring costs are one-tine startup costs associated
with the wunit's devel opnent. Nonrecurring costs include developnment and
qualification costs, certification and flight testing costs, special tooling,
and test equipnent. Recurring costs are costs associated with the production

and installation of t he



[ *239] CEM wunits. Recurring costs include all mterial, |abor, and
overhead costs as well as an allocation of general and administrative,
mar ket i ng, and corporate expenses.

Petitioner includes in its cost consideration projected product support and
warranty costs, which generally anount to approximately 3 to 5 percent of the
sal es price. [**17] As part of the original contract, petitioner provides a
training program associated with the installation of the OEM unit and also
provi des periodic training classes for the airlines.

Once petitioner has qualified its nonrecurring and recurring costs,
petitioner determnes the OEM unit bid price. Petitioner prices its CEM units
to recover both recurring and nonrecurring costs. Addi tionally, petitioner
includes in its programbid what it considers to be a reasonable profit on each
particular unit.

In determining the price, petitioner considers the nunber of wunits the
airframe manufacturer specifically asks petitioner to build and the period of
time the airframe manufacturer asks petitioner to commt to a firm fixed price
to satisfy the first 3 or 4 years of the manufacturer's production run (the
initial launch period). At the end of the initial |aunch period, petitioner and
the airframe nmanufacturer enter into a new contract, repricing the OCEM units for
an additional 3 years. This repricing process can be repeated as nmany as seven
to eight times during the life of a program

The severity of the conpetition for the programdirectly affects petitioner's
OCEM bid price. Petitioner [**18] typically prices its OEM units at a |eve
whi ch makes them inmediately profitable to petitioner. n7 On sonme aircraft
prograns, airframe manufacturers have selected petitioner as the CSD OEM
manuf act urer even though petitioner was not the | owest bidder.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n7 In the case of the 747 program however, the severe conpetition caused
petitioner to offer a bid price slightly below costs for the initial |aunch
peri od. Nonet hel ess, petitioner intended to price the CEM units over this
programs life in such a way as to make the OEM unit sales profitable overall to
petitioner.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -



[*240] C. Spare Units and Spare Parts
1. Sales

In addition to manufacturing and selling OEM units, petitioner also sells
spare CSD units (hereinafter referred to as spare units) ad spare parts. A
spare unit is any unit not originally installed in the airplane by the airframe
manuf acturer. Spare unit custonmers are primarily commercial airlines who place
spare units strategically throughout their flight routes in the event of a CSD
failure. [ **19] Sone spare units are sold directly to the airfranme
manuf acturer for resale as either part of a general provisioning package with
the airline or as a quick-change engine kit.

Petitioner's comercial products support departnent is responsible for
petitioner's sales of spare parts and spare units. This activity consists
principally of order adninistration and order processing functions. No
marketing or selling activities are undertaken to sell spare parts and spare
units in the comercial nmarket. Throughout the 1970s, petitioner's product
support had an extrenely poor reputation. During this tine, petitioner was 50-
percent delinquent in delivering spare parts.

Hi storically, petitioner generally supplies the spare parts for the units on
which it has the CSD contract. Once an airframe manufacturer selects
petitioner's CSD unit for an aircraft, petitioner is virtually assured of the
spare unit and spare parts market for the life of the airframe program often
for as long as 20 years.

2. Pricing
a. Spare units.

Petitioner sets its spare units price as a function of the OEM unit price
When spare units are first priced for a new program petitioner usually charges
the OEM unit [**20] price plus 50 percent. Petitioner reviews the pricing of
the spare units once a year or so and slowy increases the price to as nmuch as
two to two and one-half tines the price of the OEM unit. During the early
1970s, the spare unit price was 150 to 200 percent of the OEM unit price. By
the late 1970s, petitioner increased that ratio to 200 to 250 percent of the CEM
uni t



[*241] price. Petitioner does not have published catal og prices for spare
units. It quotes these prices by telephone. However, at any given tinme al
custoners are charged the same price for the spare units.

b. Spare parts.

Petitioner publishes an annual catalog (the spare parts price list) which
states the sales prices for petitioner's spare parts (hereinafter referred to as
the catalog price). Petitioner sells substantially all of the commercial spare
parts shown in the spare parts price list at 100 percent of the catal og price at
the tinme the order is placed regardl ess of whether the custoner is an airfrane
manuf acturer or an airline. n8

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n8 There is evidence in the record that in approximately 1 percent of the
spare part sales for 1977 and 1978, the invoice price was |less than the catal og
price. The record does not explain why the catalog price was not charged for
these sal es.

- - - - - - - - - - - - - - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[**21]

Petitioner arrives at the spare parts prices in two ways. First, it |ooks at
the catalog prices for simlar kinds of parts. Then petitioner conpares the

total breakdown of the parts that go into a spare unit to ensure that the total
cost of the sum of the spare parts which would conmprise an assenbled CSD does
not exceed the price of a spare unit after taking into consideration the cost of
assenbling and testing the spare unit.

I'l. THE STARTUP OF CSD OPERATI ONS AT SUNPAC

A. Background

Up to 1974, the aviation division had two manufacturing facilities: Rockford,
Illinois, and Denver, Col orado. The Denver facility was the primary CSD parts
manuf acturer for the aviation division. The Rockford facility primarily was the
manuf acturer of the outside housings for CSD's. It also was responsible for the
final assenbly of the CSD s and testing of petitioner's CSD products.

In 1974, petitioner's Rockford and Denver CSD facilities operated at full
capacity or what petitioner's managenent considered to be full capacity. n9

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n9 There was testinony at the trial that at the tine the decision was nade to
have SunPac manufacture CSD spare parts, petitioner's managenent believed the
existing CSD facilities already were too large to be efficient and were
operating at full capacity. Petitioner presented no expert testinmony or
supporting docunentary evidence to establish conclusively that, in an accounting
sense, the facilities were at theoretical capacity, practical capacity, or

normal capacity during this tinme. Neverthel ess, from the record here, we are
convinced that, for petitioner's purposes, its existing CSD facilities were
operating at |east at nornmaml capacity -- that is, at a realistic nmeasure of

capacity. See WB. Meigs, CE Johnson, and R F. Migs, Accounting: The Basis
for Business Decisions 954-955 (4th ed. 1977). Thus, we are convinced that, had
petitioner not constructed the Singapore CSD facility, it nonethel ess would have



constructed another CSD facility at this tinme either in the United States or
el sewhere.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**22]



[*242] I n 1974, petitioner believed that there would be an expansion in the
comercial airline and military aircraft business in the late 1970s and the
early 1980s. Petitioner further believed that there would be a correspondi ng
upswing in its CSD business. Petitioner needed extra capacity to neet the
proj ected increased denmand.

Petitioner believed that its plants in Rockford and Denver already were too

| ar ge. Therefore, it did not want to expand those facilities further to
accommpdate its anticipated increased production. Petiti oner needed to | ook
el sewhere for future possible expansion. It examined its operations in

Si ngapore for this purpose because of the lower labor rates there, certain tax
and other incentives offered by the Republic of Singapore, and the availability
of Engli sh-speaki ng workers.

SunPac was incorporated under the laws of the Republic of Singapore on
Oct ober 20, 1971. SunPac is and has always been a wholly owned subsidiary of
petitioner. During the taxable years in issue, SunPac had a Novenmber 30 fisca
year and maintained its books on an accrual nethod of accounting.

Petitioner organized SunPac to manufacture parts and assenblies for a
pneumatic sander [**23] product line sold by petitioner's machine tool
division. nl0 SunPac began its manufacturing operations in a |eased facility in
1972. As of March 31, 1974, SunPac had accumul ated | osses of S$ 334,899. nlil
SunPac's pneunatic sander operation was a very |lowtechnology facility by
Aneri can standards.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl0 SunPac al so manufactured belt grinder parts for petitioner or one of its
subsi di ari es and pol e pieces under subcontract for Litton

nll The letter "S" before a dollar amunt represents Singapore currency.
VWhere no "S" appears before a dollar anpbunt, the anpunt is in U S. dollars.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

In early 1974, petitioner reorganized its operating units, conbining its
machi ne tool division and aviation division into the advanced technol ogy group
Foll owi ng the reorgani zati on, the advanced technol ogy group assuned operationa
control of SunPac and its pneumatic sander business.



[ *243] In April 1974, petitioner's manager of advanced manufacturing
pl anni ng, Robert Schaller (hereinafter referred to as M. Schaller), prepared a
report [**24] for M. Erikson, at that tinme the group vice president of
petitioner's advanced technology group. M. Schaller wote the report
preparatory to M. Erikson's forthcoming visit to the Far East, including a stop
in Singapore. M. Erikson had asked M. Schaller to investigate the possibility
of SunPac's subcontracting parts for the aviation division. M. Schal |l er
concluded that with additional investnment and substantial effort and cooperation
from everyone, the Singapore operation could be highly profitable within the
year 1975.

M. Erikson traveled to the Far East in My 1974 wth Kenelm Goff
(hereinafter referred to as M. Goff), who was in charge of petitioner's
contract administration and product support. In Singapore M. Erikson and M.
Goff visited SunPac's facility as well as other plants owned by Japanese and
American manufacturers. They also net with representatives of the Singapore
Econonmi ¢ Devel opnent Board (hereinafter referred to as the EDB), various bankers
and businessnmen, and the U. S. Anbassador. M. Erikson was not inpressed wth
SunPac, observing that it produced a poorly constructed product under "garage
shop" conditions.

Upon his return from Singapore, M. [**25] Eri kson asked the general
manager of the aviation division to have manufacturing personnel prepare a study
analyzing the feasibility of manufacturing conmercial CSD parts in Singapore.
On July 17, 1974, a report on this subject was presented to the advanced
technol ogy group nmanagenent (hereinafter referred to as the July report). The
July report was primarily the work of M. Schaller and Larry Myers (hereinafter
referred to as M. Mers), the then manager of manufacturing engineering at
petitioner's Denver, Colorado, facility.

The July report recomended an investnent by SunPac of $ 4.2 million in plant
and equi pment to make certain CSD parts. It concluded that petitioner could
earn a return on the investnent of 23.5 percent taking into account tax
considerations, with a payout in 5.6 years. The advanced technol ogy group's

managenment rejected the July report because the rate of return on investnent
wi t hout i ncl udi ng



[*244] tax considerations was considered inadequate. The presenters were
ordered to reeval uate the project.

On July 31, 1974, a revised report (hereinafter referred to as the final
report) was presented to the advanced technol ogy group's managenent. The fina
[**26] report included nore CSD parts and required a larger capital investnent
by SunPac. The final report was based on a capital investnent of approximtely
$ 5.5 mllion calculated as foll ows:

ltem 1974 1975 1976 1977 Tot a

Land and site prep. $ 384,000 $ 384,000
Bui | di ng $ 300, 000 $ 545, 250 845, 250
Bui | di ng equi pnent 300, 000 279, 299 579, 299
Machi nes and

equi prent 278, 301 2,474,827 2,753,128
Startup 183, 000 183,000 $ 160, 000 526, 000
Supplies inventory 50, 000 400, 000 450, 000
Tot al 384, 000 1,111, 301 3,882, 376 160, 000 5,537,677

It calculated a profitability index of 15.2 percent and a payout in 6.5 years
wi thout considering the tax consequences and 23 percent and 5.7 years
consi dering the tax consequences.

A revised request for authorization for expenditure prepared in Cctober 1976
reflects the followi ng investment for the SunPac facility:

[tem 1974 1975 1976 1977 Tot a
Capi t al $ 1,026,000 $ 1,096,000 $ 4,683,471 $ 560,000 $ 7,365,471
Expense 183, 000 183, 000 160, 000 526, 000
Wor ki ng funds 50, 000 400, 000 450, 000
Tot al 1, 026, 000 1, 329, 000 5, 266, 471 720, 000 8,341, 471

The revised request [**27] for authorization shows a profitability index of 2.5
percent and a payout of 9.3 years.

The final report projected Singapore sales, including factors for growth and
price escalation, for 1975 through 1984 as foll ows:

Year Proj ected sal es

1975 $ 1, 066, 500
1976 2, 435, 300
1977 12, 357, 200
1978 18, 021, 900
1979 20, 667, 700
1980 22,920, 900
1981 25, 526, 600
1982 28, 399, 200
1983 31, 530, 900

1984 35, 041, 300



[ *245] The advanced technology group's nanagenent and petitioner's
corporate managenent approved the final report in August 1974. Al so in August
1974, petitioner's nanagenent authorized an expenditure of $ 5,537,677 for
SunPac based upon the recomendati ons and cal cul ations contained in the final

report. Petitioner's board of directors approved the final report in Cctober
1974.

M. FErikson recognized that, in order to transfer the CSD technology to
SunPac successfully, petitioner would have to have expatriates |live in Singapore
for a couple of years. Petitioner realized that SunPac would require

consi derable technical support from petitioner in order to succeed as a CSD
manuf acturer. Petitioner recognized that its technical personnel would have to
supervi se, train, [ **28] and upgrade the Singapore workers' skills to neet
petitioner's standards. The final report recomrended that inplenentation of al
phases be controlled by petitioner's technical personnel on site in Singapore.
According to the final report, technical support would be needed on site for as
long as 4 years in the following areas: print interpretation, process and tool
|l'iai son, operator machine instruction, supervision instruction, and other.

B. SunPac Parts Sel ection

In order to nmaximze profitability, by increasing technology and its
investment in phases, petitioner planned to introduce gradually fanilies of
parts at SunPac, thereby progressing from parts with the [owest to the highest
technology. The families of parts were carefully selected to optimze
performance and mnim ze the use of special processes. Mature spare parts were
sel ected for which the engineering drawi ngs woul d change very little.

Petitioner's manufacturing personnel used petitioner's conmercial spare parts
gross report as the universe of potential CSD parts for SunPac to manufacture.
The commercial spare parts gross report was a 5year forecast of commercial
parts sal es on a part - by-part basi s and set [**29] forth



[ *246] petitioner's spare parts requirenments for approximtely 15,000
parts. After review, the manufacturing personnel identified between 2,500 and
3,000 petitioner-manufactured parts as potential candi dates for SunPac
manuf acture and sale (hereinafter referred to as the parts candi dates).

Petitioner's manufacturing personnel then reviewed the engineering blueprints
for each of the parts candi dates and excluded from consideration those parts
candi dates that also were available by purchase from vendors. The renmai ni ng
parts candi dates were organized into nultiple categories based on simlarities
in manufacturing. In sum petitioner identified 1,200 specific parts candi dates,
which were divided into 33 categories (famly classes) based on simlarities in
the parts' manufacturing processes. Parts considered had to have a | ong program
life which would offer petitioner a very forecastable load for the plant at
SunPac. Ot her required characteristics included bulk quantity production and
high profit margin potential. Petitioner planned for SunPac to produce only
parts which were fully qualified and for which the manufacturing and inspection
techni ques had been completely proven. [**30]

In identifying SunPac's parts candidates, nine processes used in the
manuf acture of specific CSD parts were identified that were capital intensive or
presented environnental or other special considerations (the special processes).
The nine special processes were (a) electron beam welding (EBW, (b) electrica
di scharge machining (EDM, (c) electrochemical mlling machining (ECM, (d)
diffusion bonding, (e) lead pot bonding, (f) high pressure flushing and
cleaning, (g) general heat treating, (h) general plating, and (i) G eason die
quenchi ng. nl2 Three of the special processes  -- EDM lead pot



[*247] bonding, and high pressure flushing and cleaning -- were not used in
the production of any of SunPac's parts candi dates. Petitioner equipped SunPac
with the machinery necessary to perform the general heat treating, general
pl ati ng, and G eason di e quenching processes around April 1976. During 1977 and
1978, SunPac did not possess the machinery necessary to perform the EBW ECM
and diffusion bondi ng processes.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl2 Electron beam welding is a welding process whereby the netals of two
parts are nelted together in a vacuum by focusing a beam of electrons on the
weld joint. Electrochem cal machining is a mlling process in which a solution
of electrolyte (a salt water conposition) is squirted through the center of an
el ectrode and an electrical charge is sent from the electrode through the
el ectrolyte thereby eroding away the netal on the piece part. Diffusion bonding
is a technique to bond bronze plate and bronze bushings to the cylinder block
using a conbination of tenmperature and pressure that allows the two dissimlar
metals to start to nelt at the grain boundary level and intermngle with each
other without the use of a bonding agent. General heat treating (as perforned
at SunPac) involves hardening and carburizing, requiring a series of different
furnaces operating at different tenperatures. General plating (as perfornmed at
SunPac) consists of plating copper to a part for the heat treating operation and
then removing the plating fromthe part; or depositing silver, nickel, or chrone
on the surface of a steel part to keep the part from corroding; or plating
chrom ¢ anodize or sulfuric anodize on aluminum to protect the raw alunm num
G eason die quenching is a press operation used in the heat treating departnent
to hold a heated part in place when the part is put into oil to quickly reduce
its tenperature.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**31]
C. Phasing In the Sunpac CSD Operations

The technical study which was part of both the July report and the final
report proposed several phases of the manufacturing process at SunPac. |n phase
I, petitioner intended to have SunPac manufacture parts denoninated as "group
A" Goup A parts are non-heat-treated parts and have m ni mal special processes
applied to them Some of the parts are produced from castings or forgings.
Group A parts could be started and finished by SunPac.

Phase |1 anticipated an expansion of the manufacturing facility, including
| and acqui sition.

Phase 111 and phase |1V overl apped and were considered wholly phase Il in the
final report. Phase I1l1 planned for the expansion of the nmanufacturing

capabilities to include those parts contained in "group B." These parts required
relatively sinple heat treating or other special processes to be perforned in
petitioner's U S. CSD facilities. Up to 60 percent of the |abor content of
these parts was perfornmed in the United States.

Phase V provided for the introduction of "group C' parts. Goup C parts were
sent over fromthe United States in a semfinished condition (e.g., pistons and
bl ocks) for conpletion by [**32] SunPac. Petitioner forecasted that it would
performup to 60 percent of the |abor on group C parts.



During phase VI, petitioner planned to introduce "group D' parts to SunPac.
Group D parts would be conprised of between 60- and 100-percent SunPac | abor.

Petitioner intended to treat SunPac as one of its suppliers during phases I,
I, and I11. According to the final report, for phases IIll, V, and VI nore
speci al i zed per sonnel (such



[*248] as netallurgists, chenm sts, gear technicians, and precision grinding
specialists) would be required on site in Singapore for as |long as needed after
i npl enent ati on.

Petitioner anticipated selling SunPac parts as spares as well as using SunPac
parts in the manufacture of petitioner's CSD s. Petitioner estimated that its
internal use of SunPac parts could be up to 50 percent of SunPac's production.
Petitioner intended to purchase all initial SunPac parts and to continue to
distribute SunPac parts for a reasonable tine until SunPac itself devel oped the
capability to distribute the SunPac parts. Petitioner also intended to nmmintain
dual sourcing capabilities nl3 for parts licensed to SunPac to assure airline
custoners that petitioner would continue [**33] to have the ability to source
the part donestically in the event that an alternative source becane necessary.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl3 Dual sourcing capabilities nean that simltaneously there would be nore
than one manufacturing source for a particular part.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Once SunPac's 1,200 parts candidates were organized into famly classes,
petitioner's manufacturing personnel proceeded to determ ne the types and nunber
of pieces of equipnent necessary to SunPac's operation

D. Fi nanci ng SunPac
1. Loans

Wth the EDB s assistance, SunPac entered into |oan negotiations with the
Devel opnment Bank of Singapore (hereinafter referred to as the bank). In
Noverber 1974, SunPac obtained a S$ 11,500,000 term |oan from the bank. Thi s
| oan was subject to an interest rate of 9.5 percent per year and was to be used
solely for land acquisition, factory construction, and equi prent acquisition and
installation. It was repayable in 14 equal 6-nonth installments, with the first
install ment due the earlier of 3 years fromthe date of the first disbursenent
[**34] or Decenber 1, 1977

SunPac al so received a S$ 3,760,000 line of credit fromthe bank in Novenber
1974. The line of credit plus any capitalized interest was payable on demand
and subject to interest at a rate of 0.5 percent above the prevailing prinme
Il ending rate in Singapore or as determ ned by the bank



[ *249] Petitioner guaranteed both loans as a condition of SunPac's
obtai ning the | oans.

During 1975, the EDB |oaned SunPac S$ 1,500,000 over a 5year period at an
interest rate of 9 percent for SunPac's training program Petitioner also
guaranteed this | oan.

2. Training Grants

Petitioner anticipated that considerabl e expenditures would be needed beyond
any grants given by the Republic of Singapore to train the Singaporean workers
in the production of CSD parts. Because of the conplexity in manufacturing
aircraft quality parts, petitioner realized that in order to obtain a quality
system in Singapore which would be acceptable to the FAA a significant effort
woul d be needed in training the Singaporean workers.

In January 1975, SunPac subnmitted an industrial training grant proposal
(hereinafter referred to as the industrial training grant) to the EDB. The
industrial training [**35] grant contenplated the training at SunPac's facility
of 115 Singaporean nationals by June 30, 1977. Additionally, in January 1975,
SunPac submitted an overseas training scheme proposal (hereinafter referred to
as the overseas training grant) to the EDB, requesting that the EDB share
equally in the expenses to train four Singaporean nationals at petitioner's
Rockford, Illinois, and Denver, Colorado, facilities.

On April 23, 1975, the EDB agreed to a nmaximum financial subsidy of the
Overseas Training Gant of S$ 48, 765. In January 1976, the EDB formally
approved an industrial training grant of S$ 867, 000.

I'1'l1. CONSTRUCTI NG EQUI PPI NG AND STAFFI NG THE FACI LI TY

A. The Land

On Novenber 7, 1974, SunPac entered into an agreenent with the Singapore
Housi ng and Devel opment Board which granted SunPac a net ground |ease on 9.8
acres in the Bedok industrial park. The lease is for 60 years beginning on
Decenber 1, 1974, provided that SunPac constructed its proposed facility on the
| and wi t hin an 18-nont h peri od



[ *250] from Decenber 1, 1974, or as extended solely at the discretion of
the Housing and Devel opnent Board. The | ease requires a nonrefundable prenm um
paynent of S$ 2,565,312 [**36] and an annual license fee of S$ 12

B. The Equi prment

SunPac acquired the machinery and equi pment necessary to its production of
CSD parts fromthree sources during 1975 and 1976. First, SunPac transferred to
the new facility a few lathes, drills, and grinders that had been used in its
pneunmati c sander operation. Second, petitioner transferred certain retrofitted
used equi pnment to SunPac in exchange for capital stock. Finally, petitioner
purchased new or used equipnment in the United States which it sold to SunPac at
the equiprment's fair market val ue.

1. Equi pnent Transferred from Petitioner

In a letter to respondent dated January 6, 1975, petitioner requested a
ruling under section 367 that its transfer of used machinery and its associ ated
tool s and gages to SunPac in exchange for additional shares of SunPac stock was
not in pursuance of a plan having as one of its principal purposes the avoi dance
of Federal inconme taxes and that no gain or loss would be recognized on the
transaction under section 351. In its request for a ruling, petitioner
represented the following facts, anpng others, to respondent:

(1) Paynments to petitioner by SunPac pursuant to any technical agreenent
[**37] would be equal to the fair market value of the assistance rendered
and/ or |icenses granted.

(2) Petitioner would not transfer to SunPac any property of which, at the
time of the transfer, petitioner was a licensor or |essor, except property of
whi ch SunPac was the | essee or |icensee.

On April 29, 1975, respondent sent a letter to petitioner regarding the
proposed transaction (hereinafter referred to as the ruling). Based on the
representations petitioner made to respondent regarding this proposed
transaction, respondent ruled that:

(1) The proposed transaction as described by petitioner is not made in
pur suance of a pl an havi ng as one of its



[*251] principal purposes the avoidance of Federal incone taxes within the
nmeani ng of section 367.

(2) No gain or loss will be recognized to petitioner on the transfer of the
property solely in exchange for SunPac's stock (section 351(a)).

(3) The basis of SunPac's stock received by petitioner will be the same as
the basis in the property exchanged for the stock (section 358(a)(1)).

(4) The basis of the property received by SunPac will be the sane as the
basis of the property in the hands of petitioner imediately before the exchange
(section [**38] 362(a)).

In the ruling respondent, anong other things, stated the follow ng:

Specifically no opinion is expressed as to the tax consequences of the
transaction described in the Agreenent. Further, no opinion is expressed as to
the tax treatnent of the transaction under the provisions of any of the other
sections of the Code and Regul ati ons which nmay al so be applicable thereto, or to
the tax treatnent of any conditions existing at the tine of, or effects
resulting from the transaction which are not specifically covered by the above
rulings.

Respondent has neither nodified nor revoked the ruling since its issuance.
2. Equi pnent Purchased

SunPac purchased the following equipnment from petitioner at fair narket
val ue:

1975 1976 1977
(i n thousands)
Machi nery $ 206 $ 743 $ 273
Tool s and gages 20 34 323
Perishabl e tools 27 87 416

Approxi mately 60 percent of SunPac's machinery and equipnment in 1976 consisted
of new equi pnent.

C. Staffing the Facility and Training the Enpl oyees

In 1975, SunPac shut down its pneumatic sanders facility and term nated all
its enpl oyees. Based on nechanical aptitude and skills tests, SunPac rehired
those enpl oyees whom [**39] it determined could performthe tasks necessary to



[*252] manufacture aerospace products. SunPac added to this work force by
hiring graduates of the EDB technical schools.

To properly train its enployees, SunPac established an extensive in-house
training program for all factory enployees. This training program was based on
the training programpetitioner used inits US. facilities.

The first training sessions began at SunPac in April 1975. Tr ai nees
initially received 16 weeks of primary training in machining and allied skills.
Graduates of the EDB technical schools received only 12 weeks of initia

classroom instruction, however. At the conclusion of the initial training
program the enployees were classified as class C operators (i.e., beginning
maechi ni sts). The enployee who received additional classroom and on-the-job
training advanced to a class B operator (i.e., internediate nmachinist) and then
to a class A operator (i.e., skilled machinist). It takes approximately 2 years
for a class C operator to achieve class A operator status. Due to the
manufacturing skills required to produce CSD parts, it takes 4 to 6 years for
any machi ne operator to achi eve optimum productivity. [**40]

In 1975, four of SunPac's enployees cane to the United States to spend 1 year
at petitioner's Denver facility to learn technical and nmmnagerial skills.
SunPac planned for these enployees to assume supervisory positions in the
future

I'V. THE BEDOK FACI LI TY

During 1975 and 1976, SunPac began to phase in parts in the various fanly
cl asses based on SunPac's relative technical expertise and process capabilities.
Al'l of SunPac's 1975 production was dedi cated to training.

SunPac commenced operations at the Bedok facility in April 1976. In 1977,
the building consisted of a 41, 351-square-foot factory and a 9, 568-square-foot
two-story office conplex. In May 1978, SunPac presented to the EDB plans to

expand its Bedok facility. The planned expansion would increase SunPac's total
investment in Singapore to approxi mately S$ 48,700,000 and expand the facility
to 171,801 square feet.

As of Decenber 31, 1977, SunPac enployed a total of 220 individuals. The
number of enpl oyees i ncreased to 276



[ *253] i ndi viduals as of Decenmber 31, 1978. The mjority of SunPac's
factory enpl oyees are graduates of EDB technical schools.

During 1977 and 1978, M. Goff, M. Mers (at that tinme SunPac's managi ng

[**41] director), and a solicitor from SunPac's Singapore law firm conprised
SunPac's board of directors.

A. Organization

SunPac's nanaging director is responsible for its day-to-day operations. In
the beginning of 1977, SunPac was organized into seven nmmjor operationa
departnents: (1) Mnufacturing, (2) manufacturing engineering, (3) quality
assurance, (4) production planning, (5) plant engineering, (6) accounting, and
(7) personnel. The manager of each departnment reports directly to the nmanagi ng
director. SunPac added an additional group, the products support group, in
1977.

In 1977, except for the accounting and personnel nanagers, SunPac's managi ng
director and departnent managers were U. S. expatriates. The accounting and
personnel managers were Singaporeans. All of the U S. expatriates had been
enpl oyed by petitioner before transferring to SunPac. In 1978, three
Si ngapor eans were departnment managers.

Sundstrand Service Corp., a donestic subsidiary of petitioner, paid the
salaries of the U S. expatriates. Sundstrand Service Corp. charged back to
SunPac, on a current basis, 100 percent of the conmpensation paid to SunPac's
menagi ng director. Sundstrand Service Corp. also charged [**42] back to
SunPac, on a current basis, a percentage of SunPac's manufacturing manager's
conpensati on. The remmining expatriates' conpensation was considered a
techni cal assistance cost recoverable through the 3-percent technical assistance
fee, see infra.

1. The Manufacturing Departnent

During 1977 and 1978, SunPac enployed 84 and 116 nmmnufacturing personnel,
respectively, in its mnufacturing departnent. SunPac's manufacturing
departnent perforns a full range of manufacturing processes including Iathing,
mlling, drilling, br oachi ng, gri ndi ng, heat treating, pl ati ng,



[ *254] deburring, honing, and assenbly. SunPac manufactures piece parts
and a few subassenblies from piece parts that it manufactures in whole or in
part.

2. The Manufacturing Engi neering Depart nment

By the end of 1978, SunPac enployed 26 individuals in its manufacturing
engi neering departnent. SunPac's manufacturing engineering departnent is
responsible for maintaining the facility's tooling, troubleshooting problens
whi ch develop on the shop floor, maintaining the technical packages for the
various parts nmanufactured by SunPac, nmking process changes to the technica
pl ans, suggesting changes to petitioner [**43] regarding the parts, and
trai ning enployees. SunPac's manufacturing engi neering departnent, however, nay
not meke changes to the design print (the engineering blueprint).

3. The Quality Assurance Depart nment

SunPac's quality assurance departnent is responsible for <creating, nl4
rewiting, and mmintaining the quality manual. SunPac enployed 41 quality
assurance enployees in 1977 and 50 quality assurance enployees in 1978.
SunPac's quality assurance personnel activities are in addition to the quality
control functions performed by SunPac's manufacturing personnel. SunPac' s
qual ity assurance personnel also performfinal inspection on sanple parts before
the parts are placed in finished inventory.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl4 SunPac drafted its quality manual in 1975 and 1976 based on petitioner's
quality manual

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

SunPac reworks or scraps parts it finds are defective. During 1975 and 1976
SunPac experienced a production scrap rate of approximately 35 percent, which
fell to 27.1 percent in 1977 and to 15.2 percent in 1978. During 1977 and
[ **44] 1978, SunPac incurred scrap production costs of S$ 1,675,355 and S$
1, 105, 238, respectively.

4. The Production Pl anning Depart nment

The production planning department confirms suggested orders from petitioner,
rel eases orders for raw materials to the shop floor, and controls the flow of
parts through the manufacturing process. The production planning departnment



[*255] also is responsible for SunPac's purchasing activities, shipping and
receiving, and preservation packing.

SunPac manufactures parts based on petitioner's forecast rather than on firm
purchase orders placed by petitioner. SunPac directly purchases all
manufacturing and office supplies that are available in Singapore. SunPac
purchases equi pnent and tooling available only in the United States through
petitioner. SunPac enpl oyed 18 people in its production planning departnment in
1977 and 28 people in 1978.

5. The Products Support Departnent

In the latter half of 1977, SunPac established a products support departnent.
In 1978, SunPac enployed three individuals in its products support departnent.

B. Materials Purchases

To conply with Ilimtations of the Federal Aviation Adm nistration
(hereinafter the FAA) [**45] as a condition for SunPac's receiving parts
manuf acturer approval certification, see infra, in 1977 and 1978, SunPac
purchased all raw materials and conponents from petitioner. SunPac purchased
principally from petitioner barstock, castings, forgings, industry standard
parts, and senifinished parts for the cylinder bl ock. SunPac incurred freight
and insurance expenses related to these purchases. Si ngapore did not inpose

custons duties on the raw materials and sem -finished parts SunPac purchased
frompetitioner.

SunPac  purchased nmaterials based on petitioner's forecasted order
suggesti ons. Due to long procurement |ead tines, SunPac placed its orders for
raw materials 6 nonths before SunPac needed the raw materials for its
producti on. SunPac owned the materials it purchased from petitioner.
Petitioner was not required to purchase from SunPac all of the forecasted parts.

Petitioner determned the price it charged SunPac for these materials using a
cost-plus price nethod.



[*256] V. APPLI CATI ON FOR TAX RELI EF

A. Relief Available

Pursuant to the Singapore Econom c Expansion Incentives (Relief from Incone
Tax) Act, 1967 (hereinafter referred to as the incentives act), [**46] t he
Government of Singapore grants "pioneer enterprises” certain Singapore tax
benefits. A pioneer enterprise's income may be wholly or partially exenpt from
Si ngapore taxation for a period fromb5 to up to 15 years dependi ng upon whet her
it receives a "pioneer certificate,”" an "expansion certificate,” and/or an
"export enterprise certificate." The EDB is responsi ble for evaluating incentive
applications nmade under the incentives act.

1. Pioneer Certificate

To qualify for a pioneer certificate, a conpany nmust commt to a fixed
capital expenditure of not less than S$ 1 nillion. A pioneer enterprise holding
a pioneer certificate is entitled to tax relief for a period of 5 years
commencing on its "production day." nl5 During this 5year tax relief period,
the pioneer enterprise is wholly exenpt from tax on its incone arising from
producti on of pioneer products. See part I1l, secs. 5 and 6 of the incentives
act.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl5 The "production day" is defined as the day specified on the pioneer
certificate. Part 1, sec. 3(1) of the Econom c Expansion Incentives (Relief
from Income Tax) Act, 1967 (hereinafter referred to as the incentives act).
Thi s day, unless anended, is "the day on or before which it is expected that the
pi oneer enterprise will comrence to produce in marketable quantities the product
specified in such certificate."” Part Il, sec. 5(3)(a) of the incentives act.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**47]

2. Expansion Certificate

Exi sting enterprises that expand their operations in Singapore can qualify
for an expansion certificate if the conpany commits to "new capital expenditure”
nl6 which exceeds S$ 10 nillion. A pioneer enterprise that qualifies for an
expansion certificate is exenpted from Singapore taxation for up to an

additional 5 years commencing on the "expansion day" nl7 on the "expansion
i ncome" general ly in



[*257] excess of the income derived before the expansion. See part 111
secs. 17-19 of the incentives act.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl6é "New capital expenditure" is defined as an "expenditure incurred by a
conpany in the purchase of productive equipment which is intended to increase

its production or profitability.” Part 111, sec. 17(3) of the incentives act
"Productive equipnent” is defined as machinery or plant. Part I, sec. 3(1) of
the incentives act.

nl7 The "expansion day" is defined as the day specified in the expansion
certificate. Part |, sec. 3(1) of the incentives act. This day is "the date on

or before which the productive equi pnent shall be put into operation." Part |11,
sec. 17(4) of the incentives act.

- ------------ - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[**48]

3. Export Enterprise Certificate

To qualify for an export enterprise certificate, a conpany has to produce an
export product approved by the Government of Singapore. An export enterprise
generally is entitled to an exenption from Singapore tax on 90 percent of its
"export income" in excess of the balance of the "export profit" as determ ned by
statute. This exenption generally is for 5 years or, if the export enterprise
is a pioneer enterprise, for 3 years in addition to the 5-year pioneer
enterprise tax relief period. However, in specified circunstances, the relief

period can be extended to a period aggregating 15 years. See part 1V, secs. 20-
23, 28-30 of the incentives act.

B. SunPac's Applications for Tax Reli ef

On or about August 30, 1974, SunPac, through petitioner, submtted an
application for pioneer enterprise status under the incentives act for its
proposed CSD operations in Singapore. nl8 In addition to the 5-year tax
exenption normally granted under a pioneer certificate, SunPac requested a 3
year export enterprise certificate to comrence upon the expiration of its
pi oneer certificate. SunPac al so sought to have exenpt from tax any paynents
made by SunPac [**49] to petitioner's advanced technol ogy group for rendering
tenporary technical and nmnagenent assistance to SunPac, developing the new
pl ant, and training Singaporean nationals. Mreover, SunPac requested exenption
for the paynment of reasonable suns "in the nature of royalty fees or the I|ike"
to petitioner for technical data and manufacturing rights. Furthernore, SunPac
sought to have exenmpt from Singapore duties any spare parts returned from
petitioner to SunPac to be sold to Singaporean airlines during the tinme SunPac
acted as a subcontractor to the advanced technol ogy group

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl8 In February 1972, SunPac had filed an application with the EDB for
pi oneer enterprise status for its pneumatic sander operation. The EDB formally
granted SunPac a pioneer certificate for that operation in Decenber 1973.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -



[ *258] SunPac's pioneer application stated that "no royalty fees are
contenplated at the present tine" to be paid to petitioner. Furt her nor e,
according to the application, SunPac intended --

at the outset to act as a [**50] subcontractor to [petitioner's] Advanced

Technol ogy Group for the proposed aerospace product parts. It is, however,
[petitioner's] long range goal to establish the capability to distribute and
sell such parts directly from Singapore. One key factor essential to the

establishment of this capability are [sic] [petitioner's] planned efforts to
achieve FAA approval of its Singapore aerospace product parts manufacturing
activities.

SunPac requested that the Governnent of Singapore (1) share in the cost of
training Singaporean nationals in the United States; (2) assist in finding
qualified nationals for training in the United States and participate in
agreenents with those trainees wherein the trainees agreed to continue their
enployment with SunPac for a reasonable nunber of years; and (3) share
reasonably in the cost of training Singaporean nationals at SunPac's facility.

In the cover letter to the EDB, petitioner represented that SunPac
anticipated it would continue to manufacture also for nmany years to cone the
pneunati ¢ sander parts, belt grinder parts, and pole pieces for which it had
earlier been granted a pioneer certificate.

In the application for pioneer status, petitioner proposed [**51] t he
followi ng tinetable for planning, construction, and production

(a) Date of acquisition of site: 4th quarter 1974.

(b) Date of order of machinery: start 4th quarter 1974.

(c) Date of conplete arrival of all machinery: 1st quarter 1977
(d) Commencenent date of building construction: 1st quarter 1975
(e) Conpletion date of building construction: 3rd quarter 1976
(f) Commencenent date of mmchinery installation: 3rd quarter 1976
(g) Conpletion date of machinery installation: 1st quarter 1977
(h) Commencenent date of trial production: 2nd quarter 1977

(i) Comencenent date of initial production (in marketable quantities):
January 1, 1978.

(j) Commencenent date of full production: 3rd quarter 1978.

Petitioner represented in its application for pioneer status that its annua
output in the United States over the last 3 years of the aerospace spare parts
it proposed to produce in Singapore in the future was as follows:



[ *259]

Year Sal es val ue

1971 S$ 7.8 mllion
1972 9.0 mllion
1973 10.9 million

Petitioner further represented that its total spare parts market projections
for 1974 through 1977 (primarily satisfied by its US. facilities since
mar ket abl e parts quantity [**52] producti on at SunPac was not expected unti
1978) were as foll ows:

Year Mar ket

1974 S$ 13.1 nmillion
1975 15.0 mllion
1976 17.3 mllion
1977 19.1 mllion

Petitioner also represented that its forecasted annual output of the proposed
product parts for 1978 through 1982 was as foll ows:

Year Sal es val ue

1978 S$ 22.3 mllion
1979 25.5 mllion
1980 28.3 mllion
1981 31.4 mllion
1982 34.9 mllion

SunPac forecasted a 39.5-percent gross profit margin for the sales of its
products. nl9

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

nl9 Goss incone of S$ 23,608,668 (including S$ 1,249,000 income from
proj ected sales of pneumatic sander parts, belt grinder parts, and pol e pieces)
| ess manufacturing costs of S$ 14,272,484 resulting in a gross profit of S$
9, 336, 184.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

On Septenber 19, 1974, the EDB advised SunPac that the mnister for finance
had agreed, in principle, to grant SunPac both a pioneer certificate and an
export enterprise certificate for the mnufacture of aviation products and
rel ated conponents, and industrial machines and equipnent, [**53] rel ated
products, and conponents. The pioneer certificate and export enterprise
certificate required SunPac to commence production of conmercial aviation spare
parts no later that July 1, 1977, and to invest at least S$ 10 million in fixed
assets by June 30, 1979.

The mnister for finance issued to SunPac pioneer certificate No. 494 on
January 5, 1978. Pursuant to this pioneer certificate, SunPac received pioneer
st at us for a 5-year



[ *260] period plus export enterprise status for an additional 3-year

peri od. On January 5, 1978, the mnister for finance also issued to SunPac
export enterprise certificate No. 73, which extended SunPac's export enterprise
status for an additional 7 years if SunPac invested at least S$ 45 nmillion in

fixed assets by the end of the pioneer status period and inplenmented the phase
I'l expansion project which petitioner had proposed to the EDB by letter dated
July 11, 1975.

The record is not clear as to what extent the Governnent of Singapore granted
the additional relief SunPac sought in its applications for tax relief.

VI . PARTS MANUFACTURER APPROVAL

A. I n General

The manufacture of aircraft is subject to governnental regulation in the
United [**54] States and foreign countries. In the United States, the FAA
controls the production of aircraft through its certification prograns.

Before an airplane is built, the FAA reviews the aircraft design (including
conponents such as engine, CSD, and generator), the engineering test data, and
anal yses. The FAA then issues an FAA type certificate of approval to the
airframe manufacturer if the type design configurations neet a particular type
design and are found to be airworthy.

Next, the aircraft is produced under the airframe mnufacturer's quality
control system The FAA then issues a production certificate. Every airplane
coming off the assenbly line also is issued an airworthiness certificate
certifying that the aircraft neets its type design and is in condition for safe
oper ati on.

The aircraft certification process and its associated costs are strictly the
responsibility of the airframe nmanufacturer. Wiile manufacturers of the
aircraft's conmponents are not directly involved, during the certification
process conponent manufacturers such as petitioner provi de engi neering
assi stance and data to the airframe manufacturer if requested.

Upon conpletion of the aircraft certification process, [ **55] t he
aircraft's conponent manuf act urers may apply for parts



[*261] manuf acturer approval (hereinafter sonetines referred to as PMA)
from the FAA A PMA holder has the right to build an FAA-approved part. To
receive a PMA, the parts manufacturer nust establish that its facility and
quality procedures are adequate to allow the nmanufacturer to produce
consistently parts which conform to the part's engineering drawi ngs and
specifications which are approved as part of the airframe mnufacturer's
ai rworthiness certificate. A separate PMA is issued for each facility at which
the manufacturer produces parts. PMA certification is not limted to the
original manufacturer of the part.

Sone foreign countries also have a PMA-type procedure. The United States
recogni zes the PMA procedures of some foreign countries through reciprocity
agreenments with the FAA In the md-1970s, no reciprocity agreenent existed

between the United States and Singapore.

The FAA requires U.S. airlines to buy only PMA parts. Mst foreign airlines
al so require FAA-PMA, or its equivalent, on the parts they buy.

B. SunPac's Application for PMA

The FAA does not nornmally issue an FAA-PVA certificate to a facility [**56]
|ocated outside of the United States because of the surveillance and audit

requi renents needed to nmintain certification. Nonet hel ess, on January 19,
1976, petitioner requested that the FAA expand petitioner's PMA approval to
include the SunPac facility. At that tine, petitioner's Denver and Rockford

facilities each had separate PMA certification.

Additionally, in a letter dated April 30, 1976, petitioner asked the FAA to
establish a "reinbursable agreenent” between the U S. Government and the
Gover nment of Singapore providing for FAA participation towards PMA approval and
quality assurance system acceptance for the parts to be manufactured at the
SunPac facility. In explaining the reasons for petitioner's decision to
manuf acture comercial spare parts in Singapore, the letter explained, in part,
as foll ows:

Reasons for this decision in 1974 were varied and were influenced nost
significantly by Advanced Technol ogy managenents' [sic] long term |look at a)
evol vi ng mar ket condi tions for spare part requirements for t he



[ *262] [petitioner] products used on the world's civil air transports and
b) the significant possibilities for added product sales potentials with the
energing market [**57] and industries in this part of the world.

Wth respect to the civil air transport spare parts, approximtely 50% of
these parts are marketed outside of the U S. wth this percentage increasing

annual | y. Many of these spare parts are for out-of-production aircraft
conponents making it increasingly nore difficult to support same in a |arger
conponent oriented manufacturing environnent. Many of the older civil aircraft

are in airline operations in the Far East and South Pacific and it was believed
this trend m ght well continue.

The experinment with the Machi ne Tool product was generally successful in that
[petitioner] learned that limted quantity production such as wll be
increasingly required for many aircraft conponent spare parts appears reasonably
achi evable in Singapore with a factory designed for same, a trainable work force
and a stable governnent enjoying very good relations with the U S. Governmnent.
It also appeared that such market conditions and projections could be satisfied
wi t hout dislocation of pesent operations, i.e. [petitioner] U S. operations
expected and planned growth in the aerospace product field would over the future
years be significantly greater than any [**58] allocation of work to [SunPac].

The letter further described the planned use of SunPac parts as foll ows:

The parts to be produced by [SunPac] in Singapore are primarily for spare
part requirenments of airlines around the world using aircraft equipped with
[petitioner] components * * * The primary aircraft component for which these
parts are for is the [petitioner CSD]. While the purpose of [SunPac] parts
manufacture is to satisfy the aforementioned airline spare part market
requi rements, Sundstrand Operations may also, fromtime to tine, use sone of the
parts in its repair and/or manufacture of [petitioner] aircraft conponents.

Additionally, in this letter and in other comunications with the FAA
petitioner described the operations of SunPac as follows: (1) Key nanagenent
positions in Singapore would be staffed with people from petitioner's Rockford
and Denver facilities with long experience in sinilar jobs; (2) all engineering
drawings would be controlled by petitioner in Rockford; (3) all detailed
manuf acturing and inspection planning would be done by petitioner; (4) the
quality assurance program would be the same program as applied in petitioner's
Rockford and Denver plants; (5) [ **59] all raw materials which go into the
finished products would be purchased and certified in Rockford or Denver; (6)
only parts which are fully qualified and for which the nmanufacturing and
i nspection t echni ques have been conpletely



[*263] proven would be produced in Singapore; and (7) SunPac would only do
nm nor assenbly work.

The FAA conducted an on-site audit of SunPac's facility and quality
procedures to deternmine whether SunPac nmet the FAA' s standards for PMA
certification. On June 15, 1977, the FAA advised petitioner that it would issue
a PMA to SunPac and that the following five limtations would be attached to
SunPac' s PMA:

(1) PMA letter would be issued with a 5year limtation, at which tine a
reeval uation by petitioner and FAA woul d take pl ace;

(2) SunPac quality manual would be required as controlling docunent;

(3) all raw materials, manufacturing processes, and special product-oriented
service nust be furnished by petitioner Denver/Rockford (any deviation must be
approved by Pacific FAA region);

(4) designated manufacturing i nspection representatives (DM R s) would not be
i ssued until joint financial reinbursenent agreenment was avail able; and

(5) a copy of all engineering [**60] drawi ngs referenced in the PMA letter
for end itens and a conplete parts list breakdown of the parts to be
manuf actured in Singapore nust be forwarded to the Pacific Honolulu FAA office.

On July 1, 1977, the FAA issued to SunPac a letter (the original PVA letter)
advi sing SunPac that the FAA granted to SunPac parts manufacturer approval to
produce the parts listed in a supplenment enclosed with the letter. The origina
PMA |etter incorporated four of the five FAA proposed limtations cited on June
15, 1977. (The original PMA letter did not request a conplete parts |1ist
breakdown of SunPac's parts.) However, on Novenmber 22, 1977, the FAA reissued
the PMA certification letter (the revised PMA letter) to clarify that SunPac's
PMA was limted to the manufacture of replacenent piece parts only.

During 1977 and 1978, SunPac manufactured parts for which it had not received
PMVA approval



[*264] VII. THE TECHNI CAL ASSI STANCE AND LI CENSE AGREEMENT

A. The SunPac License Agreenent

On July 15, 1975, petitioner and SunPac entered into a technical assistance
and |icense agreenent (hereinafter referred to as the SunPac |icense agreenent).
Under article 1l of the SunPac |icense agreement, [**61] petitioner gave
SunPac (1) the exclusive right and license to use petitioner's industria
property rights n20 for the manufacture of products in Singapore; (2) the
nonexcl usive right and license to sell the products in any country of the world;
(3) the nonexclusive right to use the products, including the right for SunPac's
custoners to use the products in any country of the world; (4) the right for
SunPac to subcontract in Singapore to third parties the partial nmanufacture of
the products; and (5) the authorization for SunPac's use in its sale of the
products the trademarks of petitioner which petitioner normally used in the sale
of simlar products.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n20 Defined in article | as all mnufacturing information, designs,
engi neering draw ngs, specifications, and patents owned or controlled by
petitioner relating to the itens set forth in exhibit A to the technical
assi stance and |icense agreenent.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Under article 11l of the SunPac |icense agreenment, petitioner agreed to
furnish copies of existing industrial property rights [**62] as used by
petitioner in the manufacture of products and reasonable technical assistance
for the startup of SunPac's manufacture of the products. The products referred
to in the SunPac |license agreenent were certain parts to the CSD specifically
set forth in exhibit A of the SunPac |icense agreenent.

Under article V of the SunPac license agreenent, SunPac agreed to pay to
petitioner a royalty fee in consideration of petitioner's industrial property
rights made available and licensed to SunPac and in consideration of al
assi stance rendered to SunPac. The royalty fee as set forth in the SunPac
license agreenent was 2 percent of the net selling price of each product
manuf actured and sold by SunPac. The SunPac |icense agreenent defined the net
selling price as the invoice price of products sold by SunPac which were subject
to royalty fee paynents under article V, exclusive of any marketing service
charges, discounts, or conmissions (if given), and l|less any packing, freight
transportation, i nsurance



[ *265] costs, sales, added value or gross receipts taxes, custons duties
and ot her such charges |evied and based upon such sale. SunPac was to pay this
2-percent royalty fee until [**63] the cunmul ative total amunt of royalties
paid was equal to the original costs of petitioner's developnent design and
engi neering of the industrial property rights plus the cost of all assistance
rendered to SunPac by petitioner when such assistance cost was not otherw se
paid to petitioner

The SunPac |icense agreenent stated that it was the parties' intent that
within 8 years, the royalty paynent obligations would equal the original cost of
devel opnent design, engineering, and petitioner's assistance costs. The SunPac
| icense agreenent stated further that, if it appeared that the royalty fee of 2
percent would not be sufficient within 8 years to equal the cost of devel opnent
design, engineering, and assistance costs, the parties would amend the SunPac
license agreenent to increase the royalty fee or if necessary the term of the
SunPac |icense agreenent. Exhibit A to the SunPac |icense agreenent set forth
the products covered by the SunPac |icense agreenent and petitioner's origina
cost of devel opnment design and engi neering of the industrial property rights.

The SunPac |icense agreenent further provided that the royalty paynents woul d
be made within 180 days after the end of each [**64] cal endar year and woul d
accrue when a custoner was invoiced for the products by SunPac. The royalty fee
was payable to petitioner's account in U S, dollars. If, under the |aws of
Si ngapore and/ or any tax convention with the United States, SunPac had to deduct
taxes from suns or fees due petitioner under the SunPac |icense agreenent, the
deduction would be linmted to the anpbunt of taxes SunPac actually paid.

Finally, in consideration of the right to use petitioner's trademark, SunPac
agreed to pay petitioner $ 1,000 within 12 nonths after the date of the SunPac
| icense agreenent. The record does not show whether this paynent was ever nade.

The SunPac |icense agreenent further provided that the assistance costs which
petitioner i ncurred woul d be set



[*266] forth in an amendnent to the SunPac |icense agreenment to be attached
as exhibit B.

B. Anendnents to the SunPac License Agreenent

The parties anended the SunPac |icense agreenment 11 tinmes between April 14
1976, and May 1, 1979

1. Amendments Nos. 1 through 10

Amendment No. 1, executed April 14, 1976, deleted in its entirety the
original exhibit A of the SunPac |icense agreenent and substituted a new exhibit
A to add [**65] additional parts; included the initial exhibit B reflecting
total assistance costs incurred by petitioner through Decenber 31, 1975, of $
729, 266; and anended the paynment terns. As anended, the paynent ternms provided
further that if at the end of any of the 8 years, the applicable cost of
devel opment design, engineering, and assistance costs had not been totally
liquidated by royalty fee obligations, SunPac would pay petitioner the ful
unl i qui dated bal ance of such costs at the tine the royalty fee paynents were
next due. The substituted exhibit A depicted original devel opment design and
engi neering costs of $ 78,776.42

Amendnments Nos. 2 through 9 substituted new exhibits A or B to the SunPac
|icense agreenment. Anendnent No. 10, executed Novenber 22, 1978, substituted
exhibit B and depicted total technical assistance costs for 1976 and 1977 of $
1,216,582 and $ 1,298,701, respectively.

2. Amendnent No. 11

When petitioner entered into the SunPac |icense agreement in 1975, it
anticipated that all of the technical assistance costs would be recovered fully
by way of the royalty paynents. Thus, petitioner did not intend to charge

SunPac separately for technical assistance outside [**66] of the SunPac |icense
agreenent. Petitioner provided a great deal of training and technical assistance
to SunPac because SunPac was an entirely new startup operation. The parties,
therefore, executed amendnment No. 11 to the SunPac |icense agreenent to provide
addi ti onal conpensation to petitioner for the technical assistance it rendered
to SunPac for all sales on or after July 1, 1977



[*267] Amendnment No. 11, executed on My 1, 1979, anended the royalty
provi sions to provide as foll ows:

5-A. In consideration of [petitioner's] Industrial Property Rights made
avai |l able and licensed hereunder and to provide [petitioner] a reasonable profit
for any assistance rendered to [SunPac] in conjunction herewi th, [SunPac] agrees
to pay to [petitioner], subject to the provisions of paragraphs 5 A(1) and 5-
A(2) below, a royalty fee of two percent (2% of the net selling price of each
Product manufactured and sold by [SunPac] during the ternms of this Agreenent.

5-A(1) The parties agree that in order to assure the [petitioner] of a
reasonable mninmum royalty return hereunder that such royalty paynents to
[petitioner] shall in total amunt to no less than the original cost to
[petitioner] for [**67] the developnment design and engineering of said
I ndustrial Property Rights for each Product. [Petitioner] has agreed to provide
its best estimate of such original cost to [petitioner] for the devel opnment
design and engineering for each Product at the time each such Product is
i ncluded under this Agreenment (it being recognized by the parties that such cost
is not a current cost to [petitioner]). All such Products and said original
cost of developnent design and engineering therefor are to be set forth in
Exhi bit "A" attached hereto.

5-A(2) Further, in establishing the foregoing royalty fee rate of two percent
(2% and the requirenments of paragraph 5 (A)(1) it is intended that the royalty
paynent obligations of [SunPac] to [petitioner] under this Agreement shall be
equal to or greater than such original cost of developnment design and
engi neering in no nmore than eight (8) years from the date of establishnment
hereunder of any original cost of developnent design and engineering (i.e. the
setting forth of sane in said Exhibit "A"). If at any tinme it appears that such
royalty obligations shall not within any said eight (8) year period be as great
as such applicable original cost of devel opnent [**68] design and engineering,

the parties agree that they shall pronptly enter into an Amendnent to this
Agreenent whereunder said royalty fee rate shall be increased in such a nanner
SO0 as to assure that said intent is achieved. |In any event if at the end of any

of said eight (8) year period royalty fee obligations hereunder are not equal to
or greater than the applicable cost of developnment design and engineering
[ SunPac] shall pay [petitioner] a sum equal to the full difference between said
royalty obligations and costs, at the tine royalty fee paynents are, or would
ot herwi se be, next due under the Agreenent. Such paynments will be subject to
the provisions of paragraphs 5-F, 5-G and 5-H

In provision 5-B, SunPac agreed to pay petitioner for any assistance rendered
to SunPac outside of Singapore. This assistance was defined as offshore
assi stance. Section 5-B(2) states as foll ows:



[ *268] To facilitate paynent of all such Ofshore assistance costs to
[petitioner] [SunPac] agrees, comencing with Products sold by [SunPac] from 1
July 1977 and thereafter, to pay to [petitioner] a fee of one and one-tenth
percent (1.1% of the net selling price of each Product sold by [SunPac], said
[ **69] payments to continue only wuntil the total of all such Ofshore
assi stance costs have been paid to [petitioner].

Section 5-B(2)(i) provides that the 1.1-percent assistance rate was intended
to pay petitioner the cost of the technical assistance within 8 years and
further provided that, should it appear that this goal would not be reached, the

percentage rate could be increased and further that, if the cost of the
technical assistance was not paid off within the 8-year period, SunPac woul d pay
petitioner the full wunliquidated balance at the time offshore assistance fee

paynments were or otherw se would be next due under the SunPac |icense agreenent.

In section 5-C SunPac agreed to pay petitioner also for the cost of
assi stance rendered to SunPac in Singapore. Assistance in Singapore was defined
as onshore assistance. SunPac agreed to pay petitioner fromJuly 1, 1977, and
thereafter 1.9 percent of the net selling price of each product sold by SunPac
until the total of onshore assistance cost had been paid.

Section 5-C(2)(i) states that it was the intent of the parties that the 1.9
percent would pay the cost of the onshore technical assistance within 8 years
and that, if it appeared [**70] that this 8year goal was not going to be
achieved, the rate could be increased to achieve that goal and that, at the end
of 8 years, if the onshore assistance cost had not been totally |iquidated by
this 1.9 percent, then SunPac woul d pay petitioner the full unliquidated bal ance
of the wunpaid onshore assistance cost at the time onshore assistance fee
payments were or woul d otherw se be next due under the SunPac |icense agreenent.

Section 5-D provides for anendnments to the SunPac |icense agreenent to insure
that the obligations for paynment of fees would be nmet. Section 5 E provides
that SunPac woul d pay petitioner a |unp-sum paynent of $ 1,000 within 12 nonths
after the date of the SunPac l|icense agreement for the right to use petitioner's
trademarks. Sections 5-F and 5-G restate the paynent terns and tax w thhol di ng



[ *269] provi sions contained in the SunPac |icense agreenent as originally
execut ed.

Section 4 of this amendnent No. 11 provides as follows:

Not wi t hstandi ng the provisions of paragraphs 5F and 5 H set forth above in
this Amendnment, Offshore assistance fee and Onshore assistance fee obligations
under the Agreenent relative to Product sales made by [SunPac] from 1 July
[**71] 1977 through 31 Decenber 1978 shall all be considered as accruing in the
cal endar year 1978 and initial paynments relative to same nmay be nade no |ater
than 1 COctober 1979, so as to not place [SunPac] in apparent paynent and
reporting default hereunder.

C. Paynents Under the SunPac License Agreenent

Pursuant to article V of the SunPac license agreement, SunPac paid to
petitioner the follow ng anpbunts for 1977 and 1978: n21
Sal es

Mont h 1977 1978
January $ 475,674.21 $ 426, 482.01

February 488, 633. 71 1,597, 720. 08

Mar ch 392, 015. 05 1,538,114. 74
Apri | 463, 509. 00 1,117,570.77

May 474, 836. 29 1, 554, 429. 65

June 588, 061. 01 1, 985, 560. 32

July 615, 417. 36 1, 589, 510. 88
August 1,027, 026. 53 1, 803, 369. 90

Sept enber 545, 428. 71 2,011, 348. 06

Oct ober 596, 786. 10 2,088,747.01

Novenber 324,825.11 2,057, 262. 39

Decenber 619, 732. 07 909, 048. 27

Tot al 6,611, 945. 15 18, 679, 164. 08

Royal ty at 2% 132, 238. 90 373,583. 00

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n21 Royalty paynents for 1976 were $ 34,425

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Exhibit B to anendnent No. 11 sets forth [**72] the offshore assistance
cost from Decenber 31, 1975, through January 1, 1978, and onshore assistance
cost for the sanme period as foll ows:

Peri od O fshore Onshore
1/1/75-12/31/75 $ 408, 628 $ 320, 628
1/ 1/ 76-12/ 31/ 76 622, 715 593, 867
1/1/77-6/30/ 77 203, 696 452,171
7/ 1/ 77-12/ 31/ 77 186, 394 456, 440

1/1/78-12/31/ 78 321, 119 1, 014, 455



[*270] SunPac did not pay any technical assistance fees to petitioner under
the 3-percent provision set forth in anendnent No. 11 during 1977 and 1978. By
a credit note dated Novenber 1, 1979, SunPac informed petitioner that SunPac had
credited petitioner for the 3-percent technical assistance fee as follows:

Sales 7/1/77 through 11/30/77 $ 3,109, 483.81
Sal es 12/1/77 through 12/31/78 19, 298, 896. 15

Tot al 22,408, 379. 96
Ti mes 3% equal s 672, 251. 40

D. Operations Under the SunPac License Agreenent

SunPac receives from petitioner a separate technical package for each
licensed part. The technical package contains an engi neering blueprint show ng
the finished part's design and other specifications. The technical package al so
contains a set of job instruction sheets describing each manufacturing and

i nspecti on operation. [**73] If petitioner nmakes a design engineering change
to a licensed part, petitioner sends SunPac a copy of the revised engineering
print. If this causes SunPac to rework the part, SunPac bears the cost of
r ewor k.

Petitioner provided technical assistance to SunPac by, anobng other things,
training SunPac's personnel at petitioner's facilities in the United States and
by providing manufacturing engineering assistance in resolving mnufacturing
probl ens. Techni cal assistance itens which petitioner considers reinbursable
under the SunPac |icense agreenent include the follow ng: costs of petitioner's
manuf act uri ng engi neering departnment to conduct SunPac's training program costs
associated with training Singaporean nationals in the United States, costs of
U.S. trainers in Singapore, travel and salary expenses for manufacturing
operation personnel for trips to Singapore, telephone and tel ex comrunications
expenses, plant engineering support, U.S. coordinator expenses, charges for
processing and related functions, mscellaneous costs such as "fair share"
support of Singapore Anerican School and Denver purchasing activity, and costs
generated by the contract data nmanager as required for wupdating [**74] of
I'i cense.



[*271] Petitioner rendered technical assistance to SunPac in 1977 and 1978
in the follow ng anpunts:

Techni cal assistance item 1977 1978
U.S. trainer in Singapore n22 $ 999, 275 $ 865, 217
Operational support personnel 78, 656 25, 839
Tel ephone and tel ex expense 75, 442 145, 240
Pl ant engi neering support 17, 050
U.S. coordi nator 27,940 81, 260
Processi ng 186, 822 171, 550
M scel | aneous 4,180
Tot al 1, 389, 365 1, 289, 106
- ---------- - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n22 The evidence shows $ 908, 611. This ampunt is understated by $ 90, 664
because the conmpensation of two expatriates who joined SunPac in 1977 was
included erroneously in adm nistrative expenses for that year.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Petitioner also incurred $ 36,604 n23 in admnistrative assistance costs
(costs not contained in SunPac nmanufacturing costs) in 1977 which were not
rei nbursabl e under the SunPac |icense agreenent. Petitioner incurred $ 46,468 in
adm ni strative assistance costs in 1978.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n23 The record shows that petitioner incurred $ 127,000 in admnistrative
assistance costs for 1977. However, $ 90,664 of this anmount erroneously
i ncl udes conpensation of two of SunPac's expatriates who joined SunPac in 1977
See supra note 22.

----------- - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**75]

Petitioner has a standard provision in its license agreements which gives it
the right to charge its licensees for costs it incurs incident to the assistance
rendered to the licensees by petitioner's technical representatives. It was not

petitioner's practice, however, to charge its unrelated |icensees separately for
techni cal assistance.

VI1I. THE DI STRI BUTOR AGREEMENT

A. Terns of the Distributor Agreenent

On April 14, 1976, petitioner and SunPac entered into an agreenent
(hereinafter referred to as the distributor agreement) appointing petitioner as
a nonexclusive worldwi de distributor for any parts manufactured for sale by
SunPac for use in or in support of air vehicle applications (hereinafter
referred to as SunPac parts). Pursuant to the distributor agreenent, SunPac
agreed to sell SunPac parts to petitioner at the price set forth for each part
in attachment A to the distributor agreenent. Attachnment A lists by part nunber
and name each SunPac part and its price. The prices listed in attachment A of
t he di stri butor agr eenent equal ed 85



[*272] percent of the prices shown in petitioner's current spare parts
price |ist. Petitioner did not specify in the distributor [**76] agr eenent
that the transfer price would be catalog price |less a 15-percent discount to
permit revisions, up or down, in the pricing should its experience under the
agreenment show that an adjustnent in price was warranted.

The distributor agreement further provides that attachnent A shall be revised
fromtine to tine to reflect part nunber changes and additions, and/or changes
in prices. The distributor agreement was anended 11 times up through 1978 to
update the parts and prices in attachnent A

The distributor agreenent places no obligation on petitioner as to the use,
resale, or other disposition of SunPac parts. Petitioner pays SunPac the
catalog price less a 15-percent discount on all purchases regardl ess of whether
petitioner sells the parts to others or uses themitself. Petitioner and SunPac
intended to operate under the distributor agreement only until SunPac's direct
di stribution system could be inplenmented.

The distributor agreenent contains no express provision specifying when
payments from petitioner for the SunPac parts it purchases are payabl e. SunPac
gave petitioner 6 nonths to pay for the SunPac parts it purchased. Petitioner
took full advantage of the 6-nonth-payable [**77] terns and at tines took even
| onger to pay SunPac for the SunPac parts.

In February 1977, petitioner examned its costs to distribute parts as spare
parts only. Petitioner concluded then that there was no need to change its
pricing system for SunPac parts.

B. Relationship to U S. Custons Val uation

In early 1976 petitioner approached the U S. Custons Service (hereinafter
sonmetinmes referred to as U. S. Custons) to attenpt to reach a consensus as to the
val uation for Custons purposes of parts inported from Singapore. Two val uation
met hods which could be used for this purpose are (1) the "U S. value" nethod,
whi ch uses the price at which the inported product sells on the open U S. market
|l ess appropriate cost and profit adjustments or (2) the "constructed value"
met hod, whi ch uses t he foreign manuf acturer's



[*273] actual production costs increased by an appropriate profit narkup
Petitioner proposed that:

(1) The "U.S. value" nmethod be used to establish the dutiable value of
SunPac's parts for U S. Custons purposes.

(2) The dutiable value would be equal to petitioner's catalog price for the
SunPac parts | ess a 15-percent discount.

(3) SunPac would reinmburse petitioner for certain [**78] assi stance costs
pursuant to the SunPac |icense agreenent.

Petitioner represented to U S. Custons in a letter dated March 19, 1976, that
petitioner estinated sales to petitioner of parts to be manufactured by SunPac
(considering inflation, net 15-percent discount) to be as foll ows:

Year Estimat ed sal es

1976 $ 1,500, 000
1977 4,700, 000
1978 10, 200, 000
1979 13, 600, 000
1980 17, 000, 000
1981 21, 000, 000
1982 25, 000, 000
1983 29, 000, 000
1984 32, 000, 000
1985 35, 000, 000
1986 38, 000, 000
1987 41, 000, 000

Petitioner further represented to U 'S. Custons that petitioner estimted
royalty income from and assi stance costs to SunPac as foll ows:

Techni cal Original cost Cost of Adm n.
Royal ty assist./ desi gn devel . nmodi fying assist.
Year i ncome nl gen. val ue & engi neering processing costs nl
1975 n2 $ 639,033 n2 $ 78,777 n2 $ 90,233 .079207
1976 $ .03 715, 000 70, 000 117,000 .09
1977 .09 352, 000 70, 000 117,000 .02
1978 .20 127, 000 70, 000 117,000 .02
1979 .27 30, 000 30, 000 .02
1980 .34 35, 000 35,000 .02
1981 .42 40, 000 40, 000 .02
1982 .50 45, 000 45, 000 .02
1983 .58 50, 000 50, 000 .02
1984 .64 55, 000 55, 000 .02
1985 .70 60, 000 60, 000 .02
1986 .76 65, 000 65, 000 .02
1987 .82 70, 000 70,000 .02
[**79]
nl In mllions.

n2 Actual costs.



[*274] In addition, petitioner represented to US. Custons direct and
indirect experience wth other distributors of aircraft/aircraft engine
conmponent parts as foll ows:

Direct U S. Experience

Standard Aircraft -- 20% off catal og.
Have inventory stocking.
Custoners were nmainly:
-- airlines,
-- engine repair stations.
Pai d transportation.

Advi sed 20% was mninmum difference they could agree to for a profitable
operation. For other manufacturers indicated up to 50% off catalog is practice.

Indirect U S. Experience

I ndustrial Procurenent Services who handl es support of French Falcon Aircraft in
U.S. obtain 20 + % off catalog for aircraft parts they procure from France for
distribution in U S.

Have sonme inventory.

Custoners:

-- aircraft users,

-- aircraft repair stations.

Handl e field service and warranty adm ni stration.

Assune they pay duty and transportation from France.

>

ison distributors buy fromAllison at 40% of f parts catal og.
Have inventory.

Pay U.S. transportation.

Custoners:

-- engi ne operators,

-- engine repair stations.

Handl e all field service and warranty admi nistration.

Beech, Lear and Cessna simlarly sell [**80] to distributor network at 20 + %
of f.

Cooper, Van Dussen, Anglo Anerican and others have wanted to be our distributor.
M ni rum amount off catal og was al ways 20%



[*275] Direct Foreign Experience

Avi o Di epen, Netherlands -- 20% off catal og.
I nventory sone.
Transportation generally paid by Avio.
Custoners
-- Fokker,
-- airlines,
-- engi ne manufacturers,

-- foreign governnent agenci es.

Hawker De Havilland, Australia -- 20% off catal og.
I nventory sone.
Transportation generally paid by Hawker
Custoners
-- own engine repair for custoners,
-- charge catalog for parts used,
-- engi ne operators,

-- foreign governnent agenci es.

Ni ssho-Iwai Ltd., Japan -- 10% of f cat al og.
Sal es representative only, no inventory.
Transportation to Japan & duty if any paid by their custoners
Cust oner:
-- Japanese government agenci es,
-- engi ne conmponent stations,
-- aircraft/engi ne conponent |icensed manufacturers.

In support of the transfer price for U'S. Custons purposes, petitioner
justified the 15-percent difference between the catalog price (the U S. sales
price) and the distributor agreenent purchase price as follows:

Estimated Breakdown of 15-Percent Difference Between Catalog and [**81]
Di stributor Purchase Price (Averaged Over All Inports)
Percent of catalog prices
Di stri butor costs:

Transportation costs 1. 0%
Duty 1.0to 5.0
General & administrative
Br okerage costs 0.5%
Adm nistrative costs 2.0
I nterest, taxes, storage, etc. 5.0 7.5
Tot al 9.5 to 13.5

Di stributor profit range based
on cost estimte 5. 5to0 1.5



Based on petitioner's representations to it, the U S. Custons Service agreed
to accept the "U. S. value" nmethod for valuation of dutiable SunPac parts. The
u. S Cust ons



[ *276] Service, however, concluded that, due to certain adnministrative
assi stance costs not reinmbursed to petitioner or carried as a cost to SunPac,
the proper U S. value was 86 percent of the catalog price rather than the 85
percent proposed by petitioner.

Since the inception of SunPac's CSD operations, for U 'S. Custonms purposes
petitioner consistently has inported SunPac CSD parts at a price equal to 86
percent of the catal og price.

C. Market for SunPac Parts

In October 1975, petitioner perfornmed a distribution study for SunPac-
designated parts (hereinafter referred to as the distribution study). The
distribution study wused 1,104 spare parts [**82] considered for SunPac
manuf acture and refl ected the narket for these spare parts as foll ows:

Percent of sales

Esti mat ed
Location of airline custoner 1974 1979
United States 66% 51%
Canada and South Anerica 8 11
Eur ope, Africa, and the M ddl e East 21 32
Far East 5 6

1974 sales of SunPac-designated parts by distribution area wused in the
distribution study were as foll ows:

Ar ea Sal es
United States, Canada, and South Anerica $ 5, 940, 895. 84
Eur ope, Africa, and the M ddl e East 1, 659, 341. 29
Far East 426, 008. 80
Tot al 8, 026, 245. 93

This distribution study |listed petitioner's ten largest airline spare parts
customers based on 1974 sales as follows: United Airlines, Trans World Airlines,
Delta Airlines, Pan Anerican, the Societe Anonyne Belge d Exploitation de la
Navi gati on Aerienne (Sabena Belgian Wrld Airlines) (hereinafter referred to as
SABENA), Anerican Airlines, Western Airlines, Japan Airlines, Eastern Airlines,
and Air Canada.

Custonmers and quantity of orders expected for each category of parts as
reflected in t he distribution st udy wer e as fol l ows:



[*277]

G oup A Goup B Goup C Goup D Tot al
anti ci pat ed

Number of

customners 90 114 114 114

Esti mat ed

number of 1, 200 1, 400 1, 200 3,800 7, 600

orders per year

[**83]

D. Sal es of SunPac Parts

Throughout 1977 and 1978, SunPac's operations consisted of the manufacture of
aviation spare parts, which were used for petitioner's CSD s and other end
itens. Al'l of SunPac's gross inconme for 1977 and 1978 canme from the sale of
SunPac parts to petitioner (other than some m scellaneous comr ssion and
interest income). Al'l  of these sales to petitioner were nmade under the
di stributor agreenent at the catalog prices published in the spare parts price
list, if available, less a 15-percent discount. In 1978, in addition to the sale
of SunPac parts to petitioner, SunPac shipped spare parts with a spare parts
price list value of $ 247,786 to SABENA pursuant to a consignnment agreenent
entered into in 1978. SunPac began neki ng sal es to SABENA under the consi gnment
agreenent in 1979. See infra.

Al'l of SunPac's sales to petitioner were made f.o.b. Singapore. During 1977,
petitioner purchased SunPac parts totaling $ 6,595,000. During 1978, petitioner
purchased SunPac parts totaling $ 18, 605, 000.

According to the Fornms 2952, Information Return with Respect to Controlled
Foreign Corporations, petitioner filed relating to SunPac for its fiscal years
ended [**84] Novenber 30, 1977, and Novenber 30, 1978, SunPac's gross receipts
and net earnings before taxes for those periods were as follows:

11/30/ 77 11/30/ 78
Gross receipts $ 6,142,610 $ 18,318,000
Net ear ni ngs 2,573,000 12, 848, 000
A portion of the parts purchased by petitioner from SunPac failed to neet
petitioner's specifications. Upon closer inspection, these parts were: (a)

Deemed acceptable as is, (b) deened acceptable after rework by petitioner, or
(¢) scrapped. Petitioner's t ot al r ewor k and scrap costs with



[*278] respect to these parts amounted to $ 347,373 for 1977 and $ 140, 481
for 1978. During 1977 and 1978, petitioner did not charge SunPac for the rework
and scrap costs of the SunPac parts.

Petitioner (a) resold SunPac parts at the catalog price to the airlines, (b)
used them as spare parts in its overhaul and repair activities, (c) used themin
the manufacture of subassenblies which were sold as spare parts, or (d) used
them in the manufacture of OEM or spare units. Petitioner paid SunPac the
catal og price |l ess 15 percent regardless of the use to which it put the part.

The sale of commercial spare parts represented around 10 or 11 percent of
petitioner's [**85] busi ness for 1977 and around 14 or 15 percent for 1978
Petitioner made no additional investnent in physical assets to distribute SunPac
parts pursuant to the distributor agreenent. Between 10 to 15 percent of the
time of petitioner's comrercial products support departnent was spent
di stributing SunPac parts.

Petitioner projected distribution costs as a percentage of catal og prices for
1977 of 11.8 percent and experienced actual distribution costs of 12 percent.
Petitioner projected distribution costs as a percentage of catalog price for
1978 of 12.1 percent and incurred actual costs to distribute of 9.2 percent.

Petitioner incurred U S. Custons duties with respect to SunPac parts of $
237,758 and $ 880,585 during 1977 and 1978, respectively. Petitioner also
incurred freight, insurance, and broker costs of $ 39,372 and $ 110,762 during
1977 and 1978, respectively. Petitioner's duty, freight, and insurance costs
for SunPac parts were reflected in the overhead expenses allocated to SunPac
parts.

During the years in issue, petitioner and SunPac maintained "dual sourcing
capabilities" for CSD parts. SunPac sold 287 different SunPac parts to
petitioner during its 1977 fiscal year. [**86] SunPac sold a total of 312
different SunPac parts to petitioner during its 1978 fiscal year.

SunPac al so manufactured 73 "single-sourced" parts in 1977 and 91 "single-
sourced" parts in 1978.

During 1977 and 1978 SunPac shipped roughly 30 different parts to petitioner
in an unfinished state. Petitioner's cost to finish these inconplete SunPac
parts, excl usive of



[*279] inspection costs, totaled $ 29,600 and $ 113,604 for 1977 and 1978,
respectively. Petitioner did not charge SunPac the costs incurred to finish the
i nconplete parts. The record does not show the fair market value of the
unfini shed SunPac parts imediately before and imediately after petitioner
conpl eted the manufacturing process on these parts. Petitioner concedes that at
arms length, SunPac should be charged back petitioner's costs incurred wth
respect to certain defective and unfinished parts in the amount of $ 631,000 for
1977 and 1978, conputed as foll ows:

1977 1978 Tot al
Cost to rework parts $ 106, 606 $ 56, 987 $ 163,593
Cost of scrapped parts 240, 767 83, 494 324, 261
Cost to finish parts 29, 600 113, 604 143, 204
Tot al 376, 973 254,085 631, 058

Due to parts design conplexity, the [**87] special processes and nachinery,
the manufacturing know how, and the |arge manufacturing startup costs, generally
petitioner could not purchase the parts manufactured by SunPac from unrel ated
vendors. During 1977, petitioner did not purchase from outside sources any of
the parts produced by SunPac. During 1978, petitioner purchased from outside
sources eight of the parts produced by SunPac. Petitioner's total purchases of
these eight parts ampunted to $ 3, 400. SunPac's total revenue from sales to
petitioner for these same eight parts in 1978 was $ 54, 154. The record does not
show the quantity of these eight parts purchased from the third-party
manuf acturers or the quantity of these eight parts manufactured by SunPac.

During 1977 and 1978, SunPac was at the |low end of the |earning curve for CSD
production. Therefore, it probably was the | east efficient plant then producing
CSD parts.

I X. LUCAS TRANSACTI ONS

Since the early 1950s, petitioner has entered into various agreements wth

Lucas I ndustries, Inc. (hereinafter referred to as Lucas), and/or its

predecessors in interest regarding petitioner's CSD s. n24 Lucas is a public

corporation, wunrelated to petitioner, traded on the [ **88] London Stock

Exchange.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n24 The first agreenent, the 1953 general license, see infra, was entered

into between Sundstrand Machine Tool Co., petitioner's predecessor nanme, and

English Electric Co., Ltd. (hereinafter referred to as English Electric). On
June 25, 1960, petitioner assigned to its subsidiary, Sundstrand |nternational

Corp. S. A, its patents, trademarks, and manufacturing rights relating to the
1953 general license. Sonetime later, Sundstrand International reassigned to
petitioner all patents, trademarks, and manufacturing rights it had acquired
under the assignnment. For simplicity, we wll use "petitioner”™ to refer to

Sundstrand Machi ne Tool Co., petitioner, and/or Sundstrand |International Corp.
S. A

In 1969, English Electric sold the part of its business which manufactured
and sold CSD's to Rotax Ltd. (hereinafter referred to as Rotax), a subsidiary of

Lucas Industries Ltd. In the early 1970s, Rotax was merged into Lucas Aerospace
Ltd., also a subsidiary of Lucas |Industries Ltd. To minimze confusion,
hereinafter we wll use "Lucas" to refer to English Electric, Rotax, Lucas

Aerospace Ltd., and/or Lucas Industries Ltd., unless reference to the specific
conpany is required for clarification



(++89)



[*280] A. License Agreenents
1. The 1953 General License

On Novenber 27, 1953, petitioner and Lucas entered into a CSD Ilicense
agreenent (hereinafter referred to as the 1953 general license). The 1953
general license, anong other things, granted Lucas (a) the exclusive right to
manuf acture CSD units and spare parts in the United Kingdom for both conmercial
and mlitary applications; (b) the exclusive right to sell such CSD s and spare
parts in the United Kingdom subject to petitioner's reservation of the right at
all tinmes to use and sell in the United Kingdom CSD s nanufactured by petitioner
in the United States; and (c) the nonexclusive right to use and sell throughout
the British Comopnwealth CSD's nade in the United Kingdom for aircraft and
guided missile use, together wth the nonexclusive right to sell CSD s,
conponents, and spare parts made in the United Kingdomin all countries of the
world where they are shipped from the United Kingdom as part of a conplete
aircraft engine-drive-alternator assenbly nade in the United Kingdom or as part
of a complete aircraft or a conmplete guided mssile made in the United Ki ngdom

The agreenent also granted Lucas the right to [**90] use the Sundstrand
trademark and further required Lucas to place the Sundstrand trademark on each
CSD and transmission it manufactured, except where prohibited by the British
Gover nnent .

The 1953 general license further provided Lucas conplete access to all of
petitioner's know how, including design and devel opment rights for all CSD s
under producti on, and to



[ *281] any inprovenents, changes, and nodifications nade to those CSD s
Mor eover, petitioner agreed to furnish technical assistance, at Lucas' expense,
to assist Lucas in the manufacture, assenbly, inspection, testing, and servicing

of the CSD s. Lucas also, at its own expense, could send a technica
representative to petitioner's Rockford, Illinois, facility to observe and study
petitioner's nmethods in the manufacture, assenbly, inspection, testing, and
servicing of CSD s.

The 1953 general license provided for paynents as mninmum royalties of $
37,500 each on January 10, 1954, and March 10, 1954. In addition, the 1953
general license required royalty paynents to petitioner on sales as follows:

(1) 6 percent on total net selling price up to and including 2,780,000
pounds;

(2) 3-1/2 percent on total net selling price in [**91] excess of 2,780,000
pounds and up to 5,560,000 pounds;

(3) 2 percent on total net selling price in excess of 5,560,000 pounds; with
(4) 1/6 of the royalties to be rebated until the rebate equals $ 75, 000.

The 1953 general license also provided that if petitioner sold CSD's in the
Uni ted Kingdom ot her than through Lucas, petitioner nust pay Lucas a conmm ssion
of 5 percent on the net selling price of the CSD s.

Lucas agreed to be responsible for any clains, except patent infringenent
claime of third parties, arising from the sale or wuse of the CSDs it
manuf actured and to indemify and hold petitioner harmess from all liability
for any clainms arising from the manufacture, sale, or use of CSD s nade by
Lucas.

I'n addition, Lucas agreed to inform petitioner of any inventions,
i nprovenents, or nodifications in petitioner's CSD s nmade by Lucas' enployees
Mor eover, Lucas gave petitioner a free, exclusive license in the United States
and a nonexclusive Ilicense elsewhere in the world to use any of those
i nventions, inprovenents, and nodifications.

The 1953 general license was for a term of 15 years and would extend
automatically for 1 or nore 5 year periods unless ternminated by witten notice
[**92] given 2 years before the expiration date.



[*282] 2. Amendnents to the 1953 Ceneral License
a. The 1960 anendnent.

By anmendment executed Novenber 3, 1960, petitioner gave Lucas, anong other
things, the nonexclusive right to sell CSD's made in the United Kingdom in
Bel gi um France, Holland, Italy, Luxenbourg, Portugal, Spain, and West Germany
(hereinafter referred to as the listed countries), but only where the CSD s were
shi pped as part of a conplete drive-alternator assenmbly, including associated
el ectrical equi pment designed by petitioner; and the nonexclusive right to sel
in the listed countries spare parts for CSD s and associated electrica
equi pnment but only to purchasers of those drive-alternator assenblies and then
only for use by the purchasers as spare parts for the drive-alternator
assenblies. The royalty fee for these sales was 10 percent of the net selling
price and was not subject to the one-sixth rebate.

b. The 1962 anendnent.

By amendnent executed June 30, 1962, petitioner gave Lucas, anpong other
things, the nonexclusive right and license to sell CSD s manufactured by Lucas
in the United Kingdom and spare and replacenent parts for these CSD's, to
Svenska [**93] Aer opl an Aktiebol aget (SAAB) and/or to the Royal Swedish Air
Board for use only on a new fighter aircraft projected to be manufactured in
Sweden. The royalty fee for these sales was 10 percent of the net selling
price. This royalty also was not subject to the one-sixth rebate.

c. The 1964 anendnent.

By anmendnent executed sonetinme in 1964 (hereinafter referred to as the 1964
anmendnent), petitioner gave Lucas and its sublicensees, anobng other things, the
exclusive right to sell in the United Kingdom and the nonexclusive right to sel
in France, CSD s manufactured wholly in the United Kingdom or partly in the
United Kingdom and partly in France for use on or in connection with the
Concorde (a supersonic transport then being proposed for manufacture by a joint
arrangenent bet ween t he Gover nment s of G eat



[*283] Britain and France), n25 and the nonexclusive right to use and sel
t hroughout the world the Concorde CSD' s.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n25 The noney for the Concorde program was to cone jointly from the
Governments, respectively, of France and Geat Britain. These countries
insisted on coproduction of nost of the parts of the aircraft, including the
CSD. The 1953 general license did not give Lucas the right to sublicense
petitioner's CSD technology in France; but for Lucas to get the Concorde
contract, Lucas had to sublicense the CSD to a French conpany. Ther efore,
petitioner and Lucas anended the 1953 general Ilicense to provide for the
sublicense of petitioner's CSD technology to a French conpany. Auxi |l ec was
selected as the sublicensee since it was the French conpany the French
Government had nominated for the Concorde program (Auxilec in fact never

manuf actured CSD parts.) Petitioner provided substantial technical and marketing
assistance to help Lucas convince the Concorde airframe manufacturer of the
viability of the AG CSD and get the Concorde contract. Petitioner was not
directly reinbursed for this technical and nmarketing assistance.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**94]

The 1964 amendnment al so gave Lucas the nonexclusive right to sell throughout
the world spare and replacenent CSD s and spare parts for use on the Concorde as
I ong as the Concorde remained in regular conmercial service. The 1964 anendment

further gave Lucas the right to have manufactured in France CSD s for the
Concorde under a sublicense to Auxilec, a French conpany.

Exhibit B to the 1964 anendnent is an agreenent dated July 28, 1964, anobng
petitioner, Lucas, and Auxilec (hereinafter referred to as the Tripartite
agreenent). The Tripartite agreenment relates to the Concorde aircraft. In the
Tripartite agreenent Auxilec agreed, anpng other things, to sell CSD s for the
Concorde only to Lucas or petitioner except for its right to supply spare parts
of its own manufacture or of Lucas' manufacture to French operators of the
Concorde in France and to maintain or overhaul CSD's in France for French
operators of the Concorde. Auxilec agreed to pay Lucas a royalty of 8.5 percent
of the net selling price of all CSD parts (including spare parts) manufactured
and/ or sold by Auxilec (except the royalty would be 10 percent on sales of CSD
spare parts for use in the Concorde to purchasers other [**95] than Lucas).

Further, in the Tripartite agreenent, Lucas agreed to pay petitioner a
royalty of 8.5 percent of the net selling price to the manufacturer or user of
the Concorde aircraft of all CSD s and spare parts manufactured and sold by
Lucas and/or Auxilec (unless the royalty payable by Auxilec was 10 percent, in
whi ch case Lucas would pay petitioner a 10-percent royalty). Lucas al so agreed
to pay petitioner a royalty of 8.5 percent of the net selling price of all parts



[*284] nmanufactured by Lucas of the transm ssion then known as the variator
of the Auxivar including conponents and spare parts and sold by Lucas for the
Concorde provided that the royalty would not be less than 1.5 percent of the net
selling price to the manufacturer or user of the Concorde of the conplete
Auxi var and electrical generating system conprising the variator-alternator
assenbly. The royalty rates applicable to the Concorde CSD were in lieu of the

rates otherw se specified in the 1964 amendnment to the 1953 general |icense.
During the 1960s, the Concorde's British manufacturer, British Aircraft

Corp., projected the Concorde would be a substantial conmercial program It

projected it would manufacture [**96] and sell 200 Concorde aircraft to

airlines throughout the world. Each Concorde would require four CSD units.

The 1964 armendnent further anended the basic royalty paynent provisions to
provide a royalty fee of 6 percent of the net selling price up to £ 2,780,000
pounds and 3.5 percent of the net selling price over £ 2,780, 000.

In addition, for a 2-percent royalty for 15 years (hereinafter referred to as
the sunset royalty provision), the 1964 anmendnent gave Lucas the nonexcl usive
right to wuse worldwide all unpatented technical information supplied by
petitioner following the termination by notice of the 1953 general |icense.

The 1964 anendnent further provides that the agreenment would continue unti
Decenber 31, 1978, and thereafter from year to year unless ternmnated by not
|l ess than 5 years witten notice.

3. The 1966 General License
On May 19, 1966, but effective January 1, 1966, petitioner and Lucas entered

into an agreement whereby they canceled the 1953 general license and
simul taneously entered into a new license (hereinafter referred to as the 1966
general |icense). The 1966 general license for the nobst part incorporated the
terns and provisions of the 1953 general license, [**97] as amended, including

the sunset royalty and Concorde CSD provisions. The royalty fee provisions were
anmended to provi de royalties on t he sal es of CSsD' s (including



[ *285] spare parts) of 3.5 percent of the total net selling price
(hereinafter referred to as the basic royalty fee) except for sales of CSD s or
spare parts in the listed countries in which case the royalty fee remai ned at 10
percent; the sales of certain reservoirs in which case the royalty fee was 6
percent; and the payment provisions in exhibit B. Exhibit Bto the 1966 genera
license was not made a part of the record; however, from the text of the 1966
general license, it appears that exhibit B is same exhibit B which was an
attachment to the 1964 anmendnent, that is, the Tripartite agreenment between
petitioner, Lucas, and Auxilec pertaining to the Concorde.

4., Anendnents to the 1966 General License
a. The first 1968 anmendnent.

An anmendnent executed January 1, 1968, rewote a provision of the 1966
general license to give Lucas and its sublicensees a nonexclusive right to sel
CSD's and spare parts made in the United Kingdom in the listed countries but
only for use on aircraft first flown n26 in those countries, [**98] or for use
in guided mssiles manufactured in any of those countries. The basic royalty
fee was anended to 3.5 percent of the net selling price of all CSD s (including
spare parts) sold for the use of the Governnent of the United Kingdom and 5
percent of the total net selling price of CSD's (including spare parts) sold to
nost purchasers other than for use of the Governnent of the United Kingdom In
addition, the royalty fee for CSD s and spare parts sold in the |isted countries
was decreased to 6.5 percent of the net selling price.

- ----------- - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n26 "Aircraft first flown" was defined to be applicable to each individua

aircraft and to refer to its initial flight. In the 1966 general |icense as

executed, Lucas had the nonexclusive right to sell CSD's nmade in the United

Kingdom in the enunerated countries but only where the CSD s were shipped from
the United Kingdom as a part of a conplete drive-alternator assenbly, including
associ ated el ectrical equi pment designed by petitioner.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
b. The TU- 144 anendnents.

The 1966 general [**99] |icense was further anended on January 1, 1968, and
May 31, 1968, to authorize Lucas to sell a specified nunber of CSDs to
Avi aexport, an agency of the Soviet Union, for use on the Soviet TU- 144
conmmer ci al



[*286] aircraft. The royalty fees for these sales were (1) the greater of
(i) 10 percent of Lucas' net selling price to Aviaexport of all transmn ssions
and CSD s and spare parts for them and 10 percent of all paynments made by
Avi aexport for engineering fees, qualification testing, prototype testing,
prototypes, and other sinmilar matters or (ii) 6 percent of the total contract
price charged to Aviaexport for the transmi ssions and/or CSD s and alternators
(if any) and 6 percent of the paynents made by Avi aexport for engineering fee,
qualification testing, prototype testing, prototypes, tooling (including special
tooling), and other simlar mtters, and (2) 10 percent of all spare
transm ssions and/or CSD s and spare parts for them

5. The 1970 Licenses

The 1966 general |icense, as anmended, had to be assigned to Lucas as a result
of Lucas' acquisition of English Electric's CSD business. See supra note 24.
Petitioner took this opportunity to renegotiate its agreenent [**100] with
Lucas to obtain a higher royalty rate to reflect the advanced technology in
CSD s and, hence, the decreased conpetition from other types of CSD s. As a
result of these negotiations, in August 1970, petitioner and Lucas entered into

four separate |icenses: the 1970 general license, the 1970 MRCA |icense, the
1970 Concorde |license, and the 1970 TU- 144 Ilicense. These four |icense
agreenents were in effect during 1977 and 1978

a. The 1970 general |icense.

The 1970 general |icense canceled the 1966 general |icense and replaced it
simul taneously with a new agreenment effective August 1, 1970, which basically
enbodi ed the provisions of the 1966 general Ilicense. Thus, rights granted to

Lucas, anong other things, include:

(1) The exclusive right to sell CSD's in the United Kingdom for aircraft and
gui ded mi ssiles manufactured in the United Ki ngdom subject to petitioner's right
to sell in the United Kingdom CSD's or spare parts manufactured by



[*287] it in the United States (with paynment of a comm ssion of 5 percent
of the net selling price); n27

(2) the nonexclusive right to sell throughout the |isted countries CSD s made
in the United Kingdom for use in aircraft first flown [**101] in the listed
countries and for use on guided missiles nmanufactured in those countries; n28

(3) the nonexclusive right to sell throughout the world, except the United
States, CSD's made in the United Kingdom for original installation in aircraft
manuf actured in those countries under license from a United Kingdom conmpany to
manufacture aircraft substantially identical to aircraft designed and
manufactured in the United Kingdom by that United Ki ngdom conpany;

(4) the nonexclusive right to sell throughout the world CSD s manufactured by
Lucas, where those CSD s are to be used on nilitary aircraft or guided mssiles
procured by or for the Covernment of the United Kingdom provided that the
mlitary aircraft or guided mssiles are to be operated by the Governnent of the
Uni ted Ki ngdom

(5) the nonexclusive right to sell throughout the world replacenment CSD s and
spare parts for use as such, for CSD s nmade and sold by Lucas in accordance with
the agreenent.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n27 However, petitioner did not have to pay the 5-percent comr ssion on sales
of CSD s or spare or replacenment parts for CSD's it sold in the United Kingdom
for use on aircraft manufactured in the United Kingdom under |license froma U. S.
manuf acturer making substantially identical aircraft. The 5 percent comm ssion
al so was not due on sales by petitioner or petitioner's licensees for CSD s they
sold in the United Kingdom where those CSD's were to be used on nlitary
aircraft or guided mssiles procured by or for the Governnent of the United
States or the licensee's Governnent. [**102]

n28 This provision was anended on Apr. 25, 1979, to define as the listed
countries all countries which then or thereafter becane nenbers of the European
Econom ¢ Comrunity, Spain, and Portugal

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The 1970 general license fixes the royalty rate at 6.5 percent of the tota
net selling price on all transm ssions and CSD s and spare parts for them (with
one exception, whether or not of petitioner's design) for contracts received
after August 1, 1970, except for certain mlitary applications for which the
royalty rate renmined at 3.5 percent, and at the 1966 general license rates, as
anended, for contracts received before August 1, 1970. Under the 1970 general
license, if Lucas proposes to sell its VSCF system petitioner may convert
Lucas' exclusive rights under the 1970 general I|icense to nonexclusive rights
and termnate petitioner's obligation to furnish data and services. The



[ *288] 1970 general Ilicense also includes the 2percent sunset royalty
provi sion.

b. The 1970 MRCA license.

On August 3, 1970, petitioner and Lucas entered into a |icense agreenent
involving specifically the MRCA (multi-role [**103] conmbat aircraft) program
(hereinafter referred to as the 1970 MRCA license). See infra regarding the
agreenment between petitioner and Siemens Aktiengesellschaft also relating to the
MRCA program

The 1970 MRCA |icense enconpasses the basic provisions of the 1970 genera
license. Under the 1970 MRCA Ilicense, anobng other things, petitioner gives
Lucas:

(1) The exclusive right to manufacture and sell MRCA CSD's in the United
Ki ngdom subject to petitioner's right to sell in the United Kingdom MRCA CSD s
and spare parts manufactured by petitioner in the United States (with paynent to
Lucas of a commi ssion of 5 percent of the net selling price of those CSD s and
spare parts not sold through Lucas);

(2) the nonexclusive right to sell throughout the world MCA CSD s
manuf actured by Lucas where those MRCA CSD's are to be used on MRCA aircraft
procured by or for the Governnents of the United Kingdom the Federal Republic
of Germany, and/or Italy, provided the MRCA aircraft are to be operated by those
Governnments; n29 and

(3) the nonexclusive right to sell throughout the world, except the United
States, MRCA CSD's made in the United Kingdom for original installation in
ai rcraft manufactured [**104] in those countries under license from a United
Ki ngdom German, and/or Italian conpany to manufacture aircraft substantially
identical to MRCA s designed and manufactured by such conpany.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n29 Petitioner or its |licensees, however, had the right to sell MRCA CSD s in
the United Kingdom without paynent of the 5-percent commi ssion where those MRCA
CSD's were sold for MRCA's procured by or for the CGovernment of the United
States or the licensee's CGovernnent.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The 1970 MRCA license provides for a royalty of 6.5 percent of the net
selling price of all MRCA CSD s, and parts for them sold by Lucas. The 1970
MRCA |i cense al so incorporates the 2-percent sunset royalty provision



[*289] <c. The 1970 Concorde |icense.

Petitioner and Lucas also entered into a new |icense for the Concorde program
in August 1970 (hereinafter referred to as the 1970 Concorde |license). The 1970
Concorde |icense incorporates for the nost part the terns and provisions of the

1966 general license as they applied to the Concorde aircraft program [**105]
Thus, under the 1970 Concorde license petitioner gives Lucas, anong other
t hi ngs:

(1) The exclusive right to manufacture in the United Kingdom Concorde CSD s;

(2) the right to sublicense Auxilec to manufacture parts for Concorde CSD s
in France subject to the terns and provisions of the Tripartite agreenent;

(3) the exclusive right to sell in the United Kingdom and the nonexclusive
right to sell in France, Concorde CSD s nmmnufactured wholly in the United
Kingdom or partly in the United Kingdom and partly in France and the
nonexcl usi ve right to use and sell throughout the world Concorde CSD s as a part
of a conplete Concorde aircraft;

(4) the right to sublicense Auxilec to use and sell Concorde CSD s and parts
of them subject to the ternms and provisions of the Tripartite agreenent;

(5) the nonexclusive right to sell throughout the world spare and repl acenment
Concorde CSD s and spare parts for them for use as such for Concorde CSD s nmde
and sold in accordance with the 1970 Concorde |icense.

Under the 1970 Concorde license, Lucas agreed to pay petitioner royalties in
accordance with the royalty paynent ternms and provisions in the Tripartite
agreement. Furthernore, petitioner agreed [**106] to pay Lucas a comr ssion of
10 percent of the selling price of any Concorde CSD s and/or spare parts for
them petitioner sells anywhere in the world, unless at the tine of the sale
Lucas could not supply the CSD and/or spare parts.

d. The 1970 TU-144 |icense.

On August 3, 1970, petitioner and Lucas entered into a separate CSD license
for the Soviet commercial supersonic aircraft, the TU- 144 (hereinafter referred
to as the 1970 TU-144 1license). The 1970 TU-144 Ilicense gives Lucas the



[*290] exclusive right to manufacture and sell in the United Kingdom TU-144
CSD's manufactured in the United Kingdom to Aviaexport or any agency of the
Soviet Union. |In addition, the 1970 TU-144 |icense gives Lucas the nonexcl usive
right to sell worldw de replacenent TU- 144 CSD s and spare parts for TU 144
CSD s made and sold by Lucas.

The 1970 TU-144 license requires the same royalty as specified in the TU 144
anmendnents to the 1966 general |icense. Under the 1970 TU-144 |icense petitioner
must pay Lucas a commi ssion equal to 6.5 percent of the CSD units or spare parts
selling price if petitioner sells anywhere in the world TU-144 CSD s unl ess, at
the time of the sale, Lucas could not supply [**107] the TU-144 CSD or spare
parts.

6. O her Lucas Licenses
a. The 1977 traction drive |icense.

In the early 1960s, Lucas developed its Perbury traction CSD (hereinafter
referred to as the Lucas traction drive) and successfully placed it on the
British Governnment's Harrier aircraft program Petitioner was interested in
obtaining a license from Lucas relating to the Lucas traction drive. On March
4, 1977, Lucas gave petitioner a license for this CSD (hereinafter referred to
as the 1977 traction drive |license). The 1977 traction drive license gives
petitioner the exclusive right to manufacture in the United States and its
possessions Lucas traction drives and spare parts for those drives; the
exclusive right to sell Lucas traction drives for installation in aircraft first
flown in North Anmerica; and the nonexclusive right to sell throughout the world
repl acement Lucas traction drives and spare parts for use as such for Lucas
traction drives sold by petitioner.

In the 1977 traction drive |license, the parties also agreed to undertake
further research and developnment in the field of traction drives. According to
the 1977 traction drive |icense:

[Petitioner] has represented to [**108] Lucas that it expects to expend each
year a sum of approximately Two Hundred Thousand Dollars ($ 200,000.00 U S.) on
such devel opment work, in addition to any expenditure or work it may undertake
on applications engineering. Lucas has relied on this representation in agreeing
to gr ant t he rights and i censes to [ petitioner]



[*291] contained in this Agreenent, and in establishing the level of royalties
and ot her paynents by [petitioner] provided * * * bel ow.

In consideration for the 1977 traction drive license, petitioner agreed to
pay Lucas the follow ng:

(1) $ 100,000, in two equal installments, the first one due within 30 days of
the coming into effect of the agreenent and the second installnent due within 12
mont hs after paynent of the first installnent;

(2) in general, a royalty fee of 6.5 percent of the total net selling price
of dl traction drives and Lucas traction drives, and spare parts for those
CSD's, sold by petitioner. However, petitioner could deduct from the net
selling price tw times the purchase price of any supplies purchased by
petitioner from Lucas in furtherance of petitioner's traction drive sales
activity; n30

(3) a commission fee of 6.5 percent of the [**109] total net selling price
of all CSD's, and spare parts for those CSD s, not falling within the scope of
(2) above but made and sold by petitioner for installation in the U S Marine
Corps mlitary aircraft AV8B, or in any aircraft which is basically a
nodi fi cation of the AV8B aircraft.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n30 A formula also was set forth for determining the royalty fee if
petitioner sold Lucas traction drives or traction drives as part of a drive
system but where no separate price for that drive was established.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
b. The 1977 PRC |icense.

On March 4, 1977, petitioner and Lucas entered into an agreenent (hereinafter
referred to as the 1977 PRC |icense) wherein petitioner gave Lucas the excl usive
right to nmanufacture petitioner's CSD's in the United Kingdom for use on
aircraft first flown in the People's Republic of China other than aircraft of a
design originating in the United States; the nonexclusive right to sell those
CSD's in the People's Republic of China, and the nonexclusive right to sell
repl acenent CSD's and spare parts for [**110] those CSD s throughout the
world. In return, Lucas agreed to pay petitioner a royalty of 10 percent of al
transmi ssions and CSD' s, and spare parts, sold pursuant to the 1977 PRC |license
together with 10 percent of all paynents received by Lucas for engineering,
qualification testing, pr ot ot ype testing, pr ot ot ypes,



[*292] and other matters relating to such CSD s and transni ssions.

B. Sal es Agreenents
1. The 1962 Sal es Agreenent

I'n an agreement entered into on June 30, 1962 (hereinafter referred to as the
1962 sal es agreenent), petitioner and Lucas agreed to pronote actively the sale

of CSD-alternator assenblies in the listed countries and particularly CSD
alternator assenblies enbodying CSD's of a design Lucas had not manufactured
bef ore. Under the 1962 sales agreenent, each party agreed to pay the other
party a conmm ssion of 5 percent of the net selling price of CSD' s sold by it for
use in aircraft first flown in the listed countries or guided mssiles
manufactured in those countries, and on all spare CSDs and parts sales

resulting from the sale of the units originally installed on the specific
aircraft or guided missile. The 1962 sales agreenent did not nodify or [**111]
alter the 1953 general license.

2. The 1968 Sal es Agreement

Petitioner and Lucas canceled the 1962 sal es agreenent on January 1, 1968
and entered into another agreement on that sanme day (hereinafter referred to as
the 1968 sal es agreenent). In the 1968 sal es agreenent the parties agreed to
pay each other a comm ssion on sales of CSD's in the listed countries for use in
aircraft first flown 1in those countries or for wuse in guided missiles
manuf actured in those countries. The comrission rate was (1) the greater of (i)
5 percent of the net selling price of CSD's sold by it or (ii) 3.5 percent of
the total contract price charged to the customer for the CSD and alternator (if
any), and (2) 5 percent on all spare CSD s and parts sold as a result of the
sales of CSD's originally installed on aircraft or guided mnissiles. n31
Petitioner further agreed to pay Lucas 10 percent of the selling price of any
CSD and/or spare parts for use on the Concorde (unless Lucas could not supply
t hat CsD or



[*293] spare part at the tinme of sale) and 6.5 percent of the selling price
of CSD s and/or spare parts for use on the TU-144 (unless Lucas could not supply
that CSD or spare part at the tinme [**112] of sale).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n31 However, the royalty paynents Lucas owed to petitioner under the 1966
general license were to be reduced so that the conbined conm ssion and royalty
payments would not exceed (1) 10 percent of the net selling price as conputed
under nethod (i) or (2) 7 percent of the total contract price as conputed under
met hod (ii).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Lucas and petitioner agreed, however, that the 1968 sal es agreenent becane of
no force and effect as of April 1, 1969, when Rotax Ltd. purchased the business
of English Electric relating to the manufacture and sale of CSD s. See supra
note 24.

C. Lucas Operations Under the Licenses

After entering into the 1953 general |icense, Lucas spent about $ 4 nmllion
to establish manufacturing, developnent, and test facilities for CSD s and
generators in England. Lucas required approximately 4 vyears to becone
proficient in the manufacture of CSD s. Both during and after the startup

period, Lucas required technical assistance from petitioner. Lucas transferred
a nunber of its engineers [**113] for various periods to petitioner's Rockford

facility. Lucas also installed a |iaison engineer at petitioner's Rockford
facility until 1960 and during that time a continuous stream of know how passed
frompetitioner to Lucas and from Lucas to petitioner. Petitioner further sent
a nunber of its engineers to England to assist Lucas. There was al so tel ephone
and telex comunication between the parties. Petitioner did not charge Lucas
for this technical assistance.

At one time Lucas considered terminating the 1970 |Ilicenses and using
petitioner's technology under the sunset royalty provisions. Lucas, however,
chose to continue the 1970 general |license rather than termnate it and sell CSD
units and parts worldw de under the 2-percent sunset royalty provision because
Lucas believed that the 1970 general license, with its continuing design and

devel opment rights for a 6.5-percent royalty, was nore valuable than the right
to use for a 2-percent royalty existing CSD technol ogy to manufacture and sel
CSD parts and units worl dwi de.

From tine to time when Lucas was having production or capacity problens,
Lucas purchased parts from petitioner. Lucas used the parts purchased from
petitioner [**114] in its CSD OEM unit production. Lucas paid the catal og
price or a



[ *294] cat al og-equi valent price for all parts purchased from petitioner.
During 1974 through 1978, Lucas purchased the followi ng parts from petitioner at
the catal og or catal og-equivalent price for use in CSD unit production
Year Ampunt

1974 $ 53,786
1975 104, 286
1976 248, 938
1977 258, 556
1978 497, 204

X. OTHER LI CENSE TRANSACTI ONS

A. The Teijin License

In the m d-1960s the Japanese Defense Agency (hereinafter referred to as JDA)
asked petitioner's Japanese trading agent, N ssho Iwai (hereinafter referred to
as Nissho), to ask petitioner to establish a Japanese source for CSD units and
spare parts being supplied for the JDA's mlitary prograns. Ni ssho suggest ed
three Japanese conpanies as possible |icense candi dates. In 1965, petitioner
selected Teijin Seiki Co. Ltd. (hereinafter referred to as Teijin) as the best
candidate. At all relevant tines, Teijin was a public corporation unrelated to
petitioner. During 1977 and 1978, Teijin enployed 2,000 individuals and
generated sales of $ 83 mllion.

On January 26, 1967, Teijin and petitioner entered into a |icense agreenent
(hereinafter referred [**115] to as the Teijin license). |In the Teijin |license
petitioner gave Teijin, anong other things, the exclusive right to manufacture
in Japan and the nonexclusive right to sell in Japan those CSD s and repl acenment
CSD's for wuse only on (a) aircraft built in Japan, including aircraft built
there under license from its U 'S. nmanufacturer; (b) mlitary type aircraft
owned, built, or nodified by or for the Governnent of Japan; and (c) aircraft
built outside Japan which do not use CSD s manufactured by petitioner. In
addition, petitioner gave Teijin the nonexclusive right to sell worldw de,
except in the United Kingdom replacement CSD's to purchasers of aircraft
manufactured in Japan but only for use as replacements for CSD's made by Teijin
and used as such.



[ *295] In consideration for the rights, technology, and technica
assistance given to Teijin under the Teijin license, Teijin agreed to pay
petitioner a royalty of 6.5 percent of the net selling price of all CSD s sold
by Teijin in Japan and 10 percent of net sales outside of Japan. In addition
Teijin agreed to pay petitioner a $ 100,000 initial |unp-sum payment for the
transfer of technology and proprietary information, know how, [**116] and
dat a. However, Teijin could credit one-half of that sum against one-half of
future royalties if at the end of the first 4 years following the effective date
of the agreenment petitioner was unable to establish Japanese patents covering
the licensed products (until $ 50,000 was entirely credited or a patent was
i ssued i n Japan, whichever occurred first).

Petitioner provided technical assistance to Teijin during the 2 years
following the date the parties entered into the Teijin license. Although the
Teijin license gave petitioner the right to charge petitioner's technica
assi stance costs to Teijin, petitioner did not charge Teijin for this
assi st ance.

The Teijin license initially was for a 12-year term with automatic 5 year
extensions absent a 1l-year notice of termnation. The term of the Teijin
|icense was anended on June 9, 1967, to 10 years from the date of receipt by
petitioner of the $ 100,000 |unp-sum paynent and on Septenber 17, 1975, to
extend from June 27, 1967, through June 26, 1987

By letter menmorandum dated June 13, 1967, the parties expressed their
understanding that, wupon termination of the Teijin license for reasons other
than default or breach by Teijin, Teijin [**117] had the right to use any of
petitioner's unpatented technology pertaining to CSD s transferred under the
Teijin license in exchange for paynent for 10 years of a royalty of 3 percent of
the net selling price. Teijin's gross sales of CSD units and parts during 1977
and 1978 were $ 3,111,304 and $ 4,938,031, respectively. Royalties on these
sales for 1977 and 1978 were $ 202,235 and $ 320,972, respectively. After
wi t hhol di ng incone taxes, Teijin paid to petitioner for 1977 and 1978 $ 182,012
and $ 288,875, respectively.

VWen Teijin entered into the Teijin license with petitioner, Teijin's
enpl oyees coul d perform t he basi c manuf act uri ng



[*296] skills necessary to manufacture CSD units and spare parts, except
for the manufacture of gears. Teijin's enployees did not have the basic skills
necessary to test CSD s and spare parts.

Bef ore comenci ng production under the Teijin license, Teijin nade a capital
investment of $ 3 mllion to upgrade and obtain the necessary nachinery,
tooling, and gaging to manufacture and test CSD units and spare parts.

Teijin did not performany independent CSD research and devel opment under the
Teijin license. Teijin used the manufacturing processes and [**118] procedures
provi ded by petitioner under the Teijin license but did make sone changes which
did not affect the quality of the CSD's. Between 1967 and 1978, Teijin did not
suggest any engineering changes to petitioner's CSD technology, nor did it
provide petitioner with any inventions, inprovenents, or nodifications to the
CSD t echnol ogy.

Teijin made revisions to its quality control nanual to enconpass the
manuf acture of CSD' s. Petitioner provided Teijin with a copy of petitioner's
quality manual to assist Teijin in mking these revisions. Addi tionally,
petitioner provided technical assistance to Teijin in the form of training
Teijin personnel at petitioner's U S. facilities and providing ongoing
manuf acturing engi neering assi stance. Petitioner did not charge Teijin for this
technical assistance or for providing its quality nanual

For the first 2 to 3 years of production of CSD' s by Teijin, it experienced a
scrap rate of about 10 percent. Teijin reduced this rate gradually to about the
2-percent range.

Teijin purchased a nunber of finished CSD parts from petitioner for its CSD
unit production. During 1977 and 1978, Teijin's purchases amounted to about $

281,000 and $ 711, 000, [**119] respectively. CSD parts purchased from
petitioner made up approximately 20 percent of the content of Teijin's CSD
units. Teijin paid petitioner the full catalog price, or equivalent thereof,

for the CSD parts purchased frompetitioner in 1977 and 1978.

B. The Si enens License

On September 28, 1970, petitioner and Sienens, a Wst German corporation,
ent ered into a |'icense agr eenent (hereinafter



[ *297] referred to as the Sienens |icense). Under the Sienens license
petitioner gave Sienens, anmong other things, the exclusive right to manufacture
CSD's in CGernmany; the nonexclusive right to sell CSD s manufactured by Sienmens
for original installation on aircraft manufactured in certain countries; n32 and
the nonexclusive right to sell throughout the world replacenment CSD s and spare
parts for CSD s manufactured and sold by Sienens, and to sell parts to other CSD
|l i censees of petitioner.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n32 Andorra, Austria, Belgium Denmark, Finland, France, the Federal Republic
of Germany (including West Berlin), Gr eece, I cel and, I rel and, Italy,
Li echtenstein, Luxenmbourg, Monaco, The Netherlands, Norway, Portugal, San
Marino, Spain, Sweden, Switzerland, and the Vatican City. The Siemens |icense
was amended on Dec. 8, 1978, anobng other things, to delete from this |Iist

Fi nl and, Norway, Austria, Geece, Switzerland, Andorra, Iceland, Liechtenstein
Monaco, San Marino, and the Vatican City.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**120]

Si emens agreed to pay to petitioner for the Sienens license and services to
be rendered, in addition to royalties, a |unp-sum paynent of $ 75,000 for each
aircraft program (not to exceed in the aggregate $ 300,000) for which Sienens
received the contract to furnish CSD s, perform devel opnent, technical studies
or tests for CSD's, or perform repair and/or overhaul of CSD's; or if earlier
after the | apse of a specified nunber of nonths. Failure by Sienens to make the
| unp-sum paynent within the specified period converted the exclusive rights to
nonexclusive rights and limted petitioner's duty to furnish infornmation, data,
and services.

Si enmens al so agreed to pay to petitioner a royalty of 6.5 percent of the net
selling price of all CSD s, replacenent CSD s, and spare parts sold by Sienens;
charges for technical studies, tests, nockup systems, and tooling relating to
CSD s; and charges for repair and/or overhaul of the CSD s (including parts and
| abor).

The Sienens license was for a term of 15 years from receipt of the first
| unp-sum paynent. It could be extended for one or nore periods of 5 years each

C. The I Al License

On Novenber 20, 1970, petitioner gave Israel Aircraft [**121] I ndustries
Ltd. (hereinafter referred to as IAl) the following options pertaining to CSD
nodel nunber 15HDO6

(1) Upon paynent of 90 percent of $ 10,000, the exclusive and perpetual right
to use t he t echni cal i nformati on suppl i ed



[*298] by petitioner to assenble and test, use, sell, and/or transfer in
Israel for or to the Government of Israel and/or its designee the CSD units
and/or for the use in aircraft manufactured and/or nodified in Israel; and the
perpetual nonexclusive right to use, sell, and/or transfer throughout the world
all such CSD units so assenbled and tested by |Al for that aircraft and for
aircraft manufactured and/or nodified under the contract or license fromlsrae
(the assenbly license).

(2) Upon paynment of 90 percent of $ 64,000, the exclusive and perpetual right
to use the technical information and data supplied by petitioner to manufacture,

and have manufactured, use, sell, and/or transfer in Israel to the Governnment of
Israel and/or its designee parts for CSD units for use as spares and/or for use
in aircraft manufactured and/or nodified in Israel; and the perpetual

nonexclusive right to use, sell, and/or transfer throughout the world all such

spare parts [**122] for that aircraft and for aircraft manufactured and/or
nodi fi ed under contract or license fromlsrael (the spare parts |icense).

(3) Wth the exercise of both options (1) and (2) and the paynent of $ 74, 000
(for the partial CSD manufacturing license) n33 or $ 99,000 (for the conplete
CSD manufacturing license), n34 less credits for all suns paid for the exercise
of the other options, the exclusive and perpetual right to use the technical
information and data supplied by petitioner to manufacture, and have

manuf actured, assenble, test, wuse, sell, and/or transfer in Israel to the
Government of Israel and/or its designee CSD units and parts for them and/or for
use in aircraft manufactured and/or nodified in Israel; and the perpetual,
nonexcl usive right to use, sell, and/or transfer throughout the world all such

CSD units and parts so manufactured by IAl for that aircraft and for aircraft
manuf actured and/ or nodified under contract or license from | srael

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n33 1Al to nmanufacture CSD units with nmore than 25 percent content by wei ght
of parts to be procured from petitioner.

n34 | Al to manufacture CSD units with 25 percent or |ess content by weight of
parts to be procured from petitioner

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**123]
The 1Al license provides for a royalty of 6.5 percent of the net selling

price to be paid to petitioner for a period of 10 years for the rights,
servi ces, and assi st ance provi ded under



[*299] the 1Al license. Al also agreed to pay petitioner $ 1,000 to bring
the 1Al license into effect.

In addition, |IAl agreed to pay petitioner $ 175 per day for each technical
representative petitioner furnished to assist 1Al in the inplenentation and use
of the technical information and data supplied under each option. It further
agreed to pay an additional sumto be agreed upon for assistance given to Al in
arranging favorable terms wth suppliers and/or subcontractors who supply
materials and/or parts to petitioner for use for or in the CSD units or any part
for them

D. The Licensintorg License

Petitioner entered into a license agreement with a Soviet organization,
Vsesoj uznoje Exportno-lnportnoje Objedinenije (hereinafter referred to as
Li censintorg), on August 31, 1976 (hereinafter referred to as the Licensintorg
i cense). The Licensintorg license gave Licensintorg the exclusive and
perpetual right to use, wthout Ilimtation, in the U S S R the technica
documentation and information [**124] supplied by petitioner to manufacture and
have manufactured in the U S S R the CSD's, and the required replacenents and
spare parts for them and to use and sell in the US SR the CSD's, and the
requi red replacenents and spare parts for them for use in comrercial transport
aircraft manufactured in the U S . S.R; the nonexclusive and perpetual right to
use and sell in the People's Republic of Bulgaria, the Hungarian People's
Republic, the Czechoslovak Socialist Republic, the Socialist Republic of
Rumani a, the Polish People's Republic, the Socialist Federal Republic of
Yugosl avi a, and the German Denpcratic Republic CSD's nmanufactured by
Licensintorg in the U S. S.R for original installation in comrercial transport
aircraft manufactured in those countries; and the nonexclusive and perpetual
right to use and sell in any country of the world replacement CSD s and spare
parts for the CSD s sold by Licensintorg pursuant to the Licensintorg license
In lieu of a continuing royalty paynent, Licensintorg paid petitioner in a |lunp
sum $ 2,720,000 for the exclusive rights granted and the transfer of technical
docunentation and informati on and $ 480,000 for the nonexclusive rights granted,
[**125] t he t echni cal



[ *300] assistance to be provided, the inprovenents and related technical
docunentation and information to be provided, and the liabilities and services
to be provided.

The Licensintorg license was for 8 years (except for the perpetual |icenses
and provisions for inmprovenents and related technical docunmentation and
i nformati on and technical assistance which generally was for 5 years) but could
be extended by mutual consent.

XI. THE CONSI GNMENT AGREEMENT

Petitioner originally planned to have SunPac distribute SunPac parts directly
to its airline custoners. Consequently, by letter dated June 16, 1977,
petitioner announced to its comercial airline custoners that it had established
a facility in Singapore for the manufacture of spare parts and that effective
Novenber 1, 1977, it was instituting a nmethod for shipping SunPac parts directly
from Singapore while its Rockford facility would continue to handle all the
paper wor k.

The airline custonmers for the nost part reacted negatively to petitioner's

direct distribution proposal. By letter dated December 7, 1977, the Association
of European Airlines (hereinafter referred to as AEA) advised petitioner that,
because of their [**126] lack of faith in the distribution system and the | ack

of proof of any real advantage to the airlines, the AEA rejected both
petitioner's proposal to supply material directly from Singapore and its
alternative proposal for delivery of material f.o.b. Amsterdam for collection
and distribution to the European airlines.

A. SABENA

Monsi eur M chel DeSmedt (hereinafter referred to as M. DeSnedt) was genera
manager of SABENA's purchasi ng departnment between 1970 and 1978. SABENA is an
unrel ated Bel gian corporation with its principal place of business in Brussels,
Bel gi um

M. DeSmedt wanted to enter into consignnment arrangenents w th aerospace
manuf acturers so that SABENA woul d have a wi de range of aerospace spare parts to
offer to airlines. In 1974, M. De Snedt negotiated wth Boeing to



[*301] allow him to function as a distributor of Boeing spare parts in
Eur ope.

During the 1970s, petitioner had poor product support in Europe. As a
result, M. DeSmedt viewed petitioner as a prinme candidate for his distribution
concept. M. DeSnedt offered to have SABENA act as petitioner's distributor of
spare parts in Europe. Petitioner, however, on May 6, 1976, initially rejected
M. DeSmedt's [**127] offer

In March 1978, SABENA once again approached petitioner and offered to store
and distribute petitioner's parts to the European airlines. M. DeSnedt entered
into negotiations with petitioner and SunPac in June and July of 1978. He
proposed to petitioner and SunPac a contract similar to SABENA's contract with
Boei ng.

B. The Agreenent

On August 15, 1978, but as of August 1, 1978, petitioner, SunPac, and SABENA
entered into an agreenent (hereinafter referred to as the consignnment agreement)
regarding the consignnment and sale of spare parts to airlines in Europe, the
M ddl e East, and Africa. SABENA agreed to act as consignee for certain parts
for both SunPac and petitioner. The consignnent agreenent was to be in force
for 3 years, subject to a 1-year extension

The consignnment agreenent recites as follows:

At SABENA' s request, [SunPac] and [petitioner] have given consideration to
consigning an inventory of certain spare parts nost relevant to [SunPac's] and
[petitioner's] custonmers operating in Europe, the Mddle East and Africa. These
parts are applicable to all nodels of [CSD s] and other products manufactured by
[petitioner] * * *,

In consideration of the consignnent [**128] of spare parts by SunPac and
petitioner, SABENA agreed to provide storage at its facilities in Brussels,
Bel gium at no charge to SunPac or petitioner, and to performfromtine to tine,
on a job order basis, certain nodifications and rework of the spare parts as
requested by petitioner and/or SunPac. The price for each job was not to exceed
the sum of (1) a charge for Ilabor at the direct Iabor hourly rate to be
negoti ated between the parties; and (2) the invoice cost to SABENA of any direct
material s i ncor por at ed in t he r ewor k or nodi fication



[*302] (other than parts, kits, and materials supplied by SunPac and/or
petitioner and parts withdrawn from the consignnent inventory) plus a handling
charge equivalent to the rate of conmission in effect at the tinme of the work.
The price for the work, however, was not to exceed the customary charges nade by
SABENA to third parties for sinilar work.

Under the consignnment agreenent, SunPac and petitioner agreed to provide to
SABENA an initial inventory of certain parts within 60 to 90 days of the
execution of t he consi gnnent agr eenent . Addi ti ons, del eti ons, and
repl eni shnents of that inventory would be at petitioner's and/or SunPac's
discretion [**129] based on sales activities and SABENA's recomendati on. The
only requirenent inposed by SABENA was a request that all parts turn over no
nmore than three tinmes per year. No semifinished parts were included in the
SABENA consi gnnment inventory.

SunPac and/or petitioner retained title to the spare parts until SABENA
needed the part itself or received an order fromone of SunPac's or petitioner's
custonmers, at which time SABENA took ownership of the part and then used it or
resold it to the customer. Consequently, SABENA bore no inventory carrying costs
and avoided Belgian taxes and duties. SABENA undertook guardi anship of the
parts and took responsibility for insuring them SABENA agreed to purchase
SunPac parts f.o.b. Singapore and petitioner's parts f.o.b. Rockford wi th SABENA
to assunme all shipping costs including transit insurance. Only FAA PMA parts
could be sold to SABENA

Under the consignment agreenent, SunPac and petitioner agreed to pay
quarterly to SABENA a commission fee for costs incurred in connection with the
adm ni stration of the consignment inventory as follows:
Annual purchases (in U S. dollars) Fee

Under $ 1.5 million 10. 0%

1.5 mllion to 2.999 nillion
3.0 million to 3.999 mllion
4.0 million to 4.999 mllion
5.0 mllion to 5.999 mllion
6.0 mllion and over

[ **130]

PROO®
oo uo



[*303] SABENA agreed to purchase spare parts from SunPac and/or petitioner
at the prices in petitioner's spare parts price list in effect at the tine
SABENA withdrew the part from the consignment inventory. SABENA's suggested
resale prices also were the prices in petitioner's current spare parts price
list. The sale of parts by SunPac and petitioner to SABENA at the catal og price
was nmandated by the World Airlines Suppliers' Guide, which prohibits price
di scrim nation.

The consignnment agreenent requires SABENA to nmke paynent to SunPac and
petitioner within 30 days of its purchase of the part. The parties delayed the
effective date of the consignnment agreenent until January 1, 1979

In conjunction with executing the consignnment agreement for SABENA, M.
DeSmedt inspected the SunPac facilities and concluded that the SunPac facilities
were considerably better than petitioner's facilities in Rockford.

C. SABENA' S Expenses and Operations Under the Consignnent Agreement
1. Expenses

When SABENA entered into the consignnent agreenent, SABENA antici pated that
it would not engage in any marketing or pronotion activity with respect to the
sale of the CSD parts since, when an [**131] airline conpany purchases an
airplane, the CSD is supplier-furnished equipnment (equiprment over which the
airline has no choice of selection). An airline would have to nodify the entire
engi ne to change the selection of the CSD, which is a costly undertaking. Thus,
the airline is virtually "stuck with" the supplier-furnished CSD and there is no
need to pronote that part.

SABENA's | abor costs in performng under the consignnent agreenent are
m ni mal because the clerical work is computerized.

2. Operations

SunPac made the first shipnment of its parts to SABENA in October 1978 on
board a SABENA airpl ane. During 1978, SunPac shipped to SABENA SunPac parts
with a 1978 catal og val ue of $ 247,786



[*304] SABENA perfornms order processing and order admnistration functions
under the consignment agreenent. Eighty percent of SABENA's purchase orders are
received by telex. The remining 20 percent of the orders are received via open
purchase orders. SABENA's principal custonmers are overhaul and repair centers,
which typically are operated by the airlines thensel ves.

D. Petitioner's World Market after Entering into the Consignnment Agreenent

After entering into the consignnent [**132] agreenent, petitioner's world
mar ket for CSD' s was divided into three regions, with warehouses in each region,
as foll ows:

(1) Singapore -- the Far East region: Japan to Australi a.

(2) Brussels -- the European Region: Europe, Africa, the Mddle East,
i ncludi ng Paki stan and India. (Custoners in the European region, however, could
al so buy from Singapore.)

(3) Rockford -- the Americas region: North, South, and Central Anerica,
i ncludi ng Hawai i .

XI'l. OTHER SALES/ DI STRI BUTI ON AGREEMENTS

In addition to the consi gnnent agreenent, petitioner entered into other sales
or distributor agreenents relating to products nanufactured by petitioner's
avi ation divi sion.

A. NI SSHO

Petitioner and Nissho entered into a sales agreenent in Septenber 1964 which
was canceled and replaced by an agreenent entered into in Septenmber 1967
(hereinafter referred to as the 1967 agreenent). The 1967 agreenent appointed
Ni ssho as petitioner's exclusive sales representative (except for sales made by
petitioner's enployees) for the sale in Japan of CSD s and standard equi prment
provided with them aircraft hydraulic motors and punps and their accessory
equi pment, and aircraft starters, nanufactured by petitioner's [**133] aviation
division (hereinafter collectively referred to as the products) generally for
aircraft built in Japan; nilitary type aircraft owned, built, or nodified by or



[ *305] for the Governnent of Japan; and aircraft built in countries other
t han Japan which do not use the products manufactured by petitioner. Petitioner
agreed to pay Nissho a comrission on its sales of the products as follows:

(a) Five percent (5% of the conmission net selling price on the first One
MIllion Dollars ($ 1,000, 000.00) of such sales nade by [Nissho] since Septenber
22, 1964;

(b) For such sales in excess of One MIlion Dollars ($ 1,000,000.00), three
percent (3% of the conm ssion net selling price.

The 1967 agreenent was anmended on July 25, 1968, to extend the b5-percent
comrmission to all sales unless petitioner advised N ssho that the 3percent
comi ssion nust be used. The 1967 agreenent was further amended to include the
sale of aircraft actuating systems (June 28, 1972), Pesco Products (June 18,
1973), see infra, Vap-Air Products (March 8, 1976), see infra, and Task Products
(June 1, 1977), manufactured by petitioner's aviation division. The termof the
1967 agreenment was 3 years but it [**134] was to continue thereafter for
addi tional 3-year periods unless canceled by witten notice given at |east 3
mont hs before the end of the applicable 3-year period.

B. M kuni

Petitioner entered into a purchase agreenent wth the Borg-Wrner Corp.
(hereinafter referred to as Borg-Warner) dated Decenber 10, 1971, but not to be
consumat ed before June 1, 1972, providing for the acquisition by petitioner of
all the products of Borg-Warner's Pesco Products Division (hereinafter referred
to as Pesco Products). On June 1, 1972, petitioner entered into an agreenent
(hereinafter referred to as the M kuni agreement) with M kuni Shoko Co., Ltd.
(hereinafter referred to as Mkuni) to continue a marketing services agreenent
M kuni had entered into with Borg-Warner pertaining to Pesco Products. In the
M kuni agreenent, petitioner and M kuni agreed that M kuni would provide sales
representation services in Japan for Pesco Products for Japanese nmilitary and
space vehicle applications and Pesco Product applications originating in Japan
for a commi ssion of 5 percent of the invoice price, f.o.b. factory, exclusive of
al | t axes, duti es,



[ *306] i nsurance, tariffs, handling, shipping, and delivery [**135]
char ges. The initial term of the MKkuni agreement was 1 year but it was to
continue indefinitely thereafter unless either party gave a 90-day witten
notice of term nation.

C. O her Pesco Products Agreenents
1. Avio-Diepen

On Cct ober 4, 1972, petitioner entered into an agr eement with
Handel maat schappij Avi o-Diepen N. V. (hereinafter referred to as Avio-Diepen), a
conmpany organi zed under the | aws of Holl and, wherein petitioner gave Avi o-Di epen
the nonexclusive right to sell in certain listed countries in Europe, all
countries of Africa, and all countries of the Mddl e East except |Israel, certain
Pesco Products replacenent units and spare parts manufactured by petitioner in
the United States for support of original installation Pesco Products
(hereinafter referred to as the Avio-Di epen agreenent). In article 111 of the
Avi o- Di epen agreenent, petitioner agreed to give Avio-Diepen the follow ng
di scounts: (1) 20 percent of the net selling price of spare parts for Pesco
Products; and (2) 10 percent of the net selling price of replacenent Pesco
Product s. The Avi o-Di epen agreenent defines "net selling price" as "the price
quoted by [petitioner] for Spare [Pesco] Products ordered [**136] by [Avio-
Di epen] from [petitioner] free on board [petitioner's] factory, |ess any quoted
quantity discount, taxes, duties, insurance, tariffs and handling, shipping and
delivery charges, but not Iess any quote discounts pursuant to article 111
hereof." The term of the Avio-Di epen agreenment was 1 year but it was to continue
indefinitely thereafter unless either party gave a 90-day witten notice of
term nation. Petitioner termnated the Avio-Di epen agreenment effective
Sept enber 1, 1974.

2. Standard Aircraft

Sonmetime in 1972, petitioner entered into an agreenent with Standard Aircraft
Equi prent I nc. n35 (hereinafter referred



[*307] to as Standard Aircraft) wherein petitioner gave Standard Aircraft
the nonexclusive right to sell in the United States, Mexico, South Anmerica, and
Central Anerica certain Pesco Products replacenent units and spare parts
manufactured by petitioner in the United States for support of origina
installation Pesco Products (hereinafter referred to as the Standard Aircraft

agreenent). In article 11l of the Standard Aircraft agreenent, petitioner
agreed to give Standard Aircraft the follow ng discounts: (1) 20 percent of the
net selling price of spare [**137] parts for Pesco Products; and (2) 10
percent of the net selling price of replacenent Pesco Products. Net selling
price is defined in the sane manner as in the Avio-D epen agreenent. The
Standard Aircraft agreenent also was for a l-year term continuing indefinitely
thereafter wunless ternmnated by witten notice. Petitioner term nated the

Standard Aircraft agreenent effective Septenmber 1, 1974.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n35 The record contains a copy of an unexecuted contract between petitioner
and Standard Aircraft Equi pnent Inc. showi ng the year 1972, pertaining to Pesco
Products, and with ternms substantially the same as the Avio-Di epen Agreenent
Informati on submtted to the U S. Custons Service in 1976 indicates that at some
point petitioner had direct experience with Standard Aircraft (presumably the
above contract) relating to the distribution of aircraft/aircraft engine
conponents parts.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
3. Hawker De Havilland

On April 20, 1973, petitioner entered into an agreenment wth Hawker De
Havilland Australia Pty. Ltd. (hereinafter referred [**138] to as Hawker De
Havi | | and) wherein petitioner gave Hawker De Havilland the nonexclusive right to
sell in Australia, New Zeal and, Singapore, Ml aysia, |ndonesia, Thailand, Burng,
Laos, Canbodia, Vietnam and the Philippines certain Pesco Products replacenent
units and spare parts manufactured by petitioner in the United States for
support of original installation Pesco Products (hereinafter referred to as the
Hawker De Havilland agreenent). In article |1l of the Hawker De Havilland
agreement, petitioner agreed to give Hawker De Havilland the foll ow ng discount:
(1) 20 percent of the net selling price of spare parts for Pesco Products; and
(2) 10 percent of the net selling price of replacenent Pesco Products. Net
selling price is defined in the sane nmanner as in the Avio-Di epen agreenent
The Hawker De Havilland agreenment also was for a 1l-year term continuing
indefinitely thereafter unless ternmnated by witten notice.



[*308] 4. Secondo Mona

On July 3, 1974, petitioner proposed giving to Secondo Mna, located in
Italy, a conmission of 7.5 percent of the selling price of "'Pesco' type support
part orders placed directly with [petitioner], except those orders for |icensed
product [**139] parts," payable quarterly within 60 days after the end of each
applicabl e cal endar quarter. Payments from Secondo Mona were due 90 days after
date of invoice. This arrangenent was terminable at any tine upon witten
notice. Secondo Mbna accepted petitioner's proposal on July 30, 1974.

5. Pierburg

Simlarly, on Septenber 23, 1974, petitioner offered to give Pierburg
Luftfahrtgerate Union GVBH (hereinafter referred to as Pierburg), located in
West Germany, a fee of 7.5 percent of the net selling price of Pesco-type fluid
punping repair parts Pierburg ordered directly from petitioner, payable
quarterly within 60 days after the end of each applicable calendar quarter.
This arrangenent also was term nable at any tine upon witten notice. Pierburg
accepted petitioner's offer on Septenber 30, 1974.

D. M tsubishi Shoji

Petitioner acquired the products of the Vap-Air division of the Vapor Corp.
(hereinafter referred to as Vapor) on Septenber 2, 1975. On COctober 1, 1968,
M t subi shi Shoji Kaisha Ltd. (hereinafter referred to as Mtsubishi Shoji) had
entered into a distribution agreement with Vapor International, a division of
Vapor, wherein Vapor appointed Mtsubishi Shoji the [**140] excl usive sales
distributor in Japan for Vap-Air division air valves, tenperature controls,
static inverters, battery chargers (collectively Vap-Air Products) for
application in aircraft manufactured and/or repaired in Japan and replacenents
for them (hereinafter referred to as the Vap-Air Products agreement).
M t subi shi Shoji agreed to service the Vap-Air Products it or Vapor sold in
Japan. Vapor agreed to pay Mtsubishi Shoji a commission of 10 percent of the
f.o.b. i nvoi ce price (excl usive of freight,



[ *309] i nsurance, packing, duty, and sales taxes) on sales of Vap-Ar
Products except for sales of spares sold to Japan Air Lines for which the
comri ssion would be 5 percent of the net f.o.b. invoice price. The Vap- Air
Products agreenment initial termwas 2 years, but it was to continue year to year
thereafter unless term nated by either party by a witten notice of term nation

Al though the record is not clear as to this point, apparently petitioner
continued for an indeterminable tinme the contractual relationship wth
M t subi shi Shoji pertaining to Vap-Air Products. We note, however, that the
parties have stipulated that petitioner incurred comm ssion expenses under its
agreement [**141] with Mtsubishi Shoji during 1975, 1976, and 1977. W note,
further, that petitioner and Ni ssho anended the N ssho 1967 agreenent on March
8, 1976, to include the sale of Vap-Air Products, see supra.

XI'1'1. RESPONDENT'S ADJUSTMENTS

A. The Pricing |ssue
1. The International Exam ner's Report

Respondent exani ned petitioner's corporate Federal income tax returns for
1976, 1977, and 1978 (hereinafter referred to as the exam nation). Agent Ednund
Pi erson (hereinafter referred to as Agent Pi er son) was respondent's
i nternational exaniner assigned to the exam nation. In connection with his
exam nation of the interconpany pricing arrangenent between petitioner and
SunPac, Agent Pierson nade a functional analysis of CSD operations perforned by
petitioner and SunPac. Agent Pierson determ ned that petitioner's and SunPac's
duties (ranked in order of profit contribution) were as follows:

1. Omner of the CSD market (nmonopoly/sole source

supplier) petitioner
2. Inventor of the CSD petitioner
3. Oiginal equipnment nanufacturer of CSD s petitioner
4. Corporate owner and manager of business petitioner
5. Omner and supplier of technical know how petitioner
6. Supplier of key materials petitioner
7. Provider of prine service and parts to users petitioner
8. Job shop producer of certain petitioner-proprietary petitioner

CSD parts and SunPac

[ **142]



[*310] As a result of the exam nation, Agent Pierson concluded that the
pricing arrangenent between petitioner and SunPac was not at arnis |ength. In
the portion of the revenue agent's report prepared by Agent Pierson (hereinafter
referred to as the international examiner's report), Agent Pierson states the
fol | owi ng:

Highly skilled precision machine shops in the aircraft field will endeavor to
earn a gross margin of cost plus 22% to cost plus 38% The size of the profits
vary with ability, equipnment, know how, size of production runs, consignnent
practices, and tooling requirenents. On the other hand, [petitioner] pays
[ SunPac] the spare parts list price less 15% for each part, f.o.b. Singapore.
[ SunPac] thereby earned gross margins of cost plus 157% in 1977 and cost plus
280% in 1978.

Respondent, therefore, proposed decreasing petitioner's cost of sales for
1977 and 1978, and correspondingly increasing petitioner's incone, by $
3,273,000 and $ 12,438,000, respectively, to reflect the anpunt he deterni ned
petitioner should have paid SunPac for the SunPac parts petitioner purchased in
those years. The international examner's report, in part, explains the basis
for this [**143] adjustnent as follows:

[It] is crystal clear that [SunPac's] profits should be limted to the value of
its contribution as a supplier of [petitioner]-proprietary CSD parts -- and no
nmore. The remai nder should be reported as the income of [petitioner].

Since [petitioner] uses a unique pricing systemfor the purchase of CSD parts
from|[SunPac], a pricing adjustnent is being proposed. [SunPac's] equipnment and
manufacturing abilities are not qualitatively different than those of
subcontractors of precision machined parts in the aviation industry. 1t follows
that the price of [SunPac's] output should be simlar to those that would be
charged by the subcontractors dealing at arms length with [petitioner].
[Petitioner] does not give the rights to its market, ownership of its

proprietary technical information, or wunusually high narkups to unrelated
subcontractors. Therefore, [petitioner] should not be allowed to do so wth
[ SunPac] .

Since neither the conparable uncontrolled price method nor the resale price
met hod were applicable, the cost plus method was used to determine the arms
|l ength price of [SunPac's] output. * * * The econom st's report [see infra]
recommended that [petitioner's] [ **144] sales of raw materials and seni -
finished parts to [SunPac] not be included in [SunPac's] cost structure, but
t hat recomrendat i on coul d not be fol | owed.



[*311] The reason is sinple. Qur set of conparable firns reported
materials and sem -finished parts in their cost of goods sold and, for the sake
of retaining conparability, we have allowed [SunPac] to keep its nmerchandi se
purchases in its cost of goods sold. This action benefits the taxpayer inasmuch
as it inflates [SunPac's] reported costs and the profits which are a function of
those reported costs. Wth respect to the gross profits percentage, we have
al l owed [SunPac] a gross profit margin of 28% which is equal to the highest
margin found in our set of generally conparable firnms. This profit margin
translates to a markup of cost plus 38% Again, our choice of markup figure is
gener ous. The net effect of our pricing adjustment is to allow [SunPac] an
operating profit of 17%for 1977 and 21% for 1978

In sumary, we have established that the proper pricing nethod between
[petitioner] and [SunPac] is cost plus, because [SunPac] is making [petitioner]
parts, for [petitioner], to [petitioner] specifications. This would generate
[**145] a bid quote to [petitioner] of either a flat rate per unit or a cost
plus with a cap. Conpetition would not allow an excessive quote by [SunPac] if
they were an unrelated party as [petitioner] knows what it takes and costs to
produce the parts. There are many [SunPac] type shops available to [petitioner]
and nmore than fair price contracts are not let by [petitioner].

Respondent al so proposed to decrease petitioner's inconme for 1977 and 1978 by
$ 135,000 and $ 396,000, respectively, to reflect the elimnation of royalty
paynents in those years. The international exam ner's report explains this
adjustnment in part as follows:

[Petitioner] had no licensing agreenents with the parties which fabricate
[petitioner]-proprietary parts. The firms that have this parts supplier role
are subcontractors. They do not pay a royalty to [petitioner] for the use of

[petitioner's] designs, engineering draw ngs, specifications, and patents; nor
do they have the right to ship their output to anyone but [petitioner]. Thus,
[petitioner's] arms length dealings w th subcontractors do not reveal an
appropriate royalty rate for [petitioner]-[SunPac].

G ven the absence of comparable royalty rates for [**146] the use of
[petitioner's] manufacturing and marketing intangibles, it has been decided that
[ SunPac] need not conpensate [petitioner] wth royalty paynments. I nst ead,
[petitioner] will be conpensated through the interconpany pricing of [SunPac's]
out put . The decrease in [petitioner's] incone as a result of the disallowance
of [SunPac's] royalty paynents will be nore than offset by the increase in

[petitioner's] incone as a result of the reduction in the purchase prices for
[ SunPac' s] out put.

In the cost-plus price method proposed by Agent Pierson, SunPac's cost base
is not increased for any anount to reflect location savings attributable to
SunPac's manufacturing its products in Singapore rather than in the United



[*312] States. At the trial, Agent Pierson explained his reasons for not
i ncluding an el enent for location savings as follows:

I tried to get sone information on |abor savings, and | weighed it wth
excess costs. I cane to the conclusion that in this period of time, there were
no significant |abor -- there were no significant |ocation savings.

I had a high construction for the building because everything had to be
imported. | had a lot of landfill. | had enployees [**147] who were |earning
and had a lot of rework and a big l|learning curve. So | didn't have Cass A
producers right off the bat. So that was a hindrance.

I had a lot of expensive units that were well along the way in production

that were shipped over there, and they told nme those went air freight. That's
about $ 6 a pound. So | had a lot of freight, excess freight, going over and
com ng back.

So just without getting into severe details, | made a judgnent there were no
significant |abor or l|ocation savings. | would have gladly gone into it in great

depth had | been given the information.

At some point during the exam nation of the years in issue, petitioner
refused to respond to any further requests for infornmation nade by respondent's
agents. Respondent did not issue any admnistrative sumobns to obtain this
addi tional information.

2. The Economi st's Report

During the examination, Agent Pierson used the services of Robert S. Marek
(hereinafter referred to as M. Marek), one of respondent's staff econom sts.
M. Marek prepared an economic analysis of petitioner for 1977 and 1978
(hereinafter referred to as the Marek report), upon which Agent Pierson relied
in part for his conclusion [**148] that the pricing arrangenent between
petitioner and SunPac was not at arm s | ength.

According to the Marek report:

The interconpany pricing system [between petitioner and SunPac] does not
recogni ze that [SunPac] is functionally equivalent to a subcontractor. Nor does
the interconpany pricing systemrequire that [petitioner] deal with [SunPac] in
the sanme manner it [sic] deals with unrelated subcontractors. Consequently, it
is reconmended that the follow ng pricing adjustnments be nmade:

1) [SunPac] should not be required to pay royalty fees to [petitioner] for
the use of the latter's blueprints and other proprietary technical assistance;

2) [Petitioner's] sales of raw materials to [SunPac] should be treated as
consi gnnment transfers;



[*313] 3) [Petitioner's] sales of sem -finished parts to [ SunPac] should be
treated as consi gnnment transfers;

4) Depreciation for job-specific tooling should be an expense for
[petitioner], not [SunPac]; and

5) [Petitioner] should purchase [SunPac's] output at prices which allow
[SunPac] to earn a profit margin sinmilar to the margins reported by
subcontractors dealing a arms length with original equipment manufacturers
Conparable firns include [**149] four publicly-held subcontractors that
fabricate precision machined parts for jet engine manufacturers.

In the Marek report, M. Marek identified four conpanies which he concluded
were conparable to SunPac. As to these four conpanies, the Marek report states
as foll ows:

There is not much data available regarding the  profitability of
subcontractors that supply precision machined parts to original equipnment
manuf acturers in the aerospace industry. This statement applies not only to
Si ngapore subcontractors but also American subcontractors. While the Singapore
* * * [EDB] publishes a list of netal-working conpanies that accept subcontract
work, it does not gather information on the key business ratios of these firns.
In the United States, the National Tooling & Machined [sic] Association conducts
an annual survey of its 4,000-nmenber nmachine shops to develop conparative
financial information. The results of its surveys -- which include the
operating incones of nachine shops serving the aerospace and defense industries
-- can only be sent to the Association's nenbers.

To date, information has been found on four subcontractors -- A B A
I ndustries, Langley Corporation, Macrodyne |ndustries, [ **150] and WAl bar
These four subcontractors, admttedly limted in nunber, are neverthel ess good
conparables for [SunPac]. Li ke [SunPac], all four conpanies operate in the
aerospace industry. And, like [SunPac], all four conpanies fabricate precision
machi ned parts following specifications provided by original equi pnent
manuf act urers.

Net profit margins (operating incone as a percentage of sales) for these four
conpani es as reported in the Marek report are as foll ows:

Company 1977 1978

A.B. A Industries, Inc. 4. 3% 8. 1%
Langl ey Cor p. 2.0 14. 3
Macr odyne | ndustries, Inc. 16.4 13.0

Wal bar, Inc. 22. 4 24.0
Aver age 11.3 14.9
2- Year average 13. 1%

None of these four conpanies made CSD parts in 1977 or 1978. None of these
compani es had facilities in Singapore.



[*314] B. The Foreign Tax Credit Issue

Petitioner clainmed foreign tax credits under section 901 for 1977 and 1978 in
the anmpunts of $ 62,916 and $ 150,999, respectively, with respect to Singapore
i ncome taxes. These amounts were withheld by SunPac on royalties paid to
petitioner under the SunPac |icense agreenent.

As a correlative adjustrment to the royalty income allocations under [**151]
section 482, respondent disallowed the foreign tax credits attributable to the
1977 and 1978 Singapore incone taxes. Petitioner alleges, and respondent does
not dispute the fact, that petitioner has not filed clains for refund of the
1977 and 1978 Singapore incone taxes with the Singapore Conptroller of Incone
Tax based on respondent's royalty adjustnments under section 482

C. The Notice of Deficiency
1. The Transfer Pricing |Issue

Respondent issued the notice of deficiency for 1977 and 1978 (hereinafter
referred to as the statutory notice) on June 21, 1983. The statutory notice
pertaining to the section 482 adjustnment states the foll ow ng:

I nternal Operations

Adj ustnents to incone: 1977 1978
(1) Royalties - SunPac $ (135, 000) $ (396, 000)
(2) Pricing - SunPac 3,273,000 12, 438, 000

* *x * %

(1) You engaged in transactions with your subsidiary, SunPack [sic] (Singapore
CFC), relating to claimed royalties. Under Section 482 of the Internal Revenue
Code, your gross incone is reduced by the ampbunt of clainmed royalties paid by
SunPac (Singapore CRC [sic] to the Sundstrand corporation [sic] as follows.
[ sic]

1977 - $ (135, 000)
1978 - $ (396, 000)

This allocation [**152] is to clearly reflect your inconme and that of SunPac
(Si ngapore CFC).

(2) You enaged [sic] in transactions with your subsidiary, SunPac (Singapore
CFC), relating to nanufactured parts which were not at arms-length terns.
Under Section 482 of the Internal Revenue Code, additional income is allocated
to you as follows:



[*315] 1977 - $ 3,273,000
1978 - $ 12, 438, 000

This allocation is necessary to clearly reflect your inconme and that of SunPac
( Si ngapore CFC).

2. The Foreign Tax Credit |ssue

The statutory notice pertaining to the foreign tax credit states as foll ows:

Due to the decrease in income explained in Sundstrand Corporation and
Subsi diaries, International Operations, Adjustnent (1), your Foreign Tax Credit
is reduced as foll ows:

1977 - $ 62,916
1978 - $ 150, 999

Accordingly, your 1977 and 1978 tax is increased by the above anobunts.
XI'V. THE PLEADI NGS

Petitioner tinely filed a petition with this Court on Septenber 13, 1983. On
Oct ober 20, 1983, respondent tinely filed his answer to the petition

On October 29, 1986, this Court granted respondent's notion for |eave to
amend answer to assert as an affirmative issue the inposition of interest on a
subst anti al [**153] under paynent attributable to a tax-npotivated transaction
pursuant to section 6621(c).

XV. PETITI ONER S EXPERT TESTI MONY

Petitioner presented expert testinony on three distinct issues: (1)
Accounting; (2) location savings; and (3) economni cs.

A. Petitioner's Accounting Expert Evidence

Robert G Kutsenda (hereinafter referred to as M. Kutsenda) is a certified
public accountant and a partner with Arthur Andersen & Co. (hereinafter referred
to as Arthur Andersen). M. Kutsenda qualifies as an expert wtness for
pur poses of rendering expert opinions regarding accounting issues.

M. Kutsenda presented testinony regarding a report prepared under his
supervision and direction (hereinafter referred to as the Kutsenda report) by
pr of essi onal enpl oyees



[ *316] of Arthur Andersen. The Kutsenda report sets forth Arthur
Andersen's procedures and findings on six different projects petitioner's
counsel asked Arthur Andersen to performin preparation for the trial of this
case. Specifically, Arthur Adersen was asked to review appropriate books and
records of petitioner and/or SunPac and fromthese:

(1) Quantify the scrap and rework costs incurred by petitioner with respect
to parts purchased [**154] from SunPac during 1977 and 1978;

(2) quantify the costs incurred by petitioner to finish 30 unfinished parts
petitioner purchased from SunPac in 1977 and 1978;

(3) quantify the anmpbunt, if any, by which the invoice prices petitioner
charged custonmers for comercial spare parts in 1977 and 1978 differed fromthe
prices for those parts listed in petitioner's 1977 and 1978 spare parts price
lists;

(4) quantify the aging of SunPac's raw materials and finished parts inventory
as of Novenber 30, 1977, and 1978;

(5) quantify the rate at which SunPac parts turned over in petitioner's
inventory in 1977 and 1978; and

(6) verify that SunPac recorded inventory purchased in 1977 and 1978 from
petitioner at the ampbunt shown on the related invoice frompetitioner to SunPac.

1. Scrap and Rework Costs

Using reject tags for rejected SunPac parts, petitioner's In Process Oder
Reports (1 POR) n36 corresponding to each reject tag, petitioner's cost history
records n37 for 1977 and 1978, and petitioner's spare parts price lists for
1976, 1977, and 1978, Arthur Andersen prepared a data base of cost data for
SunPac parts that petitioner purchased in 1977 and/or 1978 but had to rework or
scrap. From [**155] this Arthur Andersen concluded that petitioner's rework
and scrap costs for 1977 and 1978 wer e as fol |l ows:



[*317]

1977 1978 Tot al
Rewor k $ 106, 606 $ 56, 987 $ 163,593
Scrap 240, 767 83, 494 324, 261
Tot al 347,373 140, 481 487, 854

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n36 An In Process Order Report accunul ates costs incurred on each work order.

n37 The cost history is a sunmary of the unit costs shown on the IPOR s

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
2. Finished Process Costs on Senifinished Parts

Utilizing SunPac's Raw Materials and Finished Parts Records (RAWPERS) and
shi pmrent summaries for 1977 and 1978, Arthur Andersen prepared a list of the
parts SunPac sold to petitioner in a senm finished state for those years. Arthur
Andersen then conputed the total costs incurred by petitioner in 1977 and 1978
to finish these parts wusing bills of materials and work folders (where

avail able) and relevant 1977 and 1978 production and cost data (i.e., |[|abor
rates, efficiency rates, scrap percentages, inspection and unplanned production
rates, average |ot sizes, [**156] and overhead rates) for each part. Arthur

Andersen concluded that petitioner's costs to finish the unfinished parts for
1977 and 1978 were $ 29,600 and $ 113,604, respectively.

3. Spare Parts Sales History

Using a list of comrercial spare part sales of SunPac parts and "dual-
sourced"” itens petitioner sold to third parties in 1977 and 1978, petitioner's
spare parts price lists effective Decenber 1, 1976, 1977, and 1978, or, if
appropriate, supplenental price lists, and sales invoices, Arthur Andersen
concluded that petitioner sold comercial CSD parts at 100 percent of the
catalog price except for a de minims volune of sales aggregating $ 15,547. n38

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n38 This anount is the net result of sales for 1977 and 1978 in which for 65
sales (totaling $ 140,784) the invoice price per a list provided by petitioner
(the list price) was close to, but not exactly the sane as, the price in that
year's spare parts price list (the catalog price) or another year's catalog
price (net variance -- catalog v. |list price -- $ 170.87); for 17 sales
(totaling $ 2,978.45) the invoice price, but not the list price, agreed with the
catalog price (net variance $ 0); for 64 sales (totaling $ 60,407.85) the
invoice price did not agree with the catalog price (net variance ($ 14,585.32));

and for six sales (totaling $ 1,984.13 -- using an assuned invoice price) no
i nvoi ce nunber was provided on the |ist and hence no invoice could be reviewed
(net variance -- list price v. catalog price -- ($ 1,132.68)).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**157]
4. Agi ng of SunPac's |nventory

Aut hur Andersen used SunPac's sumuary agi ng anal yses as of Novenber 30, 1977,
and 1978, SunPac' s audi t ed



[*318] financial statenents as of Novenber 30, 1977, and 1978, SunPac's
general |edger inventory accounts as of Novenmber 30, 1977, and 1978, and
SunPac's RAWPERS to quantify the aging of SunPac's inventory as of Novenber 30,
1977, and 1978. Arthur Andersen concluded that as of those dates, the ages of
SunPac's raw materials and finished parts inventories, were as foll ows:

Nurmber of nonths of inventory on hand

Raw Under 3 3-6 6-12 12-24 Over 24 Total
materials
1977 34. 8% 34. 4% 13. 1% 15. 6% 2.1% 100%
1978 33.0 26.1 9.6 23. 4 7.9 100
Fi ni shed
parts
1977 90. 0% 4. 0% 4. 7% 1.3% 100%
1978 71.2 14.7 11.1 2.1 .9 100

5. Inventory Turnover

Art hur Andersen used petitioner's schedul es of SunPac work-in-process -- raw
materials and finished parts inventory at each nonth end in 1977 and 1978 and
its cost of inventory purchased from SunPac which petitioner sold in 1977 and
1978 (i.e., cost of goods sold) to determine the turnover n39 in 1977 and 1978
of SunPac inventory located at petitioner's [**158] Rockford facility. n40
Art hur Andersen concluded that SunPac parts inventory turnover for 1977 and 1978
was 2.2 and 4.3, respectively.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n39 The cost of goods sold divided by the average balance of inventories
mai ntai ned throughout the year. The inventory turnover "indicates the nunber of
times that inventories '"turn over' and are replaced each year." WB. Migs, CE
Johnson, and R F. Meigs, Accounting: The Basis for Business Decisions 795 (4th
ed. 1977).

n40 The record does not show whether Arthur Andersen took into account any
SunPac inventory for 1978 being stored on consignnment at SABENA's Brussels
facility.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
6. Recording of Inventory Purchases

By conputer Arthur Andersen conpared quantities of raw material purchases
shown on SunPac's RAWERS to the quantities shown on invoices issued by
petitioner to SunPac in 1977 and 1978 for raw material purchases. Art hur
Andersen noted discrepancies in the records from (1) items reflected on the
i nvoices listing but not on the RAWPERS (22 itens) and (2) items on the [**159]
RAWPERS but not on t he



[*319] invoices listing (605 itens). n4l Arthur Andersen then conpared the
data on 20 invoices (out of 23 total invoices) to SunPac's general |edger and
found the entries agreed with the invoices except for one purchase of $ 8,500
which could not be found in the general |edger. Based on these procedures,
Arthur Andersen concluded that SunPac purchased raw materials used in its
manuf acturing processes in 1977 and 1978 from petitioner and recorded the
appropriate purchase price shown on the invoice from petitioner in its genera
| edger.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n4l Conposed as foll ows:
(a) quantity received did not equal the quantity invoiced (22 itens);

(b) excess production returned to raw materials and purchases from third-
party vendors (495 itens);

(c) quantity received but not invoiced until the following year (86 itens)
and

(d) other (two itemns).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

B. Petitioner's Location Savings Expert Testinony

Petitioner asked Arthur Andersen to perform a |ocation savings n42 analysis
conparing the actual cost of SunPac [**160] building and operating a plant that
was produci ng CSD parts in Singapore conpared to a hypot hetical conparable plant
|l ocated in the Denver, Colorado, metropolitan area (hereinafter referred to as
the hypothetical Denver plant). n43 Gary Holdren, a certified public accountant
and partner with Arthur Andersen, testified regarding the report, prepared under
his direction and supervision, which quantified the |location savings
attributable to SunPac (hereinafter referred to as the Holdren report). The
Hol dren report relies to sone extent on the opinions of four experts: Dr. F.T.
Haner, M. Arnold Ray (hereinafter referred to as M. Ray), M. Robert Schaller
and Dr. Sanford J. Grossnman, see infra.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n42 "Location savings" as used in the Holdren report is defined as "the cost
differential due to the manufacture of the parts in Singapore rather than in the

United States at a simlar, but hypothetical, manufacturing site in Denver,
Col orado. "
n43 Respondent concedes that, if there are any |ocation savings attributable

to SunPac, SunPac should enjoy a larger margin of profit due to |ower costs.

Respondent contends, however, that any |location savings should not result in
hi gher costs to petitioner; rather, the location savings would be passed in part
to petitioner in order for SunPac to be conpetitive with other vendors and to
meet petitioner's internal costing structure.

- - - - - - - - - - - - - - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[**161]



[*320] 1. Methodol ogy

The basic nmethodol ogy of the l|ocation savings analysis Arthur Andersen used
was to: (1) Choose a relevant cost comnparison base to use as a benchmark agai nst
which to conpare SunPac's costs; (2) identify all costs which mght be expected
to have differed materially between SunPac and the relevant cost conparison
base; (3) quantify the actual costs SunPac experienced and the estimated costs
whi ch woul d have been experienced by the relevant cost comparison base; and (4)
aggregate the identified cost differences between SunPac and the relevant cost
conpari son base to arrive at the |ocation savings anount.

A basic assunption underlying petitioner's |ocation savings analysis is that

in the mid-1970s petitioner was operating at full capacity at its other
facilities and, thus, petitioner would have built a new plant site if the
Si ngapore facility had not been built. Next, the assunption was nade that the

alternate plant would have been built within 50 niles of petitioner's Denver,
Col orado, facility since in the md-1970s the vast majority of petitioner's high
technol ogy was | ocated at its existing Denver, Colorado, plant. Thus, the Denver
metropolitan area [**162] was selected as the site for the hypothetical Denver
pl ant. The hypothetical Denver plant becane the relevant cost conparison base.

Next, Arthur Andersen, wth petitioner's nmanagenent, exanined petitioner's
and SunPac's expense itens to discern those itens which could be expected to
differ materially. As a result of this review, Arthur Andersen identified nine
itens reflecting potentially material |ocation savings or dissavings: (1) Labor,
(2) freight, (3) duty, (4) wutilities, (5) State incone taxes, (6) property
taxes, (7) cost of capital, (8) training, and (9) technical assistance.

In the location savings analysis, Arthur Andersen assunmes that petitioner
woul d have incurred capital and startup cost to nmanufacture donestically the
SunPac parts. Petitioner's |location savings analysis does not take into account
petitioner's historical cost experience at its existing, mature Denver CSD
facility. Rat her, Arthur Anderson conpared SunPac's actual cost incurred with
respect to each of the nine cost items to the cost that it estinmated the
hypot heti cal Denver plant would have incurred.



[*321] Arthur Andersen calculated the net l|ocation savings of building and
operating SunPac instead [**163] of the hypothetical Denver plant as follows:
Savi ngs or (dissavings)

Item 1977 1978 Tot al
Labor $ 3,797,413 $ 4,499,020 $ 8, 296, 433
Duty (237, 758) (880, 585) (1,118, 343)
Frei ght (150, 577) (248, 006) (398, 583)
Uilities (57,017) (40, 884) (97, 901)
State incone taxes (12, 000) (49, 000) (61, 000)
Property taxes 117, 235 102, 301 219, 536
Cost of capital 580, 431 709, 439 1, 289, 870
Trai ni ng 97,910 (16, 115) 81, 795
Techni cal assistance (832, 964) (866, 167) (1,699, 131)
Total savings or (dissavings) 3,302,673 3,210, 003 6,512, 676

2. Savings

a. Labor.

CSD parts manufacture is extrenmely capital intensive. The | ocation savings
anal ysis assunmes that the hypothetical Denver plant would utilize nearly
i dentical processes, equipnment, and tooling as petitioner's donmestic CSD
facilities; both SunPac and the hypothetical Denver plant would utilize the sane
departnental structure and nearly identical processes, equipnent, and tooling at
the same level of productivity; and thus, SunPac's workforce and the
hypot heti cal plant workforce would have been virtually identical in size. The
|l ocation analysis assunes further that the hypothetical Denver [**164] pl ant
woul d achieve virtually the sane output as that produced by SunPac.

Art hur Andersen cal cul ated that the | abor savings to petitioner of operating
the plant in Singapore instead of the United States was $ 8,296,433, conputed in
five steps. First, Arthur Andersen calculated an average |abor rate for SunPac
enpl oyees by direct, indirect, and office labor for 1977 and 1978 using actua
| abor costs at SunPac for those years. Second, it calculated a U S hourly
|l abor rate utilizing payroll records at petitioner's existing Denver CSD plant
for t hese same years. n44 Thi rd, Art hur Ander sen conput ed a



[*322] ratio of U S. labor rates to Singapore |abor rates. Fourth, it
mul tiplied SunPac's actual |abor costs by that ratio to arrive at the derived
U.S. l|abor costs. Finally, Arthur Andersen calculated the |abor savings by
subtracting SunPac's actual |abor costs fromthe derived U S. | abor costs.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n44 Arthur Andersen assumed that the actual hourly rates of petitioner's
existing Denver plant for the relevant tinme period were the best estinmate of
hourly Ilabor rates of a hypothetical plant in the sane general geographic
| ocation. Arthur Andersen cal culated the existing Denver plant's actual average
wage rates and fringe benefit costs from nonthly |abor distribution and payrol
records. Labor costs attributable to managenment positions conparable to
SunPac's expatriate managers were excluded from the average wage rate
cal cul ati on because SunPac's expatriate nmanagers were paid from U S. payroll
and, thus, were excluded by Arthur Andersen fromthe SunPac | abor costs.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**165]

A key assunption to Arthur Andersen's calculation of the |abor savings is
that the productivity of the hypothetical Denver plant workforce would have been
at least equal to the productivity of the SunPac workforce. Arthur Andersen
concluded that its equal productivity assunption was reasonable in Iight of the
follow ng: (1) SunPac workers at the same entry level skills progressed at the
same rate as enployees at petitioner's donestic facilities and enployees at
Lucas; (2) the in-house training program at SunPac was similar to petitioner's;
and (3) petitioner's experience with the startup of additional CSD facilities
built in the United States and the productivity of their workforce was
conparable to SunPac's experience. Nonet hel ess, petitioner engaged Dr. F.T.
Haner (hereinafter referred to as Dr. Haner) to review and assess independently
this equal productivity assunption

Dr. Haner holds a Ph.D in econonetrics fromthe University of Pittsburgh. He
is the founder (in 1967) and chief executive officer of Business Environnent
Ri sk Information S. A (hereinafter referred to as BERI). BERI provides three
types of gl obal consulting services to major nultinational corporations |ocated
[**166] throughout the world as follows: (1) In-depth anal yses and forecasts on
58 countries to over 600 clients through three subscription services; n45 (2)
annual seminars for its clients on a wide range of topics; and (3) client-
specific consul ting services relating to a wi de range of



[ *323] i ssues, including assessnent of plans for |ocation or expansion of
manufacturing activities in specific |locales throughout the world.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n45 These subscription services include Business Risk Service, which provides
clients with an analysis and a 5-year forecast of the total business environment
in 48 countries, including Singapore; Country Risk Forecast for Internationa
Lenders, which forecasts the capacity and willingness of 50 countries, including
Si ngapore, to service their international financial obligations; and Forecasts
of Country Environments for Strategic Planning (FORCE), which provides in-depth

anal yses and forecasts for 24 countries, including Singapore. (Each FORCE
report focuses on a single country and analyzes and forecasts sociopolitical,
econonmi c, nonet ary, and financial and operating conditions, i ncl udi ng

productivity issues.)

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**167]

Dr. Haner, qualified as an expert in productivity, presented testinony
regarding the relative productivity of Singapore and the United States and,
specifically, regarding the relative productivity in 1977 and 1978 of a new work
force in Singapore and a new work force in a sinilar, new hypothetical plant in
metropolitan Denver. Dr. Haner's assignment was to judge whether or not, as was
assunmed in the Holdren report, productivity levels in Singapore were equal to or
better than the productivity levels of the Denver netropolitan area. He
concluded that on a general basis, "productivity |levels are just sonewhat better
in Singapore than they would have been in the Denver netropolitan area."

Dr. Haner specifically concluded that the Singapore Econonm ¢ Devel oprment
Board's assistance in providing to SunPac top vocational school graduates
resulted in a substantial inprovenment on SunPac's productivity over the
nmetropolitan Denver area. Dr . Haner concluded further that SunPac's
productivity woul d have equal ed or exceeded the productivity of a conparable new
manufacturing facility located in netropolitan Denver

b. Property taxes.

Arthur Andersen estimated a savings to SunPac in property [**168] taxes of $
219,536 resulting from locating the plant in Singapore. Art hur Andersen used
SunPac's actual property taxes as obtained from SunPac's departnental expense
summaries. To estimate the hypothetical Denver plant's property tax rates, the
Adanms County, Colorado, tax assessor provided the assuned assessnent rate and
mll levies for that county (wherein it was assuned the hypothetical Denver
pl ant would be located) for 1977 and 1978. Arthur Andersen then nultiplied the
hypot heti cal Denver plant costs (leasehold costs, land inprovenents, building
and building inmprovenents as calculated by M. Ray and M. Schaller, see infra)
by the estinmated property tax rates.

The property t ax savi ngs wer e cal cul at ed as foll ows:
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1977 1978 Tot al
SunPac $ 13,213 $ 28,025 $ 41,238
Denver 130, 448 130, 326 260, 774
Savi ngs 117, 235 102, 301 219, 536

c. Training costs.

Art hur Andersen estinmated that petitioner saved $ 81,795 of training costs by
locating the CSD facility in Singapore. Arthur Andersen concluded that the
training grants SunPac received from the Governnent of Singapore for 1977 and
1978 nmore than offset the incremental costs SunPac incurred [**169] to train
the SunPac work force in the United States. Arthur Andersen did not consider
payroll-rated costs for trainees and instructors in Singapore in its location
savings anal ysis because it assumed that sinilar payroll costs would have been
incurred for the hypothetical Denver plant |abor force.

d. Cost of capital

The cost of capital conputation represents the estimted opportunity cost n46
petitioner saved by its decreased capital investnent in the SunPac facility
conpared to the investment which would have been required for the hypothetical
Denver plant.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
nd6é "Opportunity cost" is the econonmist's term for the "amount that the
deci si onmaker foregoes by choosing to do A rather than B. It is the potential

return avail abl e but not taken advantage of which would have been earned if the
deci si onmaker had chosen to do B instead."”

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The incremental investnent required to construct the hypothetical Denver
pl ant was cal cul ated by subtracting SunPac's historical |and and buil di ngs costs
from the hypothetical Denver plant's [**170] land and construction costs.

Arthur Andersen conputed SunPac's historical |land and construction costs from
SunPac's general | edger

M. Ray, qualified as an appraiser of comrercial real estate in the Denver
metropolitan area, testified regarding the probable purchase price of a 29-acre
industrial site |ocated within netropolitan Denver in 1975 upon which a plant
simlar to SunPac's could be built. M. Ray received an undergraduate degree in
soci ol ogy from Augustana College, Sioux Falls, South Dakota, in 1969. Si nce
then he has taken and taught various <courses in real estate at the



[ *325] graduate level at Loyola University in Chicago and Denver
Uni versity. M. Ray has been enployed since 1969 in conmercial real estate,
directing several real estate consulting groups, in Chicago, Illinois, Oregon,
and Col orado. He has worked in the Denver area since 1978.

At the time of trial, M. Ray was the director of the Ross Consulting G oup,
the real estate research and counseling arm of the Frederick Ross Co., the
| argest commercial real estate brokerage and managenent firm in netropolitan
Denver and the Rocky Muntain region and a founding menber of the National
Office Network, Inc., [**171] an affiliation of comercial real estate
brokerage firms in nmjor markets throughout the United States. M. Ray has
compl eted several hundred real estate market and financial analyses as a
prof essional real estate consultant.

Based on his discussions with M. Schaller, M. Ray determned that the
hypot hetical Denver plant would require 29 acres of land in a suitable
industrial park in the nmetropolitan Denver area. M. Ray then (1) reviewed the
docunment ation and records of the Frederick Ross Co. for 1974 and 1975 concerni ng
i ndustrial parks and industrial land transactions; (2) personally interviewed a
nunber of individuals involved either in industrial |and brokerage or industrial
| and devel opment during 1974 and 1975 in netropolitan Denver; and (3) had
conmpleted a conmputer search of all recorded industrial real estate sales in
1973, 1974, and 1975, for netropolitan Denver with a size range of 15 to 40
acres of industrially zoned | and.

Based on this research, M. Ray located certain land transactions which he
determined to be conparable to the hypothetical I|and acquisition for the
hypot heti cal Denver plant. Land cost for these conparable sales ranged in price
from$ 0.55 to $ 0.85 [**172] per square foot. M. Ray opined that a site the
size, quality, and character of the hypothetical Denver plant would require, at
a mninmum a price of $ 0.75 per square foot in 1974 to 1975, which would result
in a mninmmcash price of $ 950,000 for a 29 acre parcel.

M. Schaller, a nechanical engineer and qualified as an expert in plant
construction costs, testified regarding the cost in 1986 to construct a plant in
metropolitan Denver that would be the same as, or very close to, the SunPac



[ *326] desi gn. In the course of his career, M. Schaller personally
supervi sed the design or construction of 24 manufacturing facilities located in
Arizona, California, Colorado, Illinois, Nebraska, New Jersey, New York, Burma,
Cuba, Greece, India, Singapore, and Thail and. At the time of the trial, M.
Schaller was director of ~consulting services for petitioner's advanced
technol ogy group. M. Schaller designed SunPac's facility and the 1978
expansi on. He al so designed and built SunPac's 1979 expansion

M. Schaller's evaluation of the 1986 cost to build the hypothetical Denver
pl ant was organized into three phases: first, a facility of about 60,000 square
feet; second, an addition onto [**173] that facility of about 20,000 to 26,000

nore square feet; and third, sonething over 100,000 square feet. In order to
estimate the cost of the hypothetical Denver plant, M. Schaller designed and
built the plant on paper. To design and build the plant on paper, he created

more than 50 different scale drawings of different facets of the proposed
facility. Once he determ ned the requirenments, the majority of the material and
construction cost quotes were taken from industry standard construction cost
estimtes for the Denver netropolitan area published by the Robert Snow Means
Co., Inc. (Means). In addition, where cost data was not available for specific
items from Means or his personal experience suggested that the Means cost data
for a particular item was suspect, M. Schaller solicited bids from unrel ated
vendors and contractors.

M. Schaller opined that it would cost approximately $ 24,265,429 to
construct in 1986 in the Denver nmetropolitan area a facility as nearly identica
to the SunPac facility as would be conmercially reasonable, conputed as foll ows:
Phase | A Phase 11 A Phase 11B Tot a
$ 11,687,031 $ 5,980,749 $ 6,597,649 $ 24, 265, 429

Arthur Andersen allocated [**174] M. Schaller's 1986 cost to build the
hypot hetical Denver plant back to the actual years of SunPac's construction
based on the timng of the actual SunPac construction costs. Then, Arthur
Andersen deflated the 1986 construction costs to restate the 1986 cost estimte
to the equivalent historical costs in the years of the hypothetical investnent.
To determ ne t he i ncrenent al



[ *327] i nvestnent of the hypothetical Denver plant for 1977 and 1978,
Arthur Andersen subtracted the cumul ative actual SunPac investnent for 1977 and
1978 from the hypothetical Denver plant's estimated cunulative costs for 1977
and 1978. To determine the cost to finance n47 the increnental investment of
the hypothetical Denver plant during 1977 and 1978, Arthur Andersen nultiplied
the increnmental investnment by petitioner's percentage cost of capital n48 for
1977 and 1978, as supplied by Dr. Sanford J. Grossman (hereinafter referred to
as Dr. Grossman).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n47 Dr. Sanford J. Grossman (hereinafter referred to as Dr. Grossman) defined
the annual cost of financing a capital investnent as "the required annual return
demanded by the firms claimants (i.e., its shareholders and debt holders)."
[**175]

n48 Dr. Gossnman defined the annual cost of capital as "the before tax
earnings level which the firmnust earn in order to provide its claimants with
their required rate of return. The claimants' required rate of return is based
upon both the current market return on a risk-free investnent and a premumto
conpensate for the risk of the particular firm"

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Dr. Grossnman, an econoni st and the John L. Weinberg Professor of Econonics at
Princeton University, testified regarding what petitioner's cost of capita
woul d have been to finance the increnental investnent necessary to build the
hypot heti cal Denver plant rather than building the Singapore plant.

Dr. Grossman received a Ph.D. in economcs from the University of Chicago
He has taught financial economcs at Stanford University, the Warton School of
the University of Pennsylvania, the University of Chicago, and Princeton
University. Dr. Grossman is a fellow of the Econonetric Society, the author of
over 40 professional articles in econonmics, and the recipient of a Guggenheim
Fel l owshi p, a Sloan Foundation Fellowship, the Irving Fisher Gaduate [**176]
Monogr aph Award, and the John Bates Cl ark Medal

In formulating his opinion, Dr. Gossman relied on (1) the schedul e of actual
costs incurred in building the SunPac facility in Singapore as prepared by
Arthur Andersen and shown on SunPac's books and records; (2) the schedul e of
estimated costs that would have been incurred had petitioner built a simlar
manufacturing facility in the Denver netropolitan area during the sane tine
frame as estimted by M. Schaller for 1986 and then allocated by Arthur
Andersen to the years 1975 through 1985 according to the actual |evel of
construction expenditures incurred by SunPac in each of those years; and (3) the
schedul e of



[ *328] increnental capital investnent which would have been required to

build the SunPac facility in Denver. Arthur Andersen calculated that, had
petitioner built the hypothetical Denver plant instead of the SunPac facility,
petitioner would have had to finance an additional increnental capita
i nvestnment as foll ows:
Cunul ati ve

Cumul ati ve SunPac hypot heti cal I ncrement a
Year i nvest ment Denver invest nent i nvest ment
1977 $ 2,870, 299 $ 5,624,902 $ 2,754,603
1978 2,887,373 5,697, 234 2,809, 861

[**177]

According to Dr. Grossman, a firms cost of capital is equal to the weighted
average cost of both its equity and debt which together formthe firm s capital
structure. The weighing used is the relative percentages of equity and debt
chosen by the firm to finance its business. Dr. Gossman cal cul ated
petitioner's cost of capital for 1977 and 1978 using the weighted average cost
of capital method (WACC). (According to Dr. Grossman, the WACC nethod is the
standard method used by the finance profession to deternine costs of capital.)

Dr. Grossman opined that petitioner's cost of capital for 1977 and 1978 was
21.0713 percent and 25.2482 percent, respectively.

Based on an increnental capital investnent that would have been needed to
finance the hypothetical Denver plant of $ 2,754,603 and $ 2,809,861 for 1977
and 1978, respectively, Dr. Gossman concluded that petitioner's additiona
financing costs would have been $ 580,431 for 1977 and $ 709,439 for 1978, for
total financing costs for those years of $ 1,289, 870.

3. Di ssavings
a. Duty and freight.

Duty and freight expenses are dissavings of petitioner operating in
Si ngapore. The parties have stipulated that SunPac incurred [**178] duty and
freight costs (including insurance and broker costs) due to the operation of its
CsD facility in Si ngapore as fol | ows:
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1977 1978 Tot al
Duti es $ 237,758 $ 880,585 $ 1,118, 343
Frei ght, insurance, 39, 372 110, 762 150, 134

and broker cost

Art hur Andersen cal cul ated the dissavings fromfreight n49 as foll ows:

1977 1978 Tot a
Freight to Rockford $ 39,372 $ 110,762 $ 150,134
Frei ght to SunPac n50 111, 205 137, 244 248, 449
Total freight n51 150, 577 248, 006 398, 583
- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n49 Freight includes insurance and ot her shipping costs.

n50 Arthur Andersen accunul ated the freight to SunPac from SunPac's general
| edger.

n51 Respondent does not concede the accuracy of these anobunts. Rat her,
respondent argues that freight as conpiled by Arthur Andersen does not take into
consideration the cost of shipping machinery, equipnent, tools, gages, and
perishable tools to SunPac during 1977 and 1978 and the record does not contain
any evidence as to the amount of the freight incurred by petitioner to ship
these itens. Therefore, respondent contends, the Court should reject the
freight propounded by petitioner or, in the alternative, find that freight
di ssavi ngs exceeded $ 398, 583.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**179]

b. Uilities.

Arthur Andersen calculated utilities dissavings to SunPac of $ 97,901
Actual SunPac utility costs were accurul ated from SunPac's departnental expense
sumari es. The utility costs for the hypothetical Denver plant were estimted
based upon anticipated |oad, processing, and heating and cooling requirenments.
Wat er consunption for the hypothetical Denver plant was assunmed to be equal to
SunPac's consunption; natural gas consunption was based on SunPac's actua
l'iquid propane gas consunption, converted to its equivalent in natural gas, and
adjusted for the Denver clinmate; electricity consunption was based on actual
SunPac consunption, adjusted for the Denver clinmate. Thus, Arthur Andersen
calculated the utilities dissavings as follows: n52
Water, gas, and electricity

1977 1978 Tot a
SunPac $ 214,849 $ 233,480 $ 448, 329
Denver 157, 832 192, 596 350, 428
Di ssavi ngs n52 57,017 40, 884 97, 901
- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n52 Respondent does not concede the accuracy of the utilities dissavings
cal cul ated by Arthur Andersen. Respondent argues that Arthur Andersen did not
take into consideration the extra utilities cost incurred by petitioner in
i nspecting SunPac parts during 1977 and 1978 and that there is insufficient



evidence in the record to arrive at a conclusion as to these added costs
incurred by petitioner. Respondent asks that the Court reject the ampunts
propounded by petitioner or, in the alternative, find that utilities dissavings
exceeded $ 97, 901.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **180]



[*330] c. State incone taxes.

Arthur Andersen estinated State incone tax dissavings of $ 61,000 based on
the State incone taxes it calculated the hypothetical Denver plant would have
owed for each year as derived from other elenents of the |location savings
anal ysis and conpared to SunPac's actual tax liabilities.

1977 1978 Total difference
SunPac $ 90,000 $ 503,000
Denver 78, 000 454, 000
Di fference 12, 000 49, 000 $ 61, 000

d. Technical assistance costs.

Techni cal assistance costs of $ 1,699,131, as calculated by Arthur Andersen,
were dissavings to SunPac. These costs included additional out-of-pocket
expenses incurred by having U S expatriates overseas, such as travel costs,
communi cati on costs, and additional renuneration to cover overseas |iving costs.
Art hur Andersen accunul ated these costs from petitioner's technical assistance
cost records.

C. Petitioner's Economic Expert Testinony
1. In General

Petitioner retained Dr. WIliam J. Baunobl (hereinafter referred to as Dr.
Baunol) to give his professional opinion regarding the arm s-length nature of
the reported prices in transactions between petitioner and SunPac in 1977 and
1978. Dr. Baunol [**181] holds a Ph.D. degree in economcs fromthe University

of London. Thr oughout his professional career, Dr. Baumpl has been awarded
numer ous honors and teaching fellowships and has been involved in professional
econoni cs associ ati ons. He is the author of 19 books and several hundred

professional articles in economcs, a past president of the Anerican Econonic
Associ ation, and a nmenber of the National Acadeny of Sciences, and has honorary
degrees from six universities. At the time of trial, Dr. Baumol was the Joseph
Dougl as Green, 1895, Professor of Economics at Princeton University and
Prof essor of Economi cs at New York University.

In his report, Dr. Baunmpbl specifically addressed two issues: (1) The arm s-
I ength price to be pai d SunPac by



[*331] petitioner for SunPac parts; and (2) the arms-length royalty to be
paid petitioner by SunPac for SunPac's use of proprietary industrial property
and trademarks belonging to petitioner.

In fornmulating his opinion, Dr. Baunmpl reviewed a variety of materials
relating to petitioner and SunPac including, but not linmted to, the SunPac
license agreenment and its amendnments; the distributor agreenent; the consignnment
agreement; the SABENA operating [**182] agreenment; the Holdren report; the
Kut senda report; Security and Exchange Commi ssion (SEC) Forms 10-K filed by
petitioner for 1977 and 1978; SunPac financial information for 1977 and 1978;
Forms 2952 Information Returns with respect to Controlled Foreign Corporations

pertaining to SunPac filed by petitioner for 1977 and 1978; |icenses and other
agreenents between petitioner and Lucas, including the 1953 general |icense as
anended, the 1970 general |icense, the 1970 MRCA license, the 1970 Concorde
license, and the 1970 TU-144 license; the Teijin license and its anmendnents; the
Sienens license; the 1Al license; the Licensintorg license; the Marek report;

and the international exami ner's report.

Dr. Baunol concluded that "Both the parts that SunPac manufactured, and the
rights that SunPac enjoyed, were, during [1977 and 1978], exchanged at arms
Il ength for considerations that are known and are readily adjusted for whatever
m nor differences in the particular terns that were applicable in each case."
Specifically, Dr. Baunobl found the consignnent agreenent and the 1970 Concorde
license to be independent unrelated transactions against which to evaluate the
arm s-l1ength dealings between [**183] SunPac and petitioner relating to the
transfer pricing and royalty fee arrangenent.

2. Distributor Agreenent/Consignnent Agreement Conparison

Dr. Baunol conpared the ternms of the distributor agreenment to the consi gnnent
agreenent. He concluded that under the ternms of the consignment agreenent, a
volume of CSD parts transactions conparable to the volune of sales between
petitioner and SunPac woul d have resulted in a net price of list price less a 4-
per cent di scount (hereinafter



[*332] sometimes referred to as the consignnent agreenent price). Dr .
Baumol, however, cited two material differences between the distributor
agreenment transactions and the consignnent agreenment transactions which he
believed could affect the armis-length price. First, SABENA unlike petitioner,
did not take title to the goods until it resold them from its consignnment
inventory in Brussels. This difference resulted in SunPac bearing SABENA' s
inventory <carrying cost, whereas on simlar parts shipped by SunPac to
petitioner, petitioner apparently bears the inventory carrying cost. Dr. Baunol
concl uded, however, that because petitioner did not have to pay SunPac until 180
days after invoice, SunPac [**184] actually financed petitioner's investnent
in its SunPac parts inventory. Based on Arthur Andersen's estimte that
petitioner held SunPac parts in its inventory on an average of less than 4
mont hs, Dr. Baunpl concluded that petitioner's 180-day del ayed paynment term nore
than offset petitioner's cost of financing SunPac's inventory; thus, he nade no
adj ustnent for inventory carrying costs.

Second, by virtue of its status as a Belgian airline, SABENA paid no duty
upon its inmport of CSD products into Belgium Petitioner, on the other hand
incurred duty costs on the inport of SunPac parts. Petitioner's custoners
historically purchased these parts at the worldw de catalog price; therefore
petitioner could not pass these duty costs on to its custoners. Thus, Dr. Baunol
concluded that to arrive at an arm s-length price it would be necessary to add
the duty cost to the consignnment agreenent price. Based on the Kutsenda
report's analysis, which indicates a duty cost of 3.7 percent of the retail
price, Dr. Baunol adjusted the discount by 4 percent to reach an adjusted arm s-
length price for the SunPac parts of petitioner's catalog price less an &
percent di scount.

3. The 1970 Concorde [**185] Li cense

Dr. Baunmpl reviewed and evaluated all of petitioner's unrelated CSD |icenses
and concluded that the 1970 Concorde |icense related to circunmstances nost
closely resenbling those associated with the market served by SunPac and, thus,
was t he nost appropri ate license agai nst



[ *333] which to evaluate the royalty fee SunPac agreed to pay to
petitioner. According to Dr. Baunol

The ternms of the Concorde agreenment relate to rights that are broader than those
rights extended to SunPac. n53 Nevertheless, the terns indicate that the
royalty of 8.5 percent of all sales represents an arm's |ength payment for the
use of technology and related intangible property under circunstances very

cl osely analogous -- in terns of property, rights, market and timng -- to the
i censing of SunPac. Moreover, the validity of the 8.5 percent royalty rate is
al so confirnmed by [petitioner's] other licensing transactions with independent

third parties which generally establish an industry royalty rate of 6.5 percent.
[Fn. ref. omtted.]

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n53 Fn. 16 to Dr. Baunol's report inserted here reads as follows: "The SunPac
license granted SunPac the technology to manufacture only a limted number of
specific parts. The Concorde agreenent, in contrast, granted Lucas the conplete
technol ogy to manufacture parts and units."

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**186]
Based on the Concorde 8.5-percent royalty rate, Dr. Baunol concluded that an
arm s-length royalty between SunPac and petitioner would have been set at or
about that |evel. Dr. Baunpl believes this to be a conservative conclusion
because (1) unlike SunPac, Lucas received the right to both manufacture and sel
those CSD units and spare parts under the 1970 Concorde |icense; (2) other
|l i censing arrangenents between Lucas and petitioner contained a royalty of 6.5
percent; and (3) the 2percent sunset royalty provision granted Lucas broader
wor | dwi de rights than SunPac received under the SunPac |icense agreenent.

Dr. Baunobl gave the Court a range of figures for the transfer pricing and
royalty issues, conceding that he was not in a position to arrive at an
"uni quely correct figure for the tax liability." This range is as follows:

Char geback for

defective parts Adj ustnment to
Di scount from Royal ty and fini shing petitioner's
list price rate costs net incone
8% 2% .631 Mdollars (1.430 Mdollars)
8 8.5 .631 Mdollars .343 M doll ars
15 2 .631 Mdollars .631 Mdollars
18.5 .631 Mdollars 1.138 M dollars
15 8.5 .631 Mdollars 2.242 M dollars
[**187]

4. Costs for Defective and Unfinished Parts and Techni cal Assistance

Dr. Baunmobl concluded in addition that SunPac should be <charged back
petitioner's costs i ncurred with respect to



[ *334] certain defective and unfinished parts. As cal cul ated by Arthur
Andersen, the cunulative costs for these purposes total $ 631,058 for 1977 and
1978.

Dr. Baunmpol also concluded that no additional adjustment was necessary for
techni cal assistance rendered to SunPac by petitioner because SunPac separately
rei nbursed petitioner through a 3-percent technical assistance fee.

5. Net Result

In the final analysis, Dr. Baunmol concluded that his adjustnments to the
distribution discount and the royalty based upon the arm s-length SABENA and
Lucas transactions offset each other. Therefore, Dr. Baunpbl concluded that, in
the aggregate, petitioner and SunPac actually had dealt at arm s-length; thus,
no adj ustnent under section 482 would be necessary or appropriate other than the
chargeback for defective and senifinished parts costs.

6. Anal ysis of Marek Report

Dr. Baunol also reviewed the Marek report, which served as the econom c basis
for the section 482 allocations made by respondent. Al t hough [**188] Dr.
Baunmpol did not agree with the econom ¢ approach of M. Marek, he concl uded that,
after adjusting for location savings and an appropriate gross profit markup, M.
Marek's results did not materially differ fromhis own concl usions.

D. Petitioner's Expert Testinmony on the Foreign Tax Credit |ssue

Petitioner presented the testinmny of Arthur Loke (hereinafter referred to as
M. Loke), senior partner in Arthur Loke & Partners, one of the l|argest |aw
firms in Singapore. M. Loke qualifies as an expert for purposes of rendering
opi ni ons regardi ng Singapore tax |aw.

Petitioner retained M. Loke to render an opinion as to whether there is an
effective and practical renmedy under Singapore law available to petitioner to
obtain a refund of the 1977 and 1978 Singapore incone taxes based on
respondent's allocations under section 482 pertaining to the royalty incone.
M. Loke opined that there is no practical and effective renedy under Singapore
| aw t hat woul d al | ow



[*335] petitioner to obtain a refund of the 1977 and 1978 Si ngapore i ncone
t axes.

XVl . RESPONDENT' S EXPERT TESTI MONY

Respondent called as an expert wtness in econonics Dr. WIlliam J. Lynk
(hereinafter referred to as Dr. [**189] Lynk) . Dr. Lynk received a B.S. in
i ndustrial engineering and an MB. A fromthe University of Illinois, an MA. in
economcs from Stanford University, and a Ph.D. degree in business econoncs
fromthe University of Chicago. During his career he has witten 10 articles,
nostly relating to the health field. At the tinme of the trial, Dr. Lynk was a
vi ce president and senior econonmi st with Lexecon, Inc. (hereinafter referred to
as Lexecon), a consulting firmwhich specializes in the application of economcs
to legal and regulatory issues. In the course of his work with Lexecon, Dr.
Lynk has conducted and supervised nunerous econom ¢ studies, including studies
of pricing behavior in a variety of industries and has testified on the results
of his analyses before Federal and State courts and before State and | ocal
regul atory agenci es.

A. Pricing |ssue

Respondent asked Dr. Lynk to analyze the economic relationship between
petitioner and SunPac and, in particular, to determ ne whether the financial
transacti ons between them were conducted in a manner consistent with an arm s-
I ength relationship. For the basic background facts, Dr. Lynk relied on the
international examiner's report, [**190] the Marek report, and a draft
stipulation of facts. In the course of his analysis, Dr. Lynk reviewed various
docunents produced through discovery in the case; net with respondent’'s counsel;
exam ned the parties' pretrial briefs; consulted with his coll eagues at Lexecon;
and performed a nunber of economic studies of the pricing of goods transferred
bet ween SunPac and petitioner. Dr. Lynk concluded as a result of his analysis
that SunPac receives an extraordinarily high rate of return on investnent and
that this rate of return is the direct result of the transfer price for parts
bet ween petitioner and SunPac.



[*336] Dr. Lynk used four different tests to determ ne whether the transfer
price for SunPac parts was an arm s-length price.

1. Differences in Petitioner's Margins for Parts Obtained from SunPac v.
Parts Obtained from Non- SunPac Sources

In this method, Dr. Lynk conpared the margins that petitioner earned in 1977
and 1978 on the sale of CSD spare parts both obtained from SunPac and from non-
SunPac sources (including third-party manufacturers and self-manufacture) to
determ ne whether petitioner earned as nmuch on the parts that it obtained from
SunPac as it did on parts [**191] it obtained from non-SunPac sources. Dr.
Lynk defines the margin as price mnus all manufacturing costs, expressed as a
percentage of price, or M= (P - Q/P. Cost elenents for petitioner's self-
manuf actured parts include materials, handling, |abor, overhead, and applied
production cost. Dr. Lynk also added an imputed manufacturing return to
petitioner (defined as a return to petitioner's manufacturing capital (both
tangi bl e and intangible), which is a cost to petitioner that should be recovered
whenever petitioner either manufactures the product itself or performs finishing
work on parts purchased from SunPac or fromthird-party manufacturers.) Dr. Lynk
estimated this inmputed manufacturing return at approximtely 38 percent of all
petitioner's manufacturing cost (exclusive of material cost) for each part.

According to Dr. Lynk, petitioner's spare parts margin on parts bought from
SunPac can be expressed as M= (P - TP - C/P, where P is the price at which
petitioner sells the part, TP is the transfer price it pays SunPac, and Cis the
cost that petitioner incurs in processing or handling the part after it is
recei ved from SunPac.

According to Dr. Lynk, the basic econom cs behind [**192] this analysis is
t hat,

[If] [petitioner] dealt with SunPac on arms length terns, one would expect
[petitioner's] profits to be roughly the sane on both SunPac and non-SunPac
parts. * * * |n principle, [petitioner] will seek out the |owest-cost source of
these parts: since [petitioner] sells the parts at the same price regardl ess of
their source, [petitioner's] profits are maxinm zed by acquiring parts from the
cheapest source.



[ *337] Dr. Lynk noted that specific exceptions to this general rule could
exist, resulting in different prices for the same part, for exanple, where a
firm "dual sources" critical parts to reduce risk or seeks a second source if
the primary source is at capacity.

In this first method, Dr. Lynk restricted his analysis to parts which were
(1) manufactured by SunPac and sold to petitioner in 1977 and 1978; (2) either
manuf actured by independent third-party firns and sold to petitioner or
manuf actured by petitioner in both years; and (3) actually sold by petitioner as
spare parts. Dr. Lynk identified 151 parts for 1977 and 154 parts for 1978
which net these criteria.

Dr. Lynk determined that petitioner's average nargins on parts for 1977 and
1978 were as [**193] follows:
Aver age margin

Parts source 1977 1978
SunPac 4.02% 8. 03%
nl (6.19) nl (1.22)
Non- SunPac 70. 41 65. 42
nl (3.04) nl (3.83)
Di fference 66. 40 57. 40
nl (6.92) nl (4.11)
nl Averages are weighted by total revenue in each year. St andard error of

mean (unwei ght ed)

Dr. Lynk concluded that petitioner earned a significantly |ower profit margin
on parts obtained from SunPac than on the same parts obtained from a non-SunPac
source. Dr. Lynk opined that the actual transfer price would have to be reduced
by 73 percent in 1977 and 64.3 percent in 1978 to provide petitioner with the
same gross margin petitioner earned on parts obtained from SunPac as it earned
on parts obtained from non-SunPac sources.

2. Differences in Petitioner's Margins for Parts Purchased from SunPac v.
Parts Purchased from Conparable Third-Party Manufacturers

In the second nethod, Dr. Lynk analyzed the margins on eight parts which
petitioner purchased in 1978 in essentially finished form from both SunPac and
unr el at ed manuf act urers. n54



[*338] Dr. Lynk deternmined that petitioner's average nargi ns on these eight
parts for 1978 were as foll ows:

Aver age
Parts source mar gi n
SunPac 7.52%
nl (22.67)
Third Party 52.10
nl (16.72)
Di fference 44.58
nl (26.95)
[**194]
nl Averages are weighted by total revenue in each year. Standard error of

mean (unwei ght ed).

- - - -Footnotes- - - - - - - - - - - - - - - - - -

n54 According to Dr. Lynk, petitioner performed a certain anount of finishing
work on these parts al so. Hi s anal ysis neasured petitioner's full costs, which
include not only the purchase price but also any post-purchase finishing or
rework cost petitioner incurred. Thus, the nechanics of Lynk's nethod two are
identical to the mechanics of method one; the base, however, is smaller as it
excl udes parts manufactured by petitioner.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Dr. Lynk concluded that petitioner earned a far lower margin on parts it
bought from SunPac than on parts it bought from third-party manufacturers. Dr.
Lynk opined that his nmethod two inplies a reduction in the transfer price of
50.2 percent. The record contains no information regarding the identity of the
third-party nmanufacturers. Furthernore, the record does not reveal any
i nformati on about the circunstances relating to petitioner's purchase of these
eight parts fromthe third-party manufacturers. [**195]

3. Margin Differences: SunPac Profit v. Conparabl e Manufacturers

In this method, Dr. Lynk conpared the nmanufacturing profit margins that
SunPac earned in 1977 and 1978 to the margins earned during the same period by
certain unrelated firms which he found were (or had a division which was)
conparable to SunPac. Here, Dr. Lynk estimated the revenue that SunPac woul d
have earned if its pre-tax margin had been sinmlar to those of the conparable
firms and then conpared these estimated revenues to the revenues that SunPac
actually received under its transfer-price arrangenent with petitioner.

To locate the conparable firns, Dr. Lynk first developed a "SunPac profile"
fromthe Marek report and docunentation obtained by respondent. The profile was
"a contract



[ *339] manuf acturer of precision parts for aeronautical applications
(especially jet engines) that used buyer specifications and instructions." Dr.
Lynk then used Standard & Poor's conputerized listings of publicly traded firms
in the United States that are required to file Forns 10K with the Securities and
Exchange Conm ssion, the Marek report, and petitioner's vendor lists to identify
firns potentially conmparable to SunPac. [**196] Next, Dr. Lynk used avail able
financial data on the potential conparable firms and the SunPac profile to
choose 10 firms which he determ ned were conparable (or had a division which was
conpar abl e) to SunPac.

According to Dr. Lynk, at the tinme all 10 firms were independent
manufacturers of parts and conponents used by the aircraft and aerospace
industries, and their prices (and derivatively their profit margins) were
determ ned through transactions with unrel ated i ndependent custoners. Some firms
were entirely within the line of business relevant to SunPac; Dr. Lynk used
gross margin for these firnms for comparison purposes. O her firms had only a
segnment or division within the line of business relevant to SunPac; Dr. Lynk
used the margin reported in the segnent data required by the SEC in the Form 10K
for the relevant segnent or division for conparison purposes. |n sone cases the
reported margin was the operating nmargin (revenues |ess costs of goods sold and
operating expenses) and in other cases it was the pre-tax net nmargin (operating
margin | ess general corporate expenses and interest).

Dr. Lynk projected SunPac's revenues by calculating either the gross,
operating, or net [**197] margi n (depending on the financial information
reported) for each of the conparable firms and applying that margin to the
correspondi ng nmeasure of SunPac's costs (cost of goods sold, operating expenses,
or total costs, respectively). Based on these cal culations, Dr. Lynk concl uded
that "SunPac's revenues and, correspondingly, its prices would have been only
about 59 percent and 35 percent, respectively, of what it realized under the
transfer-pricing agreenent with [petitioner]." Dr. Lynk opined that if SunPac
had earned margins simlar to those of the conparable firns its revenues would
have been



[ *340] | ower by 41 percent in 1977 and 64.9 percent in 1978, inplying a
like reduction in the transfer price.

4. Return on Capital Assets: SunPac's Rate of Return v. the Conpetitive Rate
of Return

This method, rooted on Dr. Lynk's observation that SunPac's rate of return on
assets for 1977 and 1978 appeared to be extraordinarily high, conpares the rate
of return on assets earned by SunPac as calculated by Dr. Lynk to a
"conpetitive" rate of return as determ ned by Dr. Lynk.

In this nmethod, Dr. Lynk exam ned SunPac's financial performance to estinmte
the percentage reduction in the [**198] transfer price that would have given
SunPac a nornmal rate of return on capital. n55 According to Dr. Lynk, the price
that results approximates the arm s-length price, i.e., the price that would
have prevailed in a transaction between two independent entities.

- - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n55 There is no evidence in the record that Dr. Lynk nmade any independent
study of SunPac's rate of return in relation to other firnms in Singapore.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
Dr. Lynk described his general approach as foll ows:

In determining the price level required to give SunPac a normal rate of
return, | used a discounted cash flow n56 approach, which requires a
determination of the ampunt and timng of the various costs and benefits to
investors arising from SunPac's operations. These costs and benefits are then
di scounted * * * to determne the net present value of SunPac's operations. In
this case, because the purpose of the analysis is to adjust the transfer price,
I have determined the price reduction at which the benefits from SunPac's
operations will equal the costs, given a [**199] <conpetitive or "nornmal" rate
of return to SunPac's capital

- - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n56 According to Dr. Lynk, generally there are three steps in determning
cash-flows: (1) Measuring the initial cash flow, (2) neasuring the continuing
cash-flows over the applicable period, and (3) measuring the final cash-flow
Dr. Lynk defines the initial cash-flow as "the value of the business at the
beginning of the period (or, in the case of a new business, the initial
investnent in assets -- both tangible and intangible)"; the continuing cash-flow
as "the benefits or |osses from operations as well as further investnents"; and
the final cash-flow as "the value of the business at the end of the period.'
According to Dr. Lynk, for his analysis here, the initial cash-flow is the
initial investnment (as of Novenber 1975) by SunPac's investors (both its |lenders
and petitioner -- its sole stockholder). Dr. Lynk uses SunPac's previous year's
net asset value, plus interest, plus earnings (or less losses), all less the
ending investnment in assets to determ ne the annual cash-flow attributable to
st ockhol der equity and interest-bearing debt. The final cash-flow is the val ue
(at the end of 1978) of SunPac as a going concern. In valuing assets, Dr. Lynk
uses total book assets |l ess noninterest-bearing liabilities such as trade debt.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **200]



I have used as the normal rate of return the three-nonth treasury bill rate
pl us ei ght percent. Ei ght percent is the approximate historical prem um that
i nvestors with st ock in publicly traded u. S firms have



[*341] ear ned. * * * |n 1977, the average treasury bill rate * * * was
5.265 percent and thus the inplied normal rate of return on capital was about
13. 265 percent. This is a high (i.e., conservative) rate of return in this
context because | have applied it to the cash flows to and from both debt
hol ders (for whomthe risk is low relative to the estimted normal return) and
equity investors (for whomthe risk is approximately reflected in the estimated
normal rate of return on capital).

* x * %

In determining the cash flows, | did not attenpt to recharacterize the
arrangenents between SunPac and [petitioner], other than to apply the three
percent "assistance paynent" (from SunPac to [petitioner]) on an ex post basis
and to reflect the IRS adjustnments to which | wunderstand [petitioner] has
al ready agreed. * * *

The cash-flow analysis also requires that | place a value on SunPac as a
goi ng concern as of * * * (Novenber 30, 1978, the end of SunPac's 1978 fiscal
year). | [**201] have done this in two ways, * * *. The first sinply uses
the net book value of SunPac's assets. This approach unfortunately not only
(probably) understates SunPac's tangible capital, but also fails to val ue any of
its intangible capital. The second (and preferred) nethod is to estimate
SunPac's goi ng-concern value by determining the capitalized value of its 1978
operating results. n57 While this is superior to the first (book-value) method,
it, too, is conservative because it assumes that SunPac's business does not grow
after 1978.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n57 Dr. Lynk capitalized the 1978 operating results wusing an 11-percent
di scount rate. "That is, earnings plus interest were nultiplied by 9.091 (one
divided by 11 percent) to determine the going-concern value." According to Dr.
Lynk, "the 11 percent is a real, inflation-adjusted rate reflecting an esti mated
real rate of three percent for riskless treasury bills plus an eight percent
risk premum Three percent is [Dr. Lynk's] estimate of the expected real risk-
free rate.” Dr. Lynk also assunmed that the Government of Singapore would inpose
a tax (incone or dividend) on SunPac's future earnings at a 25-percent rate and
that the royalty and assistance paynments would continue indefinitely into the
future

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**202]

Dr. Lynk explained his nethod of determining the transfer price reduction as
fol |l ows:

To calcul ate the percentage reduction in the transfer price required to give
SunPac a normal rate of return (i.e., to equate the net present values of the
costs and benefits of SunPac's operations at the conpetitive rate of return), |
first deternmined the effect on the net present value of reducing price (and

therefore revenue) by a fixed percentage. There is a linear relationship
bet ween percentage reductions in price and their effect on the net present val ue
of the cash flows. In other words, any given price reduction (e.g., 10
percentage points) wll have one-third the effect on net present value of a

price reduction that is three times as large (e.g., 30 percentage points). I
use this relationship to calculate the percentage reduction in price that would
elimnate the excess return that SunPac received fromits operations.



In the book value case, the effect of a dollar reduction in revenue is a
dollar reduction in earnings. Thus discounting the dollars received for



[*342] CSD sales * * * and the ending value of accounts receivable, | have

deternmined the effect on present val ue. oKk [**203] In calculating the
goi ng-concern value on the basis of projected 1978 revenues, | had to take into
account future Singapore taxes. |In this case, a dollar reduction in revenue in

the future results in only a 75 cent reduction in future earnings and,
consequently, in the future after-tax cash flows. * * *

Dr. Lynk concluded that a 58.1-percent reduction in the transfer price would
gi ve SunPac a conpetitive return on its capital investnent.

Dr. Lynk's inplied adjustnents to the transfer price can be summarized as
fol | ows:
SunPac gross

Per cent age reduction revenue reduction
in transfer price 1977-78
Met hod 1977 1978 (in thousands)
1 -73. 0% -64.3% $ 16, 263
2 N A -50.2 12,279
3 -41.0 -64.9 14, 407
nl 4 -58.1 -58.1 14, 212

nl Net revenue as defined in the rate of return analysis declined by $
13,532, which reflects a reduction in the absolute anpbunt of royalty and
assi stance paynents.

B. Location Savings

To investigate the existence and nmagnitude of any |location savings
attributable to SunPac's manufacturing @eration in Singapore, Dr. Lynk also
anal yzed the costs of the consolidated petitioner/SunPac entity. [**204] For
this analysis, Dr. Lynk used petitioner's IPOR' s (which describe petitioner's
and third-party manufacturers' costs of producing the parts) and SunPac's
RAWPERs (whi ch describe SunPac's correspondi ng costs) which petitioner provided
to respondent.

Dr. Lynk conpared, on a part-by-part basis, the unit mnufacturing costs
incurred for SunPac parts with the unit costs incurred for identical non-SunPac
parts for the dual-sourced parts analyzed in nethod one. For the SunPac parts

Dr. Lynk elimnated petitioner's charges for i nflation, gener al and
adm ni strative expenses, and profit from the materials cost to reflect only
SunPac's manufacturing costs. Petitioner also adjusted SunPac's nanufacturing

costs to



[*343] reflect any post-purchase processing costs incurred by petitioner.

Next, Dr. Lynk conmputed a wei ghted average by |ocation and year of the unit

part costs of manufacturing incurred by SunPac and non-SunPac sources. The
wei ghts were total revenue by part nunber. The weighted average costs are
expressed as a percentage of revenue for each source and each year. Dr. Lynk

concluded that for 1977 SunPac's costs were 187.7 percent of the costs incurred
by non-SunPac producers [**205] and, hence, SunPac incurred a cost dissavings
of 46.7 percent of its manufacturing costs. He concluded further that for 1978
SunPac earned cost savings of 5.6 percent of its costs.

Dr. Lynk conpared the |IPOR costs for non-SunPac parts with the adjusted
RAWPER costs to determine the total annual cost savings or dissavings. First,
he projected the manufacturing cost for SunPac in the absence of |location
savings (the "hypothetical cost of goods") by multiplying the ratio of the non-
SunPac costs to SunPac's costs by SunPac's cost of goods. Then he subtracted
SunPac's actual cost of goods from the hypothetical cost of goods to determ ne
any | ocation savings or dissavings. Dr. Lynk's calculations are as follows:

Costs Tot al savi ngs
SunPac costs (in thousands) (di ssavi ngs)
1977 1978
Hypot heti cal cost of goods $ 1,380 $ 5,149
Actual cost of goods 2,591 4,874
Savi ngs (di ssavi ngs) (1,211) 275 ($ 936)

Dr. Lynk opined that, on average over this period, SunPac had relatively
hi gher manufacturing costs than did non-SunPac sources, which suggested to him
that there were no significant cost savings.

OPI NI ON

Before turning to the substantive issues involved [**206] in this case, we
need to address sone prelinmnary issues related to certain evidentiary and
procedural nmatters. The nopst inmportant of these relate to respondent's

introduction of certain data sunmaries and both parties' introduction of new
theories for the first tine on brief.



[*344] PRELI M NARY EVI DENTI ARY AND OTHER MATTERS
I. OBJECTI ONS TO CERTAI N DOCUMENTS

During the trial the parties objected on various grounds to certain exhibits
n58 which we admtted subject to those objections and further argunent on brief.
Nei t her party addressed on brief the adnmissibility of these exhibits. We will
treat the failure to argue further on brief the adnmissibility of the disputed
evidence as, in effect, a concession as to its admssibility. See subparagraphs
(4) and (5) of Rule 151(e); Petzoldt v. Conm ssioner, 92 T.C 661, 683 (1989);
Money v. Conmi ssioner, 89 T.C. 46, 48 (1987).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n58 These exhibits were Exs. 348, 357, 362, 365, 370 (audio portion only of
vi deot apes showi ng the SunPac facility and the manufacture of certain selected
SunPac parts); Ex. 372 (manufacturing process dinension tolerances); Ex. 437
(publication entitled "Sundstrand Traction CSD Parts"); Ex. 471 (chart entitled
"Post-War Rationalization of the Aircraft Industry”); and page five, itemtwo of
Ex. 532 ("Analysis of Lynk Method IV Conpustat Al Firnms Sanple (1590) 1975").

- - - - - - - - - - - - - - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[ **207]

1. OBJECTIONS TO CERTAIN OF RESPONDENT'S PROPOSED FINDINGS OF FACT
CONTAI NI NG DATA SUMVARI ES

In its reply brief petitioner takes exception to certain of respondent's
proposed findings of fact n59 propounded in respondent's opening brief. These
particul ar proposed findings for the npbst part suggest conclusions regarding
petitioner's or SunPac's operations based on tables set forth for the first tine
in those findings. Petitioner objects to the proposed findings principally as
new evi dence for which (a) docunents were not exchanged prior to the trial as
required by the Court's pretrial order; (b) no foundation was laid at trial as
required by Rule 1006 of the Federal Rules of Evidence (hereinafter referred to
as F.RE); (c) the findings are properly the subject of an expert's report
under Rule 143(f); and (d) respondent's failure to conmply with Rule 143(f)
unduly prejudiced petitioner by depriving it of its rights both to cross-
exam nation and presentation of rebuttal evidence. Petitioner further contends
variously that the data summaries are irrelevant, incorrect, m sleading,
unsupported by t he evi dence, and/ or contrary to sound econonmi ¢



[ *345] theories or logic and denonstrate [**208] respondent's
nm sconceptions about petitioner's and/or SunPac's books and records.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n59 Specifically proposed findings of fact 725, 729-733, 774-775, 787-788
820, 823, 855-856, 867-868, 878-882, 889-897, 1219-1230. Petitioner also

objects to Appendices A, B, C, and D which are attached to and/or incorporated
in respondent's proposed findings of fact by proposed findings 820, 867, and
889.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

The tables, and the conclusions which respondent draws from them for the
most part are the foundation for respondent's contentions that, at |east for
1977 and 1978, SunPac produced spare parts less efficiently than petitioner and,
hence, petitioner (1) realized no location savings in those years from operating
in Singapore, or (2) should have constructed the facility in the United States
or increased production at its existing facilities in the United States. We
agree with petitioner that, when petitioner made the decision in 1974 for SunPac
to produce the spare parts, petitioner wuld not have increased further its
production at [**209] its then existing facilities in Rockford and Denver.
Therefore, had SunPac not begun production of the applicable spare parts,
petitioner would have constructed another plant to produce them probably in the
Denver netropolitan area. See supra note 9. The decision of where to construct
that facility was petitioner's to make, however, not respondent's. Respondent
may not substitute his business judgment for petitioner's under the guise of a
section 482 allocation. Cf. Bausch & Lonmb, Inc. v. Conm ssioner, 92 T.C. 525
593 (1989); Semi nole Flavor Co. v. Commissioner, 4 T.C 1215, 1235 (1945).

Because of the highly technical nature of the CSD s and the specialized
manuf acturing know how needed for their production, we believe that the work
force at any new CSD facility would require 2 to 4 years, or nobre, to acquire
the expertise needed to mamster CSD manufacture, see supra. Consequently, we
believe that the appropriate conparison for |ocation savings purposes should be
bet ween SunPac and a conparable facility with simlar operational experience
Under the circunstances established in the record here, therefore, [**210] we
find respondent's conparison between SunPac and petitioner's then-existing GD
facilities irrelevant. Moreover, we nust ook to the tinme in which the parties
entered into the license and distributorship agreenents to judge the arms-
|l ength nature of the transactions. Bausch & Lonb, Inc. v. Conm ssioner, 92 T.C.
at 601. Respondent's summaries conpare costs incurred during the years in issue.
These years foll ow t he years in whi ch t he



[*346] agreements were executed. Thus, without deternmining the accuracy of
respondent’'s nethodology in making his cost conparisons, or the propriety of
waiting until the briefing stage to present the data sunmaries used for that
purpose, we find irrel evant respondent's proposed findings directed at conparing
petitioner's and SunPac's costs in 1977 and 1978 relating to the CSD parts.

As a result, in making our findings of fact, we did not rely on any of
respondent's proposed findings of fact enunerated in note 59, supra
Consequently, we need not address petitioner's argunents regardi ng the excl usion
fromthe record of the data summaries set forth in those proposed findings of
fact.

I'11. OBJECTIONS TO NEW [**211] LEGAL THEORI ES RAI SED ON BRI EF

A. Respondent's New "Services" Theory

In his opening brief respondent for the first time argues in the alternative
that petitioner rendered valuable services to SunPac for which, in an arms-
length transaction, it would have received conpensation but for which petitioner
did not receive an arm s-length consideration (hereinafter sonetimes referred to
as the new services theory). Respondent clains that before the subm ssion of
the case to the Court, he "had asserted that an adjustnment under section 482 was
required pursuant to the tangible property pricing regulations of Treas. Reg.
Sec. 1.482-2(e) or, alternatively, the service's [sic] provisions of Treas. Reg.
Sec. 1.482-2(b)." Up through the trial of this case, however, respondent focused
his arguments under section 1.482-2(b), Incone Tax Regs., solely on services
SunPac purportedly rendered to petitioner as a subcontractor or contract
manuf act ur er. n60 At



[*347] no time before his opening brief did respondent suggest that val uing
services petitioner provided to SunPac would sustain his allocations under
section 482. Moreover, at the trial, respondent did not present any expert or
other [**212] evidence specifically directed to his new services theory.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

né0 In his trial menorandum respondent set forth his principal position
regarding the 482 allocation as follows:

Having determined that a non arms-length shifting of income occurred [between
petitioner and SunPac], respondent made an adjustnent to the petitioner's inter-

conmpany pricing. To reflect what a willing buyer would pay to a willing seller
for the type of work perfornmed by SunPac, the respondent used a cost-plus nodel
SunPac was allowed a percentage of profits based upon its costs. In view of the

fact that a mpjority of the parts (based upon sales) involved instances in which
SunPac conpleted parts from a sem -finished state, the respondent asserts that
SunPac should be conpensated in the nature of a subcontractor perform ng
services under Treas. Reg. Sec. 482-2(hb) [sic]. If, however, it is determ ned
that SunPac was a manufacturer of tangible property, then SunPac would be
conpensated on a cost-plus basis under Treas. Reg. Sec. 482-2(e) [sic].

Later at the trial, in his opening statenent, respondent's counsel framed the
issues with respect to sec. 482 as foll ows:

Your Honor, the theories on which the Respondent relies in this case have been
previously espoused in the trial nenorandum and in hearings previously in this
Court. As has been stated, the Respondent believes that this case should be
val ued under Section 1.482-2(b) * * *,  services, or alternatively, tangible
property under Section 1.482-2(e) * * *,

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **213]

Petitioner understandably protests agai nst respondent’'s tardy introduction of
the new services theory. Petitioner contends that it was surprised by

respondent's reliance on this new l|legal theory and would be substantially
prejudi ced should the Court pernit respondent to raise the new services theory
at this late date. We agree with petitioner.

In Pagel, Inc. v. Conmm ssioner, 91 T.C 200, 211-212 (1988), affd. 905 F.2d
1190 (8th Cir. 1990), we said that:

It is well established that a party may rely upon a theory if the opposing
party has been provided with fair warning of the intention to base an argunent
upon that theory. Citations omtted. "Fair warning" means that respondent's
failure to give notice, in the notice of deficiency or in the pleadings, of his
intention to rely on a particular theory did not prejudice the taxpayer's
ability to prepare its case. Citation omtted. O key inportance in evaluating
the existence of prejudice is the ampbunt of surprise and the need for additiona
evi dence on behalf of the party opposed to the new position. Citation ontted.

Even where respondent's new theories arise under the [**214] sanme Code
section as did the theories upon which the case was tried, this Court has
refused to consider new theories raised by respondent for the first tinme in his
brief where our consideration of such theories would prejudice the taxpayer.
See Aero Rental v. Conmmi ssioner, 64 T.C. 331, 338 (1975); Nash v. Conmi ssioner



31 T.C. 569, 574 (1958). See also Seligman v. Conmi ssioner, 84 T.C 191, 197-199
(1985), affd. 796 F.2d 116 (5th Cir. 1986).

Respondent had numerous opportunities here to raise the new services theory.
Throughout these proceedi ngs respondent has skipped from one theory to another
in a seemngly futile attenpt to find a sturdy branch upon which to hang



[*348] his section 482 allocation. At no tinme before the brief did he
| i ght upon the new services theory.

Petitioner, therefore, did not have fair warning that respondent intended to
argue that certain enunerated services petitioner purportedly rendered to SunPac
entirely, or even partially, support the section 482 allocation. Retitioner
all eges that had it been aware before the trial that respondent [**215] pl anned
to raise the new services theory, petitioner at the |east would have attenpted

to address, through stipulated facts as well as testinonial and docunentary
evidence, each of the complex and inherently factual issues raised on brief by
respondent. W believe that petitioner undoubtedly would have introduced

addi ti onal evidence had it been forewarned of respondent's new services theory;
therefore, we agree that our consideration of the new services theory would
prejudice petitioner. Accordingly, we decline to consider this theory.

The Court is disturbed by respondent's claimthat before submitting the case
to the Court he had asserted that an adjustment under section 482 was required
pursuant to the "services" provisions of section 1.482-2(b), Income Tax Regs.
Clearly, by the time of the trial, respondent had narrowed his theory under
section 1.482-2(b) to purported services provided by SunPac to petitioner. The
flip-flop argunment nade on brief, that respondent's adjustnents under section
482 can be sustained by allocating to petitioner incone attributable to services
rendered to SunPac, is atotally different theory, requiring different evidence,

to prove or disprove. We [**216] find it hard to believe that respondent's
statenents were not an attenmpt to disguise the late introduction of his new
services theory. (W also find it hard to believe that the value of these

purported services equals exactly the amunt of respondent's section 482
adj ustnents, especially since respondent failed to present any evidence
specifically valuing the services.) W do not accept any party's submtting
distortions of facts or |aw.

Respondent did not argue on brief that his section 482 allocation can be
sustained by wvaluing services SunPac perforned for petitioner as a
subcontractor. n6él Consequently, we deternine respondent has abandoned this
ar gument for



[ *349] support for his allocation under section 482 and we wll not
consider it further. Cf. UFE, Inc. v. Conmissioner, 92 T.C 1314, 1320-1321
(1989); Hockaden & Associates, Inc. v. Commr ssioner, 84 T.C. 13, 16 n.3 (1985),
affd. 800 F.2d 70 (6th Cir. 1986).

- - - - - - - - =-- - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
nél In his reply brief, in fact, respondent states as foll ows:

The petitioner's argument at pages 314-318 of its opening brief assunes that
the respondent will assert a reallocation of incone to [petitioner] by exam ning
the services performed by SunPac on behalf of [petitioner]. It is, however,
respondent's position that the evidence in this case requires this issue be
exanm ned from the perspective of valuable services perforned by [petitioner] on
behal f of SunPac.

- - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**217]
B. Petitioner's Estoppel Argunent

Not to be outdone, however, for the first time on brief petitioner argues
that respondent should be estopped from asserting a different valuation for the
spare parts produced by SunPac than the value agreed upon by petitioner and the
U.S. Custonms Service for these same parts. Respondent correctly points out that
Rule 39 requires estoppel be affirmatively set forth in the party's pleading.
Respondent additionally contends that petitioner has not proved that it is
legally and factually entitled to its estoppel claim W agree with respondent
that estoppel is an affirmative defense which nmust be specifically pleaded and

proved by the party wishing to rely upon it. Retitioner did not raise this
issue in its pleadings; therefore, we wll not consider petitioner's estoppel
ar gunment . Consequently, we need not address respondent's alternative argunent

on this matter. See Rule 39; Riss v. Conmissioner, 56 T.C. 3838, 433 n35
(1971), supplenented by 57 T.C. 469 (1971), affd. on other issues sub nom
Conmi ssi oner v. Transport Mg. & Equip. Co., 478 F.2d 731 (8th Cir. 1973),
[**218] affd. in part and remanded in part on another issue 478 F.2d 1160 (8th
Cir. 1973).

C. O her New Argunents

Petitioner also argues that respondent's brief raises two entirely new
theories for disallowing the foreign tax credits claimed for 1977 and 1978. W
wi |l discuss these argunments separately in the portion of the opinion pertaining
to the foreign tax credit issue.

Now we turn to the substantive issues involved in this case.



[*350] SUBSTANTI VE | SSUES

| NTRODUCTI ON
Petitioner is engaged in the mnufacture and sale of various products
including an avionic product called the CSD. Certain inmprovenents petitioner

made to its CSD in the late fifties and the sixties resulted in petitioner's
becom ng the | eadi ng manufacturer and supplier of CSD's fromthe earlier sixties
and continuing at |east through the years in issue.

Once an airframe mnufacturer selects one of petitioner's CSD s for an
aircraft application, petitioner is virtually assured of supplying CSD s,
including spare units and spare parts, for that aircraft for the life of the
program In 1974, petitioner decided to expand the operations of SunPac, its
whol Iy owned subsidiary located in [**219] the Republic of Singapore, to
include the mnufacture of parts for sone of petitioner's CSD s used on
comrercial aircraft. Petitioner anticipated selling the parts manufactured by
SunPac as spare parts as well as using themitself in the manufacture of its OEM
units and spare units. Petitioner intended to purchase and distribute all
initial SunPac parts until SunPac developed the capability to distribute the
parts directly to its airline custoners. Petitioner also intended to nmintain
dual sourcing capabilities for parts |icensed to SunPac.

SunPac constructed a new factory in Singapore to manufacture the SunPac
parts. Production of SunPac parts conmenced sonetine in 1976. Petitioner
purchased al of SunPac's output through 1978 at the catalog price less a 15-
percent discount. SunPac paid petitioner a royalty of 2 percent of the net
selling price of each product manufactured and sold by SunPac in consideration
of the industrial property rights licensed to SunPac by petitioner. Under the
SunPac |icense agreenent as originally executed, SunPac was to pay the 2-percent
royalty until the cumulative royalties paid by SunPac equal ed the original costs
of petitioner's devel opnent design [**220] and engi neering for those industria
property rights plus the cost of all assistance rendered to SunPac by
petitioner. According to the SunPac |icense agreement, the parties intended
this "cost reinbursement” to be acconplished within an 8-year period.

Petitioner and SunPac anmended the SunPac |icense agreement in 1979, but
retroactive for al | sal es on or after July 1,



[*351] 1977. As anended, SunPac agreed to pay petitioner, in addition to
the 2-percent royalty, 1.1 percent of the net selling price of each product sold
by SunPac for any assistance rendered to SunPac outside of Singapore (offshore
assistance) and 1.9 percent for the cost of assistance rendered to SunPac in
Si ngapore (onshore assistance) until the total of each such assistance cost had
been paid to petitioner

In determning the section 482 adjustment, the international exam ner, Agent
Pi erson, treated SunPac as a subcontractor and used the cost-plus nethod. Using
informati on obtained by the industry econom st, M. Marek, and devel oped during
the exam nation, Agent Pierson determ ned that a firm conparable to SunPac woul d
expect to earn gross nmrgins between cost plus 22 percent and cost plus 38
percent. SunPac [**221] had a gross nmargin of cost plus 157 percent during
cal endar year 1977 and cost plus 280 percent during cal endar year 1978. Agent
Pierson then allowed SunPac a gross profit margin of 28 percent, which is equal
to a mark-up of cost plus 38 percent, in naking his determnation regarding the
transfer price for the SunPac parts. In arriving at his determ nation, Agent
Pierson made no allowance for location savings attributable to SunPac's
operating in Singapore.

Consequently, in the notice of deficiency, respondent deternmned that, to
reflect the correct arnlis-length consideration for the SunPac parts, incone
shoul d be reallocated from SunPac to petitioner in the anmpunts of $ 3,273,000
for 1977 and $ 12,438,000 for 1978. Since respondent also reduced petitioner's
taxable income by $ 135,000 for 1977 and $ 396,000 for 1978 to reflect the
elimnation fromincome of the royalty paynents SunPac nade to petitioner during
those years, the net section 482 adjustnents for the years in issue were $
3,138,000 for 1977 and $ 12,042,000 for 1978.

Respondent also did not allow petitioner foreign tax credits for taxes
petitioner paid to the Republic of Singapore for the years in issue pertaining
[**222] to the royalty income SunPac paid to petitioner. By anmendnent to
answer, respondent further proposes inposing on the deficiency additiona
interest as provided by section 6621(c).

First we must determ ne whether respondent's section 482 adjustnments were
arbitrary, capricious, or unreasonable, and if so, what was petitioner's true
t axabl e i ncone for



[ *352] 1977 and 1978 pertaining to SunPac's operations. Next, we nmnust
determne what, if any, foreign tax credits petitioner nmay claimfor those years
pertaining to SunPac's CSD operations. Finally, we nust determ ne whether, as a
result of the section 482 adjustnments, petitioner is subject to the increased
interest of section 6621(c) applicable to tax-notivated transactions.

As a further prelimnary matter, we would like to note that the parties have
propounded a nultiplicity of argunents and counterargunents in the nore than
1,800 pages in the opening and reply briefs they filed, some of which were
merely a reiteration of the argunents nmmde countless tines and pages before
Some of the arguments were directed toward theories or sunmmaries which we have
refused to consi der because of |ack of tineliness or relevancy, as before stated
[**223] in our findings, and sone of the argunents sinply were devoid of nerit
under the facts or the |law applicable to the instant case. Rat her than unduly
el ongate an already extensive opinion by addressing each such argunment, we have
set forth in the opinion only those arguments which we find pertinent and
necessary for a full wunderstanding of the rationale for our holdings on the
issues. We want it understood by the parties, however, that, in arriving at our
deci sion, we have weighed each argunent they raised, no natter how neritorious
or unmneritorious.

We now proceed to discuss our determnations regarding the issues raised in
this case.

|. THE SECTI ON 482 ADJUSTMENTS | SSUE

A. In Genera

Section 482 n62 gives respondent broad authority to allocate incone,
deducti ons, credits, or al | owances bet ween commonl y



[ *353] controlled organizations, trades, or businesses if he deternines
that the allocation is necessary to prevent the evasion of taxes or clearly to
reflect the incone of the controlled entities. The purpose of section 482 is to
prevent the artificial shifting of the net incomes of controlled taxpayers by
pl acing controlled taxpayers on a parity with uncontrolled, unrelated [**224]
taxpayers. Sec. 1.482-1(b)(1), Incone Tax Regs. See al so Bausch & Lomb, Inc. v.
Conmi ssioner, 92 T.C. at 581; Edwards v. Comm ssioner, 67 T.C. 224, 230 (1976).
Respondent may meke all ocations under section 482 even in the absence of tax
avoi dance motives in order to clearly reflect the respective incones of nenbers
of the controlled group. G D. Searle & Co. v. Conm ssioner, 88 T.C 252, 359
(1987). Thus, establishnment of a business purpose for a transaction does not
necessarily insulate the taxpayer froma section 482 allocation. Bausch & Lonb,
Inc. v. Comm ssioner, 92 T.C. at 582

- - - - - - - - =-- - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n62 Sec. 482, as in effect for the years in issue, provided as follows:

In any case of two or nore organizations, trades, or businesses (whether or
not incorporated, whether or not organized in the United States, and whether or
not affiliated) owned or controlled directly or indirectly by the sane
interests, the Secretary nmay distribute, apportion, or allocate gross incone
deductions, credits, or allowances between or anmong such organizations, trades,
or businesses, if he determines that such distribution, apportionment, or
allocation is necessary in order to prevent evasion of taxes or clearly reflect
the incone of any such organizations, trades, businesses.

[ The subsequent anendnent to this provision by sec. 1231(e) (1) of the Tax Reform
Act of 1986 (Pub. L. 99-514, 100 Stat. 2085, 2562) does not affect the instant
case. |

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **225]

The incone tax regulations set forth an arms-length standard to determ ne
whet her reallocations between controlled entities are needed. Thus, the

regul ations attenpt to identify the "true taxable income"” of each entity based
on the taxable income which would have resulted had the entities been
uncontrolled parties dealing at arm s |ength. See sec. 1.482-1(b)(1), Incone
Tax Regs.; Staff of the J. Comm on Taxation, Present Law and Certain |ssues
Relating to Transfer Pricing (Code sec. 482), at 5 (J. Comm Print 1990)
(hereinafter referred to as JCT Present Law (Code sec. 482)).

Respondent's deternmination as set forth in the notice of deficiency is
presunptively correct. Petitioner has the burden of disproving that
determ nation. Rule 142(a); Wlch v. Helvering, 290 U S. 111 (1933). Moreover
respondent’'s section 482 determination nust be sustained absent a showi ng that
he has abused his discretion. Paccar, Inc. v. Conm ssioner, 85 T.C 754, 787
(1985), affd. 849 F.2d 393 (9th Cir. 1988). To succeed, therefore, petitioner
first nust show that respondent's section 482 allocations are arbitrary,
[**226] capricious, or unreasonable. G D. Searle & Co. v. Conm ssioner, supra;
Eli Lilly & Co. v. Conmi ssioner, 84 T.C 996, 1131 (1985) affd. in part, revd
in part, and remanded 856 F.2d 855 (7th Cir. 1988) (Lilly 1I1). Whet her
respondent has exceeded his discretion is a question of fact. Aneri can



[ *354] Terrazzo Strip Co. v. Conmmi ssioner, 56 T.C 961, 971 (1971). In
review ng the reasonabl eness of respondent's deternmination, the Court focuses on
the reasonabl eness of the result, not on the details of the nethodol ogy used
Bausch & Lonb, Inc. v. Conmissioner, 92 T.C. at 582; Eli Lilly & Co. v. United
States, 178 Ct. C. 666, 676, 372 F.2d 990, 997 (1967) (Lilly I).

Shoul d petitioner overcone respondent's presunption of correctness and prove
that the deficiencies set forth in the notice of deficiency are arbitrary,
capricious, or unreasonable, but fail to prove that alternative allocations it
proposes satisfy the arm s-length standard, the Court nust deternmine from the
record the proper allocation [**227] of inconme between petitioner and SunPac.
See Eli Lilly & Co. v. Conm ssioner, 856 F.2d 855, 860 (7th Cir. 1988) (Lilly
Il), and the cases cited thereat.

I f respondent proposes a reallocation under section 482 with respect to an
item or transaction, the taxpayer may claim a setoff with respect to another
item or transaction between the same parties in the sanme year if it can show
that the reallocation with respect to that item or transaction is appropriate.
Sec. 1.482-1(d)(3), Incone Tax Regs.; Rev. Proc. 70-8, 1970-1 C B. 434; JCT
Present Law (Code sec. 482), supra at 6.

Respondent does not challenge here SunPac's existence as a valid taxable
entity. Respondent argues rather that his determnation was necessary to
clearly reflect an armis-length price between petitioner and SunPac. According
to respondent, the record supports his deternmination under either the "tangible
property pricing provisions" of section 1.482-2(e), Income Tax Regs., or,
alternatively, the "services provisions" of section 1.482-2(b).

Up through the trial, respondent argued that SunPac should be viewed as a
machi ne shop which provided [**228] a manufacturing service to petitioner. See

respondent's trial nmenmorandum at 13. Respondent contended that SunPac's
remuneration for that manufacturing service should be computed under a cost-plus
node pursuant to section 1.482-2(b), Incone Tax Regs. See supra note 60. In his

reply brief, however, r espondent virtually adnmits that the evidence



[ *355] does not sustain his section 482 allocation under this particular
theory. See supra note 61.

Nonet hel ess, respondent has not abandoned totally his subcontractor argunent.
We read respondent's primary position now to be prenmised on the argunent that
petitioner has failed to overconme the presunption of correctness of the notice
of deficiency or to prove that respondent's deternmination was arbitrary,
capricious, or unreasonable; therefore, respondent argues, his determ nation
must be sust ai ned.

At the trial, respondent did not present any evidence to sustain
i ndependently the cost-plus nethodol ogy which respondent concedes he relied upon
in the notice of deficiency as the basis for the section 482 allocations. Dr.
Lynk (respondent's expert wtness), furthernore, nade no attenpt to support
respondent's determination on the [**229] basis of the cost-plus nmethod used by
Agent Pierson. Rather, on brief, respondent asserts that "in the alternative to
the determ nations contained in the statutory notice of deficiency, the evidence
supports the reallocation of income between [petitioner] and SunPac consi stent

with the expert testinony of econom st [Dr. Lynk]." Dr. Lynk's report sets forth
four methods which attenpt to show that petitioner's transfer prices for SunPac
parts were not an arms-length consideration for those parts. Respondent

further explains that:

In conducting his analysis, Dr. Lynk focused primarily upon the price
[petitioner] paid for parts produced by SunPac. Dr. Lynk concluded that this
was the appropriate direction because there was no evidence to suggest that
petitioner transferred the [petitioner] design intangibles, including the right
to sell spare parts to custonmers already using [petitioner] CSD s, to SunPac

During 1977 and 1978, SunPac only sold to [petitioner]. However, even if the
focus was shifted to a royalty, it would not alter the conclusions of his
report. Instead of adjusting the parts transfer price downward, the royalty

rate would have to be increased to reflect the proper [**230] arnms |ength [sic]
conpensati on.

W interpret respondent's alternate argument as a restatement of his
contention that SunPac was nerely a contract manufacturer for whom the sale of
its total production was assured and who, thus, was not entitled to the return
normal |y associated with an enterprise which bears the risk as to the vol une of
the product it can sell and the price it can charge. Respondent nmde, and we



[*356] rejected, this same argunment in Bausch & Lonb, Inc. v. Conm ssioner,
supr a.

Bausch & Lomb, Inc. (hereinafter referred to as Bausch & Lonb), a |eading
manuf acturer and seller of soft contact |enses, established Bausch & Lomb
Ireland, Ltd. (hereinafter referred to as B& Ireland), a third-tier, wholly
owned subsidiary, to manufacture and sell soft contact |enses in the Republic of
I rel and. The Conmmi ssioner argued that it was inappropriate to analyze
separately the transfer price and royalty rate used by B&L Ireland, on the
theory that Bausch & Lonb and B&L Ireland would not have conducted their
relationship as they did had they been conducting their affairs at arm s | ength.
Bausch & Lonb, Inc. v. Conmm ssioner, supra at 583. [**231] We concl uded that
the transfer price and the royalty rate each had independent significance and,
therefore, had to be exami ned separately, stating as follows:

Respondent's argunent woul d have sonme merit had we found that [Bausch & Lonb]
was required to purchase B&L Ireland' s production of soft contact |enses. In
such a case, B&L Ireland would indeed have been a contract manufacturer in
subst ance despite the fact that ostensibly the |icense agreenent and product
purchases were not interdependent. However, we have found as fact that no such
purchase requirement existed. All of the docunents generated by [Bausch & Lonb]
in evaluating the feasibility of the Irish lens facility indicate that it was
intended to serve the foreign markets with limted possible inmportation of Irish
lenses into the United States in the event of production problenms at the
Rochester facility. That [Bausch & Lonb] would inport substantial quantities of
Irish lenses into the United States should worldwide demand not neet
expectati ons was not guaranteed. Nor did B&L Ireland have a guarantee that the

transfer price it received for its lenses would remain at $ 7.50 per |ens. In
actuality, the transfer price [**232] was reduced to $ 6.50 in 1983 due to
mar ket pressures. The npst that can be said is that B& Ireland had certain

expectations as to the volunme and price of lenses it could anticipate selling to
[Bausch & Lonmb] or its affiliates. However, such expectations are no different
than those which any supplier has with regard to the business of a nmjor
customer and do not constitute a guarantee which effectively insulate B&L
Ireland from market risks. In a case where the license of intangibles and sale
of the product manufactured to the licensor were interdependent, then the
separate royalty rate and transfer price would be uninportant as |ong as the net
result is satisfactory. The sanme cannot be said in this instance where both the
volume and price of sales to the licensor are subject to variation. ¥ ok ok
[ Bausch & Lomb, Inc. v. Commi ssioner, 92 T.C. at 584.]



[ *357] Simlarly, here, SunPac had no guarantee that petitioner would

purchase all of SunPac's production. The distributor agreenent places no
obligation on petitioner to purchase any or all of SunPac's output. The record
establishes that petitioner planned to purchase all of SunPac's initia

producti on, [ **233] but only until SunPac itself devel oped the capability to
distribute SunPac parts directly to its custoners. Thus, petitioner and SunPac
initially intended to operate under the distributor agreenent only unti
SunPac's direct distribution system could be inplenented. The airlines
unantici pated reluctance to purchase directly from SunPac forced both SunPac and
petitioner to develop alternative plans for the distribution of the SunPac parts
whi ch included continuing the distributor agreement through the years in issue
This unexpected change in plans did not convert SunPac to petitioner's
subcontractor, however.

The record shows that petitioner consistently paid SunPac petitioner's
catal og prices less a 15-percent discount for the SunPac parts. The distributor
agreement's prices for SunPac parts, set forth in attachment A to the agreenent,
however, could be and were revised by anendnment from tinme to tinme to reflect
changes in the prices. Al t hough SunPac may have anticipated that the transfer
price always would remain at catalog price less a 15-percent discount, the
di stributor agreenent nade no such guarant ee.

Thus, here too, SunPac had only certain expectations as to the volunme [**234]
of sales and the prices at which it could anticipate selling the SunPac parts to
petitioner. Hence, the transfer price and the royalty rate in this case also
each have independent significance and nust be exam ned separately.

SunPac did not act as a subcontractor in form or substance. As petitioner's
licensee, it owned the right to use the intangible property transferred to it
under the SunPac |icense agreenent; it had the right to sell SunPac parts
throughout the world to unrelated parties; it purchased its own materials
(al beit through petitioner) and bore the inventory, production, and market risks
with respect to its products; it scheduled its own production runs and was
responsible for its own quality control; and it performed a variety of machining
operations and processes. Because



[*358] respondent's deternination, using the cost-plus nethod, was pren sed
on SunPac acting as a subcontractor of petitioner, we conclude that this
determ nation was arbitrary, capricious, and unreasonabl e. Petitioner,
therefore, has carried its burden of proof as to this matter. Now we nmust
determine the proper transfer price for the SunPac parts.

B. Transfer Price Determ nation

The [**235] regul ati ons under section 482 provide that when one controlled
entity sells tangible property to another controlled entity at other than an
arm s-length price, respondent nay nmke appropriate allocations between the
seller and the buyer to reflect an arm s-length price for the sale. An arms-
length price is the price an unrelated party would have paid under the sane
circunstances for the same property involved in the controlled sale. An arm s-
length price normally involves a profit to the seller. Sec. 1.482-2(e)(1)(i),
I ncome Tax Regs.

The regulations specify three methods, in the order of priority, which
respondent nust use to determine an arm s-length price for the sale of tangible
property: the conparabl e-uncontroll ed-price method, the resale-price nethod, and
the cost-plus nethod. Sec. 1.482-2(e)(1)(ii), Income Tax Regs. Were none of
these three nmethods can reasonably be applied under the facts and circunstances
of a particular case, the regulations authorize use of any other appropriate
met hod, or variations of such methods, for determining an arm s-length price.
Sec. 1.482-2(e)(1)(iii), Income Tax Regs.

Petitioner claims that, at the time petitioner and SunPac agreed [**236]
upon the transfer price, as a result of its factual review of wunrelated
di stributors' discounts (showi ng discounts ranging from 5 to 20 percent of the
sales price) and its analysis of petitioner's internal distribution costs,
petitioner determned that a 15-percent discount for SunPac parts would

reasonably conpensate petitioner for its distribution services. Petitioner
claims further that, during its consideration and l|ater revaluation of the
transfer price, it also considered petitioner's possible internal usage of

SunPac's parts but again concluded that the 15-percent discount would be
appropri ate and reasonabl e. Now, relying



[ *359] primarily on the testinony of Dr. Baunobl, its principal econonic
expert witness on the transfer pricing issue, petitioner contends that the 15-
percent discount rate was too high, not too | ow as respondent contends.

We wei gh expert testimony in light of the expert's qualifications as well as

all the other <credible evidence in the record. Estate of Newhouse .
Conmi ssioner, 94 T.C. 193, 217 (1990). We are not bound by the opinion of any
expert witness, and we will accept or reject that expert testinony when, in our

[**237] best judgnment, based on the record, it is appropriate to do so. Estate
of Newhouse v. Comm ssioner, supra; Chiu v. Commissioner, 84 T.C 722, 734
(1985). While we may choose to accept the opinion of one expert in its entirety,
Buffalo Tool & Die Mg. Co. v. Commissioner, 74 T.C. 441, 452 (1980), we may
also be selective in the use of any portion of that opinion. Par ker v.
Conmmi ssioner, 86 T.C. 547, 562 (1986).

Dr. Baunol posits that sales to SABENA are conparable to sales to petitioner
because SunPac also sold to SABENA the parts it manufactured and sold to
petitioner. Different circunstances in the transactions between SunPac and
petitioner versus those between SunPac and SABENA, as noted by Dr. Baunpl, which
m ght require an adjustnent to the consignment agreenent price (the basic 4
percent discount Dr. Baunol concluded SunPac woul d have given to petitioner for
SunPac parts, determined by using the actual volune of CSD parts transactions
bet ween petitioner and SunPac for 1977 and 1978 conpared to the volune of sales
upon which the commission rates were [**238] based as specified in the
consi gnnent agreenent) are: (1) Petitioner took immediate title to the SunPac
parts upon shipment while SABENA took title only as the SunPac parts were used
or resold fromthe consignnment inventory; consequently, SunPac bore the carrying
costs for the SunPac parts inventory maintained by SABENA whereas petitioner
apparently bore the carrying costs for the SunPac parts shipped to petitioner
(hereinafter referred to as the inventory carrying costs); and (2) petitioner
incurred duty costs on the inported SunPac parts shipped to it while SABENA did
not .

As for the first potential adjustnment, Dr. Baunobl concluded that, because
SunPac gave petitioner 180 days to



[*360] pay for the SunPac parts it purchased, SunPac in effect extended
credit to petitioner for its SunPac parts inventory (hereinafter referred to as
the inmputed deferred finance charges). Based on information furnished to him by
Arthur Andersen, Dr. Baunbl assunmed that the required adjustrment for the
inventory carrying costs was more than offset by the inputed deferred finance
charges; therefore, Dr. Baunpbl nmade no adjustnment to the consignnent agreenent
price for the inventory carrying costs. Dr. [**239] Baunpl did not exam ne in
detail how Arthur Andersen calculated this setoff.

As for the second potential adjustnent, based on further information
furnished to him by Arthur Andersen, Dr. Baumpl increased the consignnent
agreenent price by 4 percent to account for the duty costs incurred by
petitioner but not incurred by SABENA. Thus, Dr. Baunol concluded that for the
years in issue the arms-length price for SunPac parts was the current catal og
price less 8 percent (hereinafter referred to as the adjusted distributor
agreement price). The adjusted distributor agreement price, therefore, is equa
to the basic 4-percent discount plus the 4-percent duty costs adjustnment.

In arriving at the adjusted distributor agreement price, Dr. Baunpl made no
adjustnents for differences in warranty provisions, patent indemity, etc.,
since he assuned, based on information furnished to him that these differences
tended to be relatively mnor, and, if anything, would increase the effective
di scount to petitioner. Dr. Baunol apparently nmade no independent exani nation
to deternmine whether such adjustnments, in fact, were needed. Dr. Baunol
consi dered uni mportant the use for which petitioner purchased [**240] the part;
therefore, he nade no adjustment for this factor in determining the adjusted
di stributor agreenent price.

Respondent does not agree that the consignment agreenent is a conparable

transaction to the distributor agreenent. According to respondent, the
consi gnnment agreement cannot be conparabl e because (1) there were no sal es nade
under the consignnment agreement until after the years in issue; or,
alternatively, (2) ot her f undanent al di fferences surrounding the two

transactions excl ude t he consi gnnent



[*361] agreenent from providing an arnls-length standard. Respondent
ar gues, r at her, that the cost-plus nethod wused by Agent Pierson or,
alternatively, one of Dr. Lynk's four nethods establish the proper transfer
price for the SunPac parts.

At first blush Dr. Baunol's conclusion that the distributor agreenent and the
consi gnment  agreenment are uncontrolled conparables under section 1.482-
2(e)(2)(i), Incone Tax Regs., appears appealing. However, after closer
consi deration, for the reasons discussed below, we disagree. We do not agree
wi th respondent, however, that either the cost-plus nethod used by Agent Pierson
or any of Dr. Lynk's four nethods derive an arm s-length price. [**241]

1. The Consi gnhnent Agreenment as a Conparable Uncontrolled Sale

Under the conparabl e-uncontrolled-price nethod, the arm s-length price of a
controlled sale is equal to the price paid in conparable uncontrolled sales.
Sec. 1.482-2(e)(2)(i), Income Tax Regs. Uncontrolled sales for purposes of the
conpar abl e-uncontrol | ed-price nmethod include: (1) Sales made by the taxpayer to
an unrelated party; (2) purchases nmade by the taxpayer from unrelated parties;
and (3) sales nmade between two unrelated parties. Sec. 1.482-2(e)(2)(ii),
Income Tax Regs. Controlled and uncontrolled sales are deened conparable if the
physi cal property and circunmstances involved in the uncontrolled sales are
identical to the physical property and circunstances involved in the controlled
sales, or if such properties and circunstances are so nearly identical that any
differences either have no effect on price, or can be neasured and elininated by
meki ng a reasonable nunber of adjustnents to the price of the wuncontrolled

sal es. Sone of the differences which may affect the price of property are
differences in quality of the product, terms of sale, intangible property
associated with the sale, tinme of sale, the [**242] |l evel of the market, and

the geographic market in which the sale takes place. Sec. 1.482-2(e)(2)(ii),
I ncome Tax Regs.; Bausch & Lonb, Inc. v. Commissioner, 92 T.C. at 585-586

We find that the physical property and circunstances involved in the sales to
petitioner are not i denti cal in al



[*362] respects to the physical property and circunstances relating to the
parts sold to SABENA. SABENA agreed to handle for petitioner and SunPac those
parts nmost relevant to airline custoners operating in Europe, the Mddle East,
and Africa, and which turned over in inventory within 4 nonths. Furthernore
only FAA PMA parts could be sold to SABENA. Petitioner, on the other hand, was
willing to accept any and all of the parts SunPac manufactured, regardless of
how qui ckly the parts turned over in inventory or whether SunPac had its FAA PMA
certification. Thus, SunPac did not sell to SABENA all of the types of parts it
produced while it did sell all types to petitioner. Moreover, SunPac sold sone
unfini shed parts and defective parts to petitioner for which petitioner incurred
the costs of finishing, reworking, or scrapping. No senifinished parts were
i ncl uded [**243] in the SABENA consignnent inventory. SunPac, noreover, bore
the costs for reworking or replacing any defective parts assigned to SABENA

Petitioner concedes that, at arms length, SunPac should be charged back
petitioner's costs incurred with respect to the unfinished and defective parts.
SunPac sold the unfinished parts to petitioner at the sane discount rate as it
sold finished parts. From this record, we are unable to deternmine a separate
transfer price for finished and unfinished parts, PMA and non-PMA parts, or
parts sold both to SABENA and petitioner and parts sold only to petitioner.

We nust determne, then, whether the SunPac parts and circunstances relating
to the distributor agreement and the consignment agreenment are so nearly
identical that any differences either have no effect on price, or can be
measured and elinmnated by making a reasonable number of adjustnents to the
consi gnment agreement price. We are not convinced from this record, however
that every difference either has no effect on price or can be neasured and
elimnated by making a reasonable nunber of adjustnents to the consignnent
agreenent price.

First, we are not convinced that the adjustnment for petitioner's [**244]
inventory carrying costs attributable to the SunPac parts were offset totally by
the inputed deferred finance charges. Dr. Baunobl agreed on cross-exam nation
t hat an adj ust nment to t he consi gnment agr eement price was



[ *363] required to account for petitioner's inventory carrying costs
applicable to SunPac parts. He nade no adjustnent for this difference, however,
because he assuned, based on information furnished to him by Arthur Andersen,
that any adjustnment for this difference was offset totally by the cost to SunPac
of giving petitioner 180 days to pay for the SunPac parts it purchased.

The record does not show how Arthur Andersen determned that the inputed
deferred finance charges offset exactly the inventory carrying costs petitioner

incurred relating to SunPac parts. Moreover, we cannot determine if Arthur
Andersen took into account the fact that SABENA did not pay SunPac within 30
days of shipping but within 30 days of invoicing -- an event which did not occur
until SABENA sold or used the part. Nor can we deternine whether Arthur
Andersen took into account the fact that SunPac did not pay petitioner royalty
paynments wuntil 180 days after the calendar year in which SunPac [**245]

i nvoi ced a custonmer for the SunPac parts.
In his report Dr. Baunpl explained the offsetting adjustments as foll ows:

In this particular instance, however, no adjustnment is necessary to
conpensate for the inventory carrying cost finance charges because SunPac,
through the credit terns it extended to [petitioner], financed [petitioner's]
investment in inventory. Specifically, the consignnment agreenent required SABENA
to pay SunPac within 30 days of invoice date. Under the terns of the
Di stribution Agreement, on the other hand, [petitioner] paid SunPac within 180
days of the invoice date. Thus, [petitioner] was extended five nonths nore tine
to pay SunPac than was SABENA. Through these far nore generous credit terns,
SunPac in essence financed [petitioner's] inventory for these five nonths.

Arthur Andersen estimates that [petitioner] held SunPac parts in its
inventory on average for less than four nonths during 1977 and 1978. The Arthur
Andersen cal cul ati ons denobnstrate that the credit terns extended by SunPac nore
than offset [petitioner's] <cost of financing its inventory. Therefore, no
adjustnment is necessary to conpensate for inventory carrying cost finance
charges. [Fn. ref. [**246] omtted.]

Based on the above testinobny, we infer that Arthur Andersen did not account
for these additional factors, thereby undermining Dr. Baunol's assunption of
equal offsetting adjustments for the inventory carrying costs and the inputed
deferred fi nance char ges. Mor eover, we not e



[ *364] that the distributor agreenent contains no provision as to when

payment was due from petitioner for the SunPac parts it pur chased.
Consequently, SunPac could have elimnated the 180-day delayed paynent
arrangenent at any tine. We believe that an adjustnment to the consignnent

agreement price should have been nmade for petitioner's inventory carrying costs
attributable to SunPac parts. The record, however, does not establish just what
adjustnent to the consignnent agreenent price is appropriate for the inventory
carrying costs under the circunstances reveal ed here. Since we believe that
other differences in circunstances between the consignnent agreenent and the
di stributor agreenent render these agreenents inconparable, we do not attenpt to
approxi mate an appropriate adjustnent at this tine.

Second, as we said above, under the consignnent agreenment, SABENA requested
that SunPac and petitioner [**247] sel ect for consignhment parts which turned
over nmore than three times per year and which were nost relevant to airline
customers operating in Europe, the Mddle East, and Africa. SABENA woul d accept
only FAA PMA parts. Under the distributor agreenent, however, petitioner was
given the right to act as a nonexclusive worldw de distributor for any part
manufactured for sale by SunPac for wuse in or in support of air vehicle
applications. Petitioner accepted both PMA and non-PMA parts. Dr. Baunol made
no adjustnments to the consignnent agreenment price for these different
ci rcunst ances nor does he attenpt to explain why no adjustnents are needed. W
believe that some or all of these differences would have an effect on price.
However, we are not convinced that the differences can be nmeasured or elim nated
by making a reasonabl e number of adjustnents to the consignment agreenment price
nor do we have the necessary information in the record to attenpt such an
undert aki ng.

Third, SABENA acquired SunPac parts on consignnent only. SABENA, therefore,
could return to SunPac any parts which becane obsol ete or otherw se unsal abl e or
unusabl e. SABENA, thus, did not bear the same risks in relation [**248] to the
SunPac parts as did petitioner which purchased the parts outright upon shipnent
and, therefore, i medi ately bore al



[*365] the risks of loss. W do not believe that the difference in risks
can be neasured, especially on the basis of the record here, but we think it
shoul d be not ed.

Fourth, the distributor agreenment places no obligation on petitioner as to
the use, resale, or other disposition of SunPac parts. Petitioner intended both
to resell the SunPac parts and to use theminternally in its production of CEM
units, spare units, and spare parts. SABENA, on the other hand, an airline
custoner, intended to use SunPac parts only as spare parts or to sell themto
other airlines or overhaul centers as spare parts. Dr. Baunmpbl considers the use

to which the part is placed i mmterial since as he stated: "If there is a market
price for the item it is -- once you have purchased it, you, the purchaser, can
do with it as you wish, and it is a matter of your own business, what you do
with it." W find Dr. Baunpbl's response superficial since it assunmes a

preexi sting market price. Dr. Baumpl never describes the effect, if any, the
use to which the part wll be put has on establishing [**249] t hat rmar ket
price. W believe that, under the circunstances here present, the use to which
the SunPac parts will be put would be material in determ ning the discount rate
an unrelated party woul d demand

By the late 1970s, petitioner increased the ratio of the price of spare units
to the price of CEM units to 200 to 250 percent of the OEM unit price.
Petitioner anticipated using up to 50 percent of the SunPac parts internally in
its own production of OEM units, spare units, and spare parts. Considering the
large differential in pricing between OEM units and spare units and the
antici pated volunme of sal es between SunPac and petitioner, it seenms |ogical that
the use to which the part would be placed would have sone effect on
profitability. Astute businessmen would consider this factor in negotiating an
arm s-length price for the parts. W conclude, therefore, that this
circunstance would have an effect on price but, on the basis of this record, we
cannot neasure that effect.

Consequently, considering all the different circunmstances involved here, we
conclude that sales wunder the consignnent agreenment cannot be considered
uncontrol l ed conparables to sales under the distributor agreement [**250] for
pur poses of



[*366] determning an arnl s-length consideration for the SunPac parts.

The record establishes that Lucas purchased finished parts frompetitioner to
use in its own CSD OEM unit production from time to time when it was having

production or capacity problens. Lucas paid the catalog price or a catalog-
equi valent price for all parts purchased from petitioner. The record further
shows that Teijin also purchased a nunmber of finished CSD parts from petitioner
for its own CSD production. CSD parts purchased from petitioner nmade up
approxi mately 20 percent of the content of Teijin's CSD units. Teijin also paid
petitioner the full catalog price, or equivalent thereof, for the CSD parts

purchased from petitioner in 1977 and 1978. Dr. Baunol did not propound these
sal es between petitioner and Lucas or petitioner and Teijin as conparable sales
to sales between petitioner and SunPac nor does the record contain nore than
this sketchy information regarding the Lucas/Teijin purchases. Therefore, we
are unable to sufficiently evaluate the simlarities and differences between
these transactions to deternm ne whether any adjustments to the prices paid by
Lucas or Teijin would [**251] be needed to reflect any differing property and
circunstances. See Edwards v. Conmm ssioner, supra. Consequently, we cannot use
the Lucas/Teijin purchases from petitioner as uncontrolled conparables to the

sal es between petitioner and SunPac. Thus, based on the available record, we
conclude that the conparable-uncontrolled-price nmethod of section 1.482-2(e€)
I ncone Tax Regs., is not applicable to the transactions involved in this case.

Nei ther party argues the applicability of the resale-price method in this
case nor does the record contain sufficient information upon which we could make
a determ nation under that nmethod. We, therefore, cannot analyze the resale-
price nethod here. W will now analyze the applicability of the cost-plus
met hod.

2. The Cost-Pl us Met hod

Under the cost-plus nethod, an arm s-length price is determned by adding to
the seller's cost of producing the property involved in the controlled sale the
gross profit percentage (expressed as a percentage of cost) earned on the



[*367] uncontrolled sale or sales of property nobst simlar to the
controlled sales in question. Sec. 1.482-2(e)(4)(i) and (iii), Inconme Tax Regs.
The [**252] cost of producing the property involved in the controlled sale, and
the costs which enter into the conputation of the gross profit percentage, nust
be conputed in a consistent manner in accordance with sound accounting practices
for allocating or apportioning costs, which neither favors nor burdens
controlled sales in conparison with uncontrolled sales. Sec. 1.482-2(e)(4)(ii),
I nconme Tax Regs.

Whenever possi bl e, gross profit percentages should be derived from
uncontroll ed sales made by the seller involved in the controlled sales, because
simlar characteristics are nore likely to be found anong sales by the sane
seller than among sales nade by other sellers. Sec. 1.482-2(e)(4)(iv), Incone
Tax Regs. Were the nost simlar sale or sales from which the appropriate gross
profit percentage is derived differ in any naterial respect fromthe controlled
sales (i.e., differences which have a definite and reasonably ascertainable
effect on price), the arms-length price nmust be adjusted to reflect the
differences to the extent the differences would warrant an adjustnent of price
in uncontrolled transactions. Sec. 1.482-2(e)(4)(v), lIncone Tax Regs.

Section 1.482-2(e)(4)(iii), Inconme Tax [ **253] Regs., designates the
followi ng characteristics as the nost inportant in determining the sinlarity of
the uncontroll ed sale or sales:

(a) The type of property involved in the sales. For exanple: machine tools,
men' s furnishings, small househol d appliances.

(b) The functions performed by the seller with respect to the property sold.
For exanple: contract manufacturing, product assenbly, selling activity,
processi ng, servicing, delivering.

(c) The effect of any intangible property used by the seller in connection
with the property sold. For exanple: patents, trademarks, trade nanes.

(d) The geographic market in which the functions are perforned by the seller.

In general, the simlarity to be sought relates to the probable effect upon the
margin of gross profit of any differences in such characteristics between the
uncontrol |l ed sales and the controlled sale. Thus, close physical simlarity of
the property involved in the sales conpared is not required under the cost plus
met hod since a lack of close physical sinmlarity is not necessarily indicative
of dissimlar profit margins. * * *



[*368] As a result of his analysis of SunPac and petitioner, M. Marek (the
IRS industry econom st) [ **254] concluded that SunPac functioned as a
subcontractor in its relationship with petitioner. M. Marek then sought
conpar abl e conpanies to determne the appropriate gross profit percentage to
apply to SunPac's cost of producing the SunPac parts. He located four publicly
hel d subcontractors that fabricate precision nmachined parts for jet engine
manuf acturers which he felt were acceptable conparables (hereinafter sometines
referred to as the conparable firmns).

For purposes of conputing the section 482 adjustnent under the cost-plus
met hod, relying on information provided by M. Mirek regarding the conparable
firms, Agent Pierson allowed SunPac a gross profit nmargin of 28 percent
(equivalent to a markup of cost plus 38 percent). He did not increase SunPac's
cost base by any anmpbunt to reflect location savings attributable to SunPac's
manuf acturing its products in Singapore rather than in the United States.

Respondent contends that, in arriving at his determ nation to use the cost-
plus method to reallocate incone to petitioner, Agent Pierson and M. Marek
properly rejected the conparabl e-uncontrolled-price nethod because, anong ot her
things, the rights transferred, products involved, and [**255] ci rcunst ances
which were the subject of petitioner's other |licenses and agreenents were too
dissimlar to the petitioner-SunPac transactions. Respondent further contends
that M. Marek found the resale price nethod inapplicable because there was no
avail abl e information regarding conparable sales. Respondent argues that M.
Mar ek conducted an exhaustive review of similar business enterprises in nmaking
his choice of the conparable conpanies and respondent's agents reviewed the
busi ness practice of operations in the aviation conponent industry together with

petitioner's own procedures in arriving at their conclusion. Mor eover,
respondent contends, the record contains information revealing the gross margin
per cent age. Therefore, respondent argues, petitioner has not proved that

respondent's determination is arbitrary, capricious, or unreasonable and
respondent's section 482 deternination nmust be sustained.



[*369] As discussed above, petitioner advocates use of the conparable-

uncontrol | ed-price nethod. Petitioner further does not agree wth the
cal cul ation of respondent's adjustnment under the cost-plus nmethod. Petitioner
contends that SunPac realized location savings from operating [**256] in

Si ngapore whi ch, since SunPac enjoyed a nonopolistic position in relation to CSD
spare parts, SunPac would not have passed on to its custonmers. Thus, petitioner
argues, as an economc matter, the location savings nust be allocated solely to

SunPac. Petitioner argues further that the record clearly denonstrates that
both the form and the substance of the relationship between petitioner and
SunPac was not contractor/subcontractor, but licensor/licensee. W agree with

petitioner.

Agent Pierson did not nake an i ndependent analysis of |ocation savings. As he

explained it: "So just without getting into severe details, | nade a judgnent
there were no significant |labor or |ocation savings. | would have gladly gone
into it in great depth had | been given the information.” W are unwilling to

accept Agent Pierson's "eyeballing"” nethodol ogy as sufficient proof that SunPac
enj oyed no | ocati on savi ngs.

Dr. Lynk, respondent's economic expert, also opined that SunPac had
relatively higher manufacturing costs than did non-SunPac sources, which
suggested to him that there were no significant cost savings from SunPac's

operating in Singapore. In arriving at his determ nation, Dr. Lynk conpared
[ **257] petitioner's operations at |ong-established CSD facilities to the
fledgling SunPac facility. We previously concluded that the appropriate

conparison for location savings, at |east wunder the wunusual circunstances
involved in this case, should be between SunPac and a conparable facility with
sim |l ar operational experiences (i.e., a simlar, new CSD facility). Therefore,
Dr. Lynk's conparison of costs for producing CSD parts between SunPac and
petitioner's then-existing CSD facilities is not deternminative of |ocation
savings from operating in Singapore.

Petitioner introduced expert testinony to establish that SunPac enjoyed a
substantial savings from locating its CSD facility in Singapore. Respondent
questions the accuracy of sonme of the figures propounded by Arthur Andersen but



[*370] suggests no alternative anpunts. W are satisfied from the record
here that SunPac enjoyed sone |ocation savings from operating in Singapore (we
are convinced that the substantially |lower Ilabor costs in Singapore would

elimnate the total dissavings from locating there). Since we find the cost-
plus nethod also inapplicable, see infra, the exact anobunt of net |[|ocation
savings is immterial. [ **258] Consequently we find it unnecessary and

unproductive to quantify here those | ocation savings.

We also discussed earlier why we disagree with respondent's position that
SunPac acted as a subcontractor for the production of CSD spare parts. Si nce
the conparabl e conpanies all acted as subcontractors to other prinme contractors,
we cannot conclude that the aerospace product sales of these conpanies are
sufficiently simlar to SunPac's sales to petitioner to derive the appropriate
gross profit percentage. Moreover, the record does not contain sufficient
information for wus to determne what differences in the wuncontrolled and
controlled sales warrant adjustnents to the arms-length price or whether the
costs of producing the property involved in the uncontrolled sales or the costs
which entered into the conputation of the gross profit percentage cal cul ated by
respondent were conmputed in a consistent nmanner as the costs of producing the
SunPac parts. (We note that, on questioning, M. Mirek was unable to reconcile
his conputations to the Forns 10-K for the conparable firns nor could we do so.)
Consequently, for purposes of applying the cost-plus method we decline to find
conparable the [**259] conpanies identified by M. Marek. The record fails to
provide other information from which we can determ ne independently a gross
profit percentage to be applied to the costs of producing the SunPac parts.
Therefore, we conclude that the cost-plus nethod is not applicable here.

3. The Four Methods Proposed by Dr. Lynk

Respondent argues in the alternative that, should we find his determ nation
contained in the notice of deficiency to be arbitrary or unreasonable, then the
evidence supports the reallocation of income between petitioner and SunPac
consistent with the expert testinmony of Dr. Lynk. Petitioner contends, on the
ot her hand, t hat not one of Dr. Lynk's



[*371] four nethods supports respondent's incone allocations. Petitioner

argues that Dr. Lynk's nethods are based on nmaterial factual errors
i ndefensible and discredited economic theories, unwarranted statistical
techniques, and illogical and unsupported factual assunptions, and are w thout

| egal support under the relevant regulations. W agree with petitioner

At the outset we would like to note that we found Dr. Lynk unresponsive,

evasi ve, and equivocal on exam nation; he was not a credible wtness. In
addi ti on, [ **260] Dr. Lynk's report totally ignores the arnis-length
agreenents between petitioner and its third-party licensees; it is result-
oriented and founded on questionable or erroneous assunptions. Therefore, we

give his opinion testinony little weight.

In his first nethod, Dr. Lynk conpares the margins that petitioner earned in
1977 and 1978 on the sale of CSD spare parts obtained from both SunPac and from

non- SunPac sources -- primarily parts manufactured by petitioner itself -- to
determ ne whether petitioner earned as nuch on the parts that it obtained from
SunPac as it earned on parts obtained from non-SunPac sources. This met hod

ignores the fact, as we have found, that for all practical purposes petitioner
operated at full capacity during the years in issue and dual sourced many CSD
parts produced by SunPac. Dr. Lynk hinself indicates in his report that these
two factors are exceptions to the general rule that a conpany will seek out the
cheapest source. Also, to the extent he conpares SunPac operations to unrel ated
manuf acturers, there is no evidence that the wunrelated manufacturers are
conparable to SunPac. To the extent Dr. Lynk conpares SunPac operations to
petitioner's operations, [**261] he conpares the inconparable -- i.e., a new
CSD facility to mature CSD facilities. We previously have found that, because
of the conplexity of manufacturing CSD parts and the resulting |long period
needed by the workers to master their production, it was inappropriate to
conpare the costs to produce CSD parts incurred by a new facility to the costs
incurred by an existing facility. Fut hernore, Dr. Lynk describes his first
method as having certain sinmlarities to the resale price nethod. See sec.
1.482-2(e)(3), Income Tax Regs. Recently, in Eli Lilly & Co. v. Conmi ssioner, 84
T.C at 1142- 1145, we



[*372] found that internal transactions of the reseller cannot be used to
deternmne the "appropriate nmark-up" for purposes of applying the resale price
met hod. We believe such use is equally inapplicable here. Consequently, we do
not agree with respondent that method one is an acceptable alternative nethod
for deriving an arm s-length price for the SunPac parts.

For his second nethod, a subset of nmethod one, Dr. Lynk identifies eight
parts petitioner purchased in 1978 in essentially finished formfrom both SunPac

and certain unrelated manufacturers. [**262] Dr. Lynk conpares the margins
petitioner earned on the eight parts purchased fromthe unrel ated manufacturers
to the margins petitioner earned on parts purchased from SunPac. Dr. Lynk

descri bes nethod two as essentially a conparabl e-uncontroll ed-sal es nethod. See
sec. 1.482-2(e)(2), Income Tax Regs. Dr. Lynk's report shows a 44.58-percent
difference in petitioner's average margins for these eight parts between the
parts purchased from SunPac (7.52 percent) and the parts purchased from the

third-party manufacturers (52.10 percent). At face value, this wi de disparity
strongly suggests to us that the transfer price for the SunPac parts was not an
arnm s-1ength consideration. Yet, wunbelievably, the record is devoid of any

information about these third-party manufacturers and the facts and
ci rcunstances surrounding petitioner's purchase of these eight parts fromthem
therefore, we cannot deternine from this record whether the unrelated third-
party manufacturers are conparable to SunPac. Consequently, we also reject
met hod two as an acceptabl e alternative nethod.

In the third method, Dr. Lynk conpares the nmanufacturing profit margins that
SunPac earned in 1977 and 1978 to the margins [**263] earned during the same
period by certain purportedly unrelated firms which he found were (or had a
di vision which was) conparable to SunPac. Dr. Lynk describes this nethod as
essentially a cost-plus study. See sec. 1.482-2(e)(4), Incone Tax Regs. The
record does not provide sufficient information for us to determ ne whether
product sales of the conpanies used by Dr. Lynk as conparables are sufficiently
simlar to SunPac's sales to petitioner to derive an appropriate gross profit
per cent age. Nor does the record contain sufficient information for us to



[*373] determ ne what differences in the SunPac parts sales and the sales
of these other conpanies warrant adjustnments to the arms-length price or
whet her the costs of producing the property involved in the uncontrolled sales
or the costs which entered into the conmputation of the gross profit percentage
cal culated by Dr. Lynk were conmputed in a manner consistent with the manner used
to calculate the costs of producing the SunPac parts. Therefore, we reject use
of Dr. Lynk's method three for determining an arm s-length price for the SunPac
parts.

As for his nethod four, Dr. Lynk conpares the rate of return on assets earned
by [**264] SunPac as calculated by Dr. Lynk to a "conpetitive" rate of return

as determned by Dr. Lynk. Dr. Lynk then exanines SunPac's financial
performance to estimate the percentage reduction in the transfer price that
woul d give SunPac a "nornal" rate of return on capital. Dr. Lynk describes this

met hod as an alternative fourth nethod. See sec. 1.482-2(e)(1)(iii), Income Tax
Regs. W do not agree, under the circunstances present here, that Dr. Lynk's
met hod four is an acceptable method for determining an arm s-length price for
SunPac parts. Met hod four starts with the prem se that SunPac's rate of return
i's unusually high. The only explanation Dr. Lynk considers for this seemngly
"high" rate of return is the transfer price for the SunPac parts. Dr. Lynk's
met hod four does not adjust SunPac's rate of return for the effect of |ocation
savings or the tax holidays granted SunPac by the Republic of Singapore. Dr.
Lynk al so does not adjust for the increased risk of operating in Singapore. W
are not satisfied, from this record, that Dr. Lynk's "normal" rate of return
approximtes in any way the proper rate of return for a company such as SunPac
or even that it is an acceptable criterion [**265] upon which to determ ne an
arns's-length price for SunPac parts. Thus, we decline to use it here in
determning the transfer price for SunPac parts.

Consequently, we cannot agree with respondent that any of Dr. Lynk's four
met hods supports his reallocation of incone between petitioner and SunPac.
Therefore, we nust |ook to another appropriate nmethod, or variations of such
met hods, for determining an arnm s-length consideration for the SunPac parts.
Sec. 1.482-2(e)(1)(iii), Income Tax Regs.



[*374] 4. The Court's Deternmination of the Arms-Length Consideration for
the SunPac Parts

Before we begin, we nust say that our attenpt to determine an appropriate
arm s-length price for the SunPac parts to a large extent has been stynied by
the poor state of the record in this case. W found the record to be one nore
of obfuscation than of englightennent. The conplexity of our task was
exacerbated by the contentiousness of the parties. They at times seenmed to be
ant agoni sts rat her than adversari es.

The problems with the record began even in the exam nation stage when

petitioner, for whatever ill-conceived reasons of its own, decided to stop
cooperating with respondent's agents, and [**266] thereafter refused to furnish
any additional information to the revenue agents. Petitioner, therefore, from

the beginning hanpered respondent's attenpts to determine the true taxable
income of the related parties. Considering the conplex nature of cases such as
this, petitioner thereby put respondent at an extrene di sadvant age.

After petitioner filed the petition, there followed a long and protracted
period during which both sides repeatedly sought our intervention on natters
which we believe the parties could have, and should have, resolved between

t hensel ves. Some of the difficulties the parties encountered during the
di scovery phase of the proceeding could have been avoi ded 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 tim which we have held was mnuch too late, see supra.) Petitioner
unnecessarily conplicated matters by seenmingly conplying with our infornal
di scovery directions and formal discovery orders strictly on ternms of what it
wanted to produce and not what respondent sought.

Consequently, we have | abored through over 2,000 pages of testinony, [**267]
hundreds of stipulations and exhibits, and nearly 2,000 proposed findings of
fact (npst 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. W regret to say, but feel we nust, that we found the
record i nundat ed with



[ *375] an inordinate anmpunt of useless information while other inportant
information is nowhere to be found. It is obvious to us that we were too
tolerant with the parties during the pretrial proceedings.

However, we nust determi ne the appropriate arm s-1ength consideration for the
SunPac parts on the record before us. Qur task was not easy but we have
shoul dered the yoke, and the parties now nust reap what they have sowed.

As we discussed above, some of the SunPac parts involved in this case were
unfini shed parts; some were used internally by petitioner; and some were resold

to airline customers or overhaul centers. Petitioner, however, enployed only
one nethod to value all of the SunPac parts (i.e., catalog price, less 15
percent).

After scrutinizing the record, we believe that, ideally, different pricing

met hods shoul d have been used to price [**268] the various categories of parts.
Unfinished parts could have been priced possibly using the cost-plus nmethod;
finished parts could have been priced separately under possibly the conparable-
uncontrol |l ed-price nethod or the resale price nethod depending on whether the
parts were to be sold to airline custoners and overhaul centers or used
internally by petitioner. O course, the appropriate nethod to use woul d depend
on the availability of information regarding conparable conpanies and what
adjustnments, if any, would be needed to determ ne a reasonable arm s-length
price.

The record does not <contain sufficient information for wus to make a
determ nation in the above manner nor is it likely that the necessary records
for this type of determination are even avail able. Nonetheless, we nust nake a
determ nation; therefore, we have nmade our own best estimte as to the
appropriate transfer price on the basis of the available record under the
princi pl es of Cohan v. Conm ssioner, 39 F.2d 540 (2d Cir. 1930).

We hold that for 1977 and 1978 the arms-length consideration for SunPac
parts is the applicable catalog price, less a discount of 20 percent. I'n
arriving [**269] at this discount rate we have relied heavily on certain sales
and/ or distribution agreenents petitioner had with unrelated third parties and
on certain representations petitioner made to the U S. Custons Service.



[*376] We believe that under the circunstances here, as revealed in this
record, petitioner's catalog prices for spare parts are the appropriate starting
point for establishing an arnml s-length consideration for the SunPac parts. The
record shows that generally petitioner sold its CSD spare parts to all unrel ated
purchasers, including its licensees Lucas and Teijin, at the catalog price,
wi t hout ey discount. However, petitioner did have sone history of granting
di scounts for sone of its aerospace products.

For exanple, on several occasions, petitioner entered into distribution
agreements with various firnms relating to the distribution by these firns of
certain aerospace products manufactured by petitioner. Petitioner paid these
firms comm ssions, or gave them discounts, ranging from5 percent (M kuni, Pesco
Products) to 20 percent (Avio-Diepen, spare parts for Pesco Products; Standard
Aircraft, spare parts for Pesco Products; and Hawker De Havilland, spare parts
for [**270] Pesco Products).

Mor eover, in 1978, SABENA agreed to distribute CSD spare parts for SunPac and
petitioner for a conmi ssion ranging from 10 to 4 percent, depending on vol ume of
sal es. SABENA agreed to pay SunPac (or petitioner, as appropriate) the current
catalog price for the spare parts. SABENA, however, as one of petitioner's ten
| argest custoners, could be expected to use many of these spare parts itself,
thereby, in effect, receiving a discount from the catalog price on its own
acqui sitions.

Furthernore, since petitioner had to resell the SunPac parts at the catal og
price to its own customers, the spare parts list prices establish the outernopst
boundary for the prices petitioner would be willing to pay an unrelated third
party. We believe that petitioner would demand a discount rate fromthe catal og
price froman unrelated third party which would allow petitioner to recover its
costs and give it a reasonable profit.

In early 1976 petitioner represented to the U S Custons Service that
petitioner estimated its costs to act as a distributor of the SunPac parts woul d
range between 9.5 percent and 13.5 percent of the catalog prices. Thi s
determination does not take into account [**271] internal use of the SunPac
parts, t he costs of defective or unfini shed parts, or



[*377] the cost of inspecting the parts until SunPac received its FAA PMA
certification.

Petitioner contends that there would be no effect on profitability whether
the parts are used internally or sold as spare parts. This argunent may be
correct if SunPac and petitioner are treated as one entity; however, we are not
convinced that under a separate entity approach, which is appropriate here, the
results would be the sane.

We believe that, had petitioner purchased the SunPac parts from an unrel ated
third party, it would have taken into account the use to which the parts would
be pl aced. We also believe that petitioner would have taken into account the
extent of any additional work needed on the parts, including inspecting and
further processing.

Petitioner also made representations to U S. Custonms regarding direct and
indirect experience wth other distributors of aircraft/aircraft engine
conponent parts indicating discounts off catalog ranging from 50 percent to 10

percent. The common discount rate for these distributors appears to be 20
percent.
Petitioner's management enployees who testified at [**272] the trial

regarding the transfer price issue inpressed us as astute businessnen. Around
the time that these nmen arrived at the 15-percent discount rate for SunPac
parts, they estinated petitioner's costs to distribute the parts to be between

9.5 percent and 13.5 percent. In February 1977, petitioner examned its costs
to distribute parts as spare parts only. Petitioner concluded then that there
was no need to change its pricing system for SunPac parts. Therefore, we

believe that, had SunPac been an unrelated manufacturer, petitioner would not
have accepted a discount rate of less than 15 percent for the finished parts it
woul d resell.

At this tinme, however, petitioner anticipated it would use approxinmtely 50

percent of the SunPac parts internally. It also knew that sonme of the parts
woul d be unfinished. Oher distributors of aerospace parts conmmonly received a
discount off <catalog of at Ileast 20 percent. Those aerospace products
presumably were finished parts only. In 1976, when petitioner and SunPac

entered into the distributor agreement, SunPac did not have its own FCC PMA
certification.



[*378] Therefore, it had no prospect of selling the SunPac parts directly
to airline [**273] customers or overhaul centers in the near future.
Consequently, considering these circunstances, we believe that, had SunPac been
unrelated to petitioner, petitioner would have demanded, and SunPac woul d have
agreed to give, a discount at |east equal to the 20-percent discount petitioner
gave to Standard Aircraft and Avio-Diepen for finished Pesco spare parts.
Consequently, we find that a discount rate of 20 percent is appropriate here.

W also believe, and petitioner now concedes, see our findings of fact,
supra, that in an arnmlis-length transaction, petitioner would have charged SunPac
the cost of conpleting unfinished and reworked parts and woul d have charged back
the cost of the rejected parts. W find that these costs also nust be all ocated
to petitioner as part of the section 482 transfer price adjustnent.

We now turn to the royalty incone issue.

C. Royalty Incone Determ nation

On July 15, 1975, petitioner and SunPac entered into the SunPac |icense
agreenent under which petitioner gave SunPac the exclusive right and license to
use petitioner's industrial property rights for the manufacture of products in
Si ngapore; the nonexclusive right and license to sell the products [**274] in
any country of the world; the nonexclusive right to use the products, including
the right for SunPac's custoners to use the products in any country of the
world; the right for SunPac to subcontract in Singapore to third parties the
partial manufacture of the products; and the authorization for SunPac's use of
petitioner's trademarks which petitioner normally used in the sale of simlar
products. Petitioner also agreed to furnish copies of existing industrial
property rights used by petitioner in the manufacture of the products and to
give SunPac reasonable technical assistance for the startup of SunPac's
manuf acture of the products.

I n exchange, under the SunPac |icense agreenment as originally enacted, SunPac
agreed to pay to petitioner in consideration of petitioner's industrial property
rights licensed to SunPac as well as all assistance rendered to SunPac a royalty
fee of 2 per cent of t he net selling price of



[*379] each product manufactured and sold by SunPac. SunPac agreed to pay

this 2percent royalty fee until the cumulative total of royalties paid was
equal to the original costs of petitioner's devel opment design and engi neering
of the industrial property rights plus [**275] the cost of all assistance

rendered to SunPac by petitioner

According to the SunPac |icense agreenent, the parties intended that the
original cost of developnent design, engineering, and petitioner's assistance
costs would be |iquidated by the 2-percent royalty paynents within 8 years. The

SunPac |icense agreenent further provided that the parties would amend the
SunPac |icense agreenent to increase the royalty fee, or if necessary the term
of the SunPac license agreenent, if it appeared that the 2-percent royalty fee
would not be sufficient within that tinme to equal the cost of devel opnent
desi gn, engineering, and assistance costs. Nonet hel ess, SunPac agreed to pay
petitioner at the end of the 8 years the full wunliquidated balance of the

appl i cabl e devel opnent desi gn, engineering, and assistance costs not |iquidated
already by the royalty fee obligations. SunPac al so agreed to pay petitioner $
1,000 within 12 nonths after the date of the SunPac |icense agreenent in
consideration of the right to use petitioner's trademark

On May 1, 1979, SunPac and petitioner amended the SunPac |icense agreenent
whereby, in addition to the 2-percent royalty paynent which was to continue for
the [**276] life of the SunPac |icense agreenent, SunPac agreed to pay
petitioner for each product sold on or after July 1, 1977, a fee of 1.1 percent
of the net selling price to reinmburse petitioner for any technical assistance
rendered to SunPac outside of Singapore, and a fee of 1.9 percent of the net
selling price to reinburse petitioner for any technical assistance rendered to
SunPac in Singapore. Both the 1.1-percent and the 1.9-percent fees would cease
once the applicable assistance costs were paid in full. SunPac further agreed
to adjust the applicable percentage rate if it appeared the assistance costs
woul d not be repaid in full within 8 years. Nonet hel ess, SunPac agreed to pay
in full any remaining unrei mbursed assistance costs at the end of 8 years.



[ *380] On exami nation, respondent deternmined that for the years in issue
SunPac was functionally equivalent to a subcontractor and, therefore, need not
conpensate petitioner with royalty payments. I nstead, respondent determ ned
that petitioner should be conpensated totally through the interconpany pricing
of SunPac's output. In the notice of deficiency respondent, therefore,
decreased petitioner's income by the amunt of the royalty [**277] f ees
petitioner included in income from SunPac for 1977 and 1978.

We determined earlier that respondent abused his discretion by treating
SunPac as a subcontractor of petitioner and that the transfer price and royalty
i ssues nust be exam ned separately. W nust now, therefore, determine an arni s-
length consideration for the intangible property SunPac acquired from
petitioner.

Section 1.482-2(d), Incone Tax Regs., provides a framework for determ ning an
arm s-length consideration for the transfer, sale, assignment, |oan, or other
use of intangible property or an interest therein between related entities.
"Arm s-1ength consideration" is specifically defined as "the anpunt that would
have been paid by an unrelated party for the sane intangi ble property under the
same circunstances." Sec. 1.482-2(d)(2)(ii), Incone Tax Regs. The best
i ndi cations of such arms-length consideration is the ampunt actually paid by
unrel ated parties for the same or simlar intangible property under the sane or
simlar circunstances. Sec. 1.482-2(d)(2)(ii), Incone Tax Regs.

Intangible property is defined to include patents, inventions, fornmnulas,
processes, designs, patterns, trademarks, trade nanmes, |icenses, [**278]
met hods, progranms, systens, procedures, custonmer |ists, and technical data.
Sec. 1.482-2(d)(3)(ii)(a), (c), (d), (e), Inconme Tax Regs. W, therefore, wil
apply section 1.482-2(d), Incone Tax Regs., in determning an arnls-length

consideration for the intangible property SunPac received under the SunPac
| i cense agreenent.

At trial, primarily through the expert testinony of Dr. Lynk, respondent
focused solely upon establishing a transfer price for the SunPac parts.
Respondent states on brief, however, that Dr. Lynk's conclusions would not be
altered if his focus were shifted to a royalty. Since we have found none of Dr.
Lynk' s f our met hods accept abl e, however, t hey



[ *381] do not help us determine an arnls-length consideration for the
property invol ved here.

Petitioner argues that certain of its third-party licensing agreenents are
conparable transactions to the SunPac |icense agreenent. According to
petitioner, at the time it entered into the SunPac |icense agreement wth
SunPac, the CSD industry recognized a 6.5-percent royalty as the "standard of
the airways,” the "going rate,” and the market price for rights broader than
those transferred to SunPac. Petitioner clains, noreover, [**279] that, in
fact, it traded away to Lucas and Teijin in exchange for 2-percent and 3-percent
royalties, respectively, the exact rights granted to SunPac (worldw de spare
parts licenses) for a 2-percent royalty.

According to petitioner, viewed objectively, these arm s-length transactions
strongly suggest that a 2-percent royalty is the standard against which
petitioner's transactions wth SunPac nust be judged. Petitioner contends
further that its interconpany transactions withstand the rigors of arm s-length
scrutiny even when tested, as suggested by Dr. Baunobl, against the 8.5-percent
Concorde royalty -- a royalty for rights broader than those granted to SunPac
and higher than the established 6.5-percent market price for CSD technol ogy.
Thus, petitioner argues, there can be no doubt regarding the arm s-1ength nature
of petitioner's relationship with SunPac.

Respondent argues, on the other hand, that a review of the facts and
circunmstances surrounding the petitioner's licensees in Geat Britain, Japan,

Ger many, Israel, and the Soviet Union <clearly denonstrates that these
arrangements did not contain or reflect "physical property and circunstances”
identical to the SunPac |icense agreenent. [ **280] Di fferences noted by
respondent are as foll ows:

(1) Under the SunPac |icense agreement, petitioner conveyed to SunPac the
right to manufacture selected CSD parts (limted to the nanufacture of spare
parts only) for comercial aircraft usage. Under the third-party |icense

arrangenents, however, petitioner granted to the third-party |icensees technical
data respecting engineering design, manufacture, assenbly, testing, inspection,
and servicing of CSD units for aircraft, guided mssiles, and other aviation
product s.



[*382] (2) Under the SunPac license agreenent, petitioner gave SunPac a

nonexclusive right to sell and use the SunPac parts worl dw de. Petitioner's
agreenents with Lucas, Teijin, Sienens, |Al, and Licensintorg, however, all
contained very specific limtations as to the CSD nmodels licensed and the

territory of sales.

(3) The cost of all the technical assistance provided by petitioner to SunPac
was to be recovered as a part of the "royalty" payments under the SunPac |icense
agreenent. Petitioner's agreements with third-party |icensees required the
| icensee to bear the costs of technical assistance.

(4) Payments under the SunPac |icense agreenent were to cease after [**281]
8 years. Under the third-party |icense arrangenents, petitioner comonly
required the licensees to pay a substantial [unp-sum paynent in addition to
royalty paynents on the sale of CSD s beyond the initial startup fee.

According to respondent, petitioner and its third-party |icensees were
dealing with entirely different property rights under the third-party |icensing
arrangenments than were petitioner and SunPac. Thus, respondent argues, the
purpose of the royalty payments under the third-party licenses was to obtain a
return to petitioner for the use of its technology, not a reinbursenent or
chargeback for technical assistance or other costs rendered by petitioner as in
the arrangenent with SunPac.

Respondent argues further that the circunstances surrounding the transfer of
petitioner's technology to third-party |licensees was totally inconparable to the

SunPac |icense agreenment. According to respondent, the negotiations between
petitioner and a prospective licensee were initiated generally by the
requirement of a licensee to manufacture aircraft conponents for mlitary
pur poses while SunPac parts were to be sold only in commercial prograns.
Respondent contends further that, in the [**282] third-party Ilicense
arrangenents, petitioner bargained in respect to markets which it otherw se
could not or was not willing to supply. SunPac, on the other hand, was to

manuf acture piece parts for petitioner's custonmers who, during the early 1970s,
were part of petitioner's world market and an established part of petitioner's
profit base. Theref ore, respondent



[ *383] argues, petitioner was virtually giving away a nmarket which it had
wor ked to acquire through nearly 30 years of engineering comrtnent and effort.

Petitioner contends that the regulations unanbiguously provide that the
uncontrolled transfers for purposes of section 1.482-2(d), Incone Tax Regs.,
need not involve identical property and circunstances -- they need involve only
simlar property and simlar circunstances. Relying on United States Steel
Corp. v. Comm ssioner, 617 F.2d 942, 951 (2d Cir. 1980), revg. a Menorandum
Opinion of this Court, petitioner argues that the standard is one of
reasonabl eness: that the regulations require only a "sufficiently simlar"
uncontrolled transfer. Although the United States Steel case involved services
(transportation of iron ore) provided [**283] by a foreign subsidiary to United
States Steel and, hence, the regulation involved was section 1.482-2(b), |ncone
Tax Regs., we agree with petitioner as to the standard to be applied. |In fact,
section 1.482-2(d)(2)(iii), Income Tax Regs., specifically provides that the
conparable transaction need be only a "sufficiently simlar transaction
involving an unrelated party." See Ciba-Geigy Corp. v. Commissioner, 85 T.C. 172
(1985). Unfortunately, the regulations do not identify criteria upon which to
determ ne whether one transaction is "sufficiently simlar" to another.

We, therefore, nust determ ne under the facts and circunstances reveal ed here
whether the record contains a transaction involving an wunrelated party
sufficiently simlar to the SunPac |icense agreenent. Petitioner first proposes
the sunset royalty provisions in the Lucas 1970 general license or the Teijin
license as such a transaction

1. The Sunset Royalty Provisions in the Lucas 1970 General License or the
Teijin License

According to petitioner, at the time that the 2percent royalty rate was
derived, the experienced operations personnel who deternined that rate had
concl uded that [**284] petitioner's licenses which utilized the standard 6.5-
percent rate were the nobst conparable unrelated |icenses. They concluded,
however, that an interconpany royalty of 2 percent was justified because the
standard 6.5-percent rate represented conpensation to petitioner for (a)
transferring a



[ *384] greater bundle of technology and market rights and (b) bearing a
greater risk of the licensee's potential conpetition. Furthernore, the 2-
percent sunset royalty provision in the 1970 general license denopnstrated that a
royalty rate less than 6.5 percent was justified for the transfer of static
technology even if the |l|icensee received worldwide market rights to such
t echnol ogy.

Respondent argues that petitioner fails to consider the background of the 2-
percent sunset provision in interpreting petitioner's agreements with Lucas.
According to respondent, the 2-percent sunset royalty provision, in part, was a
realization by petitioner that Lucas nust be permtted to supply follow-on
products to CSD units it manufactured, which predom nantly were nodifications
of, not exact replicas of, petitioner's CSD nodels. Respondent contends further
that through a "side letter" agreement, petitioner [**285] effectively negated
70 percent of the sales which night otherwi se cone under the sunset royalty
provi sion of the 1970 general |icense.

Respondent also argues that the sunset royalty provision was extrenely
limted since, to invoke the provision, Lucas had to give notice at |east 5
years before expiration of the |icense arrangenment; it was inapplicable if Lucas
breached the licensing agreenent; and there is no evidence that Lucas could have
developed a petitioner CSD or the associated parts absent the use of
petitioner's patented technical information. Respondent argues further that the
SunPac |icense agreenent did not involve static technology and the evidence
establ i shes that CSD wunits or their associated spare parts are not
i nt erchangeabl e (and, thus, a Lucas-produced part, even one utilizing petitioner
technol ogy, could not be placed in a petitioner-produced CSD unit).

Petitioner contends that the sunset royalty provision applies to all CSD
technol ogy extended to Lucas and Teijin since petitioner's CSD was not patented.
According to petitioner, the sunset royalty provision allowed petitioner's
| icensees, who had conplete access under the in-bed licenses n63 to all of
petitioner's [**286] CSD technol ogy, including both units and parts, for al
progr ans past, pr esent and future,



[*385] to conpete with petitioner on all prograns anywhere in the world for
both units and parts, for both new and old prograns. SunPac, in contrast,
received the right to conpete worldwide on a limted nunber of prograns with
respect to a limted nunber of parts.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n63 Petitioner uses the term "in-bed license" to refer to a |license covering
the whole hydraulic CSD technique both at the time of licensing and as it
evolves in the future.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Even petitioner's own expert does not advance the 2 percent sunset royalty
provision as sufficiently simlar to the SunPac |icense agreenent. Nor do we
accept either the Lucas sunset royalty provision or the Teijin sunset royalty
provision as sufficiently simlar in property or circunstances to the SunPac
i cense agreenent.

The sunset royalty provision in Lucas' 1970 general |icense gave Lucas the
nonexclusive right to use worldwide all wunpatented technical information and
data supplied by petitioner [**287] during the term of the |icensing agreenent
for a royalty of 2 percent for 15 years following the ternination by notice of
the 1970 general license. Upon termnation of the Teijin license for reasons
other than default or breach by Teijin, Teijin had the right to use any of
petitioner's unpatented technology pertaining to CSD s transferred under the
Teijin license in exchange for paynent for 10 years of a royalty of 3 percent of
the net selling price. The SunPac |icense agreenent, however, anong other
things, gives SunPac the exclusive right to use all manufacturing infornmation,
desi gns, engineering draw ngs, specifications, and patents owned or controlled
by petitioner for the manufacture in Singapore of SunPac parts and the
nonexcl usive right to sell and use the SunPac parts throughout the world. Under
the SunPac |icense agreenment, SunPac has continuous access to any inprovenents
in the manufacturing process. Thus, the sunset royalty provisions apply to
unpatented technology already in the licensee's possession at the time the
license ends while the SunPac |icense agreenent applies to a broader range of
property including patents and future technol ogy and know- how.

Petitioner [**288] argues on brief that its CSD was not patented; the
record, however, shows that petitioner held sone patents relating to the
manufacturing process for CSD s. Petitioner has introduced no evidence to
establish that those patents were valueless at the tine the parties entered into
t he applicable i censing agreenents. Ther ef or e, we are



[ *386] not convinced that petitioner would not have required unrel ated
third parties to conpensate it for use of these patents.

Mor eover, petitioner itself acknow edges that "the real value of a license
for [petitioner's] CSD technology lay not in static technology, albeit conplete,
frozen in tinme, but rather in the continuing design and devel opnent rights
provi ded under the In-Bed licenses.” Manufacturing know how, obviously, is an
i nvaluable intangible in the mnufacture of CSD parts. The SunPac |icense
agreenent gives SunPac continuing access to inprovenents in the manufacturing
process; the sunset royalty provisions do not. W are convinced that petitioner
woul d not sell cheaply to an unrelated third party the right to this intangible
property.

Furthernore, we are convinced that the Lucas or Teijin sunset royalty
provisions do not include any [**289] conpensation for the narketing
i ntangi bles which are included in the SunPac |icense transaction. When an
airline conpany purchases an airplane, the CSD is supplier-furnished equi pnent;
therefore, the airline has no choice in the selection of the CSD. An airline
would have to nodify the entire engine to change the selection of the CSD, a
costly undertaking. Thus, once an airframe nmanufacturer selects petitioner's
CSD unit for an aircraft, petitioner is virtually assured of the spare unit and
spare parts market for the |ife of the airframe program often for as |long as 20
years. Under the sunset royalty provisions, Lucas and Teijin could be expected
to sell CSD spare units and spare parts to the custoners they devel oped through
their own marketing efforts. Under the SunPac |icense agreement, petitioner
gives SunPac the right to manufacture and sell spare parts for CSD units
manuf actured and sold by petitioner. Thus, in the SunPac |icense agreenment, in
essence, petitioner gave SunPac a portion of the spare parts market which for
all intents and purposes al ready bel onged exclusively to petitioner. W are not
convinced that Lucas or Teijin would have succeeded in penetrating this [**290]
market had they elected to operate under the applicable sunset royalty
provi sion. We are convinced, however, that petitioner would have required an
unrelated third party to conpensate it dearly for this marketing intangible.



[ *387] Therefore, we cannot agree with petitioner that the sunset royalty
provision relates to the same or simlar intangible property under the sanme or
simlar circunstances as the SunPac |icense agreenent. W find that neither the
Lucas nor the Teijin sunset royalty provision is sufficiently sinmlar to the
SunPac |icense agreenent and, thus, we refuse to rely on either provision as
evidence of an arms-length consideration for the intangibles licensed to
SunPac.

Since we find the sunset royalty provisions inconparable to the SunPac
| i cense agreenent, we need not address respondent's other argunents relating to
the differences between the two |icensing arrangenents.

Petitioner next proposes the 1970 Concorde license as a sufficiently simlar
transaction to the SunPac |icense agreenent.

2. The 1970 Concorde License Royalty

Dr. Baumpl found the 1970 Concorde license to be an independent unrel ated
transaction agai nst which to evaluate the arm s-length dealings [**291] between
SunPac and petitioner relating to the royalty fee arrangenent. According to Dr.
Baunmol , the Concorde license relates to broader rights than those extended to
SunPac since the SunPac |icense agreenent gave SunPac the technology to
manufacture only a limted nunber of specific parts while the 1970 Concorde
| icense gave Lucas the conplete technology to nmanufacture parts and units.
Neverthel ess, Dr. Baumpl concluded that the terns of the 1970 Concorde |icense
indicate that a royalty of 8.5 percent of all sales represents an arm s-length
payment for the wuse of technology and related intangible property under
circunstances, in ternms of property, rights, market, and timng, very closely
anal ogous to the SunPac |icense agreenent. Dr. Baunol does not explain further
why he considers the property, rights, market, or timng sufficiently simlar to
the SunPac |icense agreenent.

Respondent naturally does not agree with Dr. Baunol that this Lucas |icense
provi des a conparable, uncontrolled transaction against which to nmeasure the
SunPac |icense agreenment. According to respondent, Dr. Baunobl did not consider
the inpact <created by Governnent involvenment in the Lucas contracting
arrangenent s [**292] and t he interrelationship



[ *388] of "side letter"/other agreenents in evaluating the conpensation
stated in the Lucas licenses and, further, he overlooked the significantly
greater risks Lucas faced in establishing a facility/mnufacturing conmm tnment
and producing and marketing a CSD unit, which were required before Lucas could
sell spare parts under its |licenses conpared to the risks SunPac assumed. Wth

due deference to Dr. Baumpbl, whom we found to be highly qualified and
i npressive, we agree with respondent, but not necessarily for the same reasons,
that the 8.5-percent royalty rate provision in the 1970 Concorde |icense

agreenent was not granted under circunstances, nor does it involve property,
sufficiently simlar to the SunPac |icense agreenent.

The 1970 Concorde license generally gives Lucas the right to manufacture in
the United Kingdom Concorde CSD CEM units, spare units, and spare parts and to
sell those OEM units, spare units, and/or spare parts throughout the world. In
addition, it generally gives Auxilec, Lucas' French sublicensee, the right to
manuf act ure Concorde CSD parts in France and to sell them throughout the world.

Petitioner and Lucas entered into the 1970 [**293] Concorde license nerely
to formalize their existing relationship follow ng Lucas' acquisition of English
Electric's CSD line of business. See supra note 24. The 1970 Concorde |license

basically incorporates the provisions of the 1966 general |I|icense as they
applied to the Concorde aircraft. Those 1966 general |icense provisions
fundamental ly incorporated the provisions of the 1964 anendnent to the 1953
general license, also as they applied to the Concorde aircraft. The royalty rate
for the Concorde CSD stated in the 1964 anendnment to the 1953 general license is
the sanme rate as contained in the 1970 Concorde |I|icense. Consequently, the
circumstances surrounding the 1964 anmendnent to the 1953 general |icense also

are relevant circunmstances to which we nust conpare the circunstances
surrounding the execution of the SunPac |icense agreenment. See R T. French Co
v. Commi ssioner, 60 T.C. 836 (1973).

When originally adopted in 1964, the Concorde was just being proposed. Since
the noney for the Concorde program was to come jointly fromthe Governnents of
France and Great Britain, those countries insisted on coproduction of



[ *389] nost of the parts [**294] of the aircraft, including the CSD, by
French and British manufacturers. Petitioner, as an Anerican manufacturer, was
virtually precluded at the inception from the conpetition for the Concorde CSD
contract. See supra note 25. Petitioner and Lucas anmended the 1953 genera
license to provide for the sublicense of petitioner's CSD technology to a French
conpany so that Lucas could get the Concorde contract. Around this same tine,
petitioner developed its AG CSD. Petitioner wanted Lucas, its |licensee, to get
the Concorde contract using petitioner's new AGD CSD. Petitioner, therefore
provi ded substantial technical and marketing assistance to help Lucas convince
the Concorde airframe nmanufacturer of the viability of the AGD CSD and get the
Concorde contract. Thus, when Lucas and petitioner initially entered into the
l'i censing agreenment for the Concorde CSD, conparatively new technology for a new
type of aircraft was at stake n64 in a potential narket where petitioner could
not even conpete.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n64 The record does not show when the Concorde was first flown. The 1966
general |icense, however, continues to describe it as "a supersonic transport

bei ng proposed for manufacture."

- - ----- - -- - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **295]

The SunPac |icense agreement, on the other hand, involves spare parts for
mature, conmercial aircraft prograns. Under the SunPac |icense agreenent,
petitioner gives SunPac the right to sell spare parts for OEM units or spare
units previously manufactured by petitioner. Petitioner, thus, is giving SunPac
a part of its own market. Furthernore, the risks which SunPac woul d have been
expected to face were substantially |lower than the risks which Lucas woul d have

been expected to face at the time each of them entered into the respective
| i censi ng agreenents.

Petitioner raises the specter of grave risks to its CSD from the VSCF
technol ogy. The record, however, does not support this threat, at |east as far
as the parts which SunPac woul d produce. W are not convinced that, at the tine

petitioner and SunPac entered into the SunPac |icense agreenment, the VSCF
technology was so far advanced as to be a serious threat to petitioner's CSD
market in the imediate future. Nor do we believe that a commercial airline

woul d have retrofitted its existing airplanes to change fromthe CSD to the VSCF
had t he VSCF t echnol ogy becone readily avail abl e.



[ *390] SunPac, therefore, was assured of a [**296] mar ket for its
production for a long tine to come. Thus, SunPac, unlike Lucas, entered into a
virtually risk-free narket. Moreover, given the nature of the CSD spare parts
mar ket, petitioner and SunPac could expect to exert little effort or expense in
mar keting SunPac's production, unlike the conpetition faced by Lucas for the
Concorde CSD contract.

In addition, the CSD is a highly technical, conplex nmechanism Lucas was an
experienced manufacturer of aerospace products, including the CSD, at the tine
it entered into the 1964 anmendnent to the 1953 general license. Therefore,
al t hough Lucas undoubtedly required sonme technical assistance from petitioner to
mast er production of the AGD CSD, we do not believe that this assistance cane
close to the amunt of technical assistance petitioner expected SunPac, a
totally inexperienced manufacturer of precision aerospace parts, to require at
the tine it entered into the SunPac |icense agreenent.

For the above reasons, we find that the 1970 Concorde license also is not a
"sufficiently simlar transaction” to the SunPac |icense agreenent. Therefore
we refuse to rely on it as evidence of an arm s-length consideration for the
i ntangi bl es involved [**297] here.

3. The 6.5-Percent Royalty as a Standard

Petitioner further argues that its in-bed |icenses establish the "standard of
the airways" and the "going rate" for CSD technology at 6.5 percent. According
to petitioner, the in-bed licenses provide Lucas and Teijin with conpl ete access
to petitioner's CSD technology, including continuing design and devel opnent
rights. The in-bed licenses enconpass the technology granted to SunPac as well
as the conplete remainder of petitioner's CSD technol ogy. Therefore, petitioner
argues, the in-bed licenses involve the transfer of at |east the same intangible
property transferred to SunPac. Petitioner contends that, while differences
exi st between the in-bed licenses and the SunPac license agreenent, the in-bed
licenses are sufficiently simlar to be used reasonably to establish the armi s-
length royalty wunder the SunPac |icense agreenent. Respondent disagrees.
Respondent ar gues i nst ead t hat an exam nation of t he engi neering



[*391] comm tnment associated with the transfer of technol ogy, the degree
and amount of technical assistance, the sales territory, the transfer of piece
parts as opposed to CSD units, and the conpensation provisions [**298] reveals
that the in-bed licenses and the SunPac license agreenment involved entirely
different property rights. Respondent also contends that the circunstances
surrounding the transfer of petitioner's technology to third-party |icensees
were totally inconparable to the SunPac |icense agreenent. W agree with
respondent that the in-bed licenses are not sufficiently simlar to the SunPac
| i cense agreenent, although not necessarily for all of the reasons propounded by
respondent.

The SunPac |icense agreenment was unique in that, as far as we could tell, it
was the first and only time in which petitioner gave another entity the right to
manuf acture and sell conmercial CSD spare parts only. G ven the nature of the
spare parts CSD market, see supra, SunPac, therefore, unlike the third-party
licensees, could expect to encounter virtually no conpetition for its
producti on. The SunPac |icense agreenent also was the first and only tine in
which petitioner gave another entity the right to sell spare parts to
petitioner's own customers. Petitioner, thus, transferred invaluable nmarketing
intangi bles to SunPac which it did not transfer to its third-party |icensees.
The third-party licensees [**299] had to develop their own markets for the CSD
units they produced. Hence, the third-party |icensees could be expected to face
nmore risks than SunPac.

In addition, under the in-bed licenses, petitioner received free access to
any inventions, inprovenents, or nodifications the third-party |icensees made to
petitioner's CSD s. A continuous stream of know how, therefore, could be
expected to pass between petitioner and its third-party |icensees. Petitioner,
on the other hand, could expect to receive little exchange of technica
information from SunPac, which was granted the rights to parts for nature
progranms only. Consequently, we are convinced that the property and
circunstances relating to the in-bed licenses are not sufficiently sinmlar to
the property and circunstances relating to the SunPac |icense agreenent.



[*392] 4. The Court's Determination of the Arm s-Length Consideration for
the Intangible Property Acquired by SunPac

Having found neither the sunset royalty provisions, the 1970 Concorde
license, nor the in-bed licenses sufficiently simlar to the SunPac |icense
agreenment, we |look now to the relevant factors identified by section 1.482-
2(d)(2)(iii), Income Tax Regs. [**300]

That section lists the following factors as relevant in determning the
amount of an arm s-1ength consideration

(a) The prevailing rates in the sane industry or for sinmilar property,
(b) The offers of conpeting transferors or the bids of conpeting transferees,

(c) The terms of the transfer, including limtations on the geographic area
covered and the exclusive or nonexclusive character of any rights granted,

(d) The uni queness of the property and the period for which it is likely to
remai n uni que

(e) The degree and duration of protection afforded to the property under the
|l aws of the relevant countries,

(f) Value of services rendered by the transferor to the transferee in
connection with the transfer within the nmeaning of paragraph (b)(8) of this
secti on,

(g) Prospective profits to be realized or costs to be saved by the transferee
through its use or subsequent transfer of the property,

(h) The capital investnent and starting up expenses required of the
transferee,

(i) The next subdivision is (j),
(j) The availability of substitutes for the property transferred,

(k) The arms length rates and prices paid by unrelated parties where
[**301] the property is resold or sublicensed to such parties,

(I') The costs incurred by the transferor in devel oping the property, and

(m Any other fact or circunstance which unrelated parties would have been
likely to consider in determning the amount of an arm s length consideration
for the property.

[Sec. 1.482-2(d)(2)(iii), Income Tax Regs.]

The record confirms that, even before petitioner entered into the SunPac
i cense agreenment, petitioner had a history of licensing its CSD technology to
third parties for a fee. A nunber of these |icensing agreenents provided for a
6. 5-percent royalty rate; however, under special circunstances petitioner could,
and did, demand a different rate. One obvious exanple of this situation is the
1970 Concorde |icense.



[*393] For the reasons discussed above, we are convinced that the 6.5-
percent royalty rate does not establish a prevailing rate for the same industry
or for simlar property as the intangible property involved in the SunPac
|icense agreenment. Moreover, many of petitioner's third-party licensees paid
petitioner an initial lunmp-sum paynment for the transfer of petitioner's CSD

technology and knowhow, in addition to the continuing [**302] royalty
paynments. See the Lucas 1953 general license, the Teijin |icense, the Sienens
license, and the 1Al license. The SunPac |icense agreenment does not require an

equi valent initial |unp-sum paynent from SunPac. Therefore, unlike the SunPac
|icense agreenent, conpensation for the property rights transferred to the
third-party |icensees enconpassed nore than royalty paynents.

We believe, however, that the 6.5-percent royalty rate can act as a base from
which to deternmine the arm s-length consideration for the intangible property
involved in this case

Unrel ated parties would consider the risks which the licensee is likely to

encounter. We have already discussed above our conclusion that SunPac, unlike
Lucas (or petitioner's other licensee for that matter), entered a virtually
risk-free market. Moreover, as we said earlier, we are convinced that

petitioner would have required an unrelated third party to conpensate it dearly
for the marketing intangi bles which petitioner had developed in its comerci al

spare parts market. Neither the 6.5-percent nor the 8.5-percent royalty rate
contained in the 1970 general license or the 1970 Concorde |icense
respectively, i ncludes any conpensation [**303] for those nmarketing
i ntangi bl es. Therefore, we are convinced that petitioner would have dermanded
from an unrelated third party a higher royalty rate than 6.5 percent or 8.5
percent. W Jlook to petitioner's existing CSD licensing agreements for

enli ghtenment as to what that higher royalty rate woul d be.

Al though the SunPac license agreenent was the sole license in which
petitioner gave a licensee the right to sell only CSD spare parts, portions of
certain third-party licensing agreenents do relate solely to the sale of spare
parts or spare parts and spare units. In the tripartite agreenent,



[ *394] for exanple, Auxilec agreed to pay Lucas, and Lucas agreed to pay
petitioner, a royalty of 10 percent of the net selling price of all Concorde CSD
spare parts Auxilec sold to purchasers other than Lucas. The TU 144 anendnents
to the 1966 general amendment, which rate is incorporated in the 1970 TU 144
license, also provides for a royalty of 10 percent on all spare transm ssions
and/ or spare parts for them

Moreover, we note that in the Teijin license the 6.5-percent royalty rate
applies only to CSD' s sold in Japan. A 10-percent rate applies to CSD s sold
out side of Japan. One of [ **304] petitioner's fact w tnesses explained the
rationale for the variance in rates as follows:

The 6.5 was for the license grants inside the territory, for the sales inside
the territory. Now, particularly when you get into a conmercial type of program
or in some cases, a mlitary programor if the airplane is exported outside of
the country, in which the product is being installed, we always give the
licensee the opportunity to follow that product around the world, product
support, because the licensee always has to be in a position from a product
support standpoint to support the product and also it could very well be that
the application mght be peculiar and nmaybe we might not neke the part or
perhaps if the airplane were sold in England, nmaybe Lucas night not be making
that part, so again, the original licensee nmust be able to follow that part.

Once he goes outside the territory, however, since that is not his |icensed
territory, we do put an added prem um on that consideration for allowing himto
go outside the territory.

From the above, we conclude that sales outside of Japan primarily, if not
excl usively, would consist of spare units and/or spare parts.

We are convinced from this [**305] record that petitioner would have
required an unrelated third party to pay it a royalty fee of at |east 10 percent
for the same intangible property licensed to SunPac. There is no evidence to
suggest that petitioner could demand a rate higher than 10 percent.

Petitioner's licensing agreements with unrelated third parties generally
require petitioner to provide technical assistance to the licensees, at their
expense, however. In the SunPac license agreenment, petitioner also agreed to
furnish technical assistance to SunPac. Unlike the third-party agreenents,

however, for t he years in i ssue conpensati on



[*395] for that technical assistance was to cone fromthe 2-percent royalty
paynent. n65 Since we believe that petitioner would have required an unrel ated
third party to conpensate it separately for the technical assistance petitioner
rendered to SunPac during the years in issue, see infra, we do not account for
this factor in determining the arms-length consideration for the intangible
property SunPac acquired. See sec. 1.482-2(d)(2)(iii)(f), Income Tax Regs

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n65 We recognize that petitioner and SunPac anended the SunPac |icense
agreenent in 1979 to provide, retroactive for all sales on or after July 1,
1977, additional conpensation to petitioner for the technical assistance it
rendered to SunPac. This factor has no effect on our analysis of the accuracy
of the royalty rate, however, since here we nust deternmine the arms-length
consideration for the intangible property transferred to, and used by, SunPac.
The extensive technical assistance petitioner rendered to SunPac was nore than
ancillary and subsidiary to the transfer of the intangibles. See sec.
1.4822(b)(8), Income Tax Regs. Therefore, the anmount SunPac paid to petitioner
for technical assistance should have no relevance to the ampunt needed to
conpensate petitioner at arms length for the intangible property.

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **306]

There is no evidence in the record that petitioner has ever received a
royalty paynent greater than 10 percent. Consequently, on the basis of the

record here, we find that the arm s-length consideration for the intangible
property involved in this case is 10 percent of the net selling price of the
SunPac parts sol d.

D. Additional Allocation for Assistance Petitioner Rendered to SUNPAC

Respondent argues in the alternative for the first time on brief that
petitioner rendered valuable services to SunPac for which, in an arms-length
transaction, it would have received conpensation but for which petitioner did
not receive an arnm s-length consideration. As di scussed above, we found that
respondent’'s new services theory was not tinmely as it surprised and prejudiced
petitioner. Consequently, we refused to consider that theory. W will not
address, therefore, the nmerits of the new services theory propounded by
respondent.

Nonet hel ess, even though we rejected respondent's new services theory as a
basis to sustain respondent's section 482 allocation contained in the notice of
deficiency, the evidence indicates overwhelnm ngly that some allocation for
services petitioner rendered to [**307] SunPac is necessary and proper in this
case to clearly reflect the incone of the related parties. W are far from
convi nced, however, t hat



[ *396] the value of the services rendered approximtes the amunt of the
section 482 allocation deternm ned by respondent in the notice of deficiency.

Section 1.482-2(b), Income Tax Regs., applies to transactions in which one
related entity provides nmarketing, nanagerial, administrative, technical, or
other services for another related entity for less than an arnis-length charge.
Sec. 1.482-2(b)(1), Income Tax Regs. An arms-length charge is defined as the
"amount which was charged or would have been charged for the sanme or simlar
services in independent transactions with or between unrelated parties under
simlar circunstances considering all relevant facts." Sec. 1.482-2(b)(3),
Income Tax Regs. Unless the services are an integral part of the business
activity of either the entity rendering the services or the entity receiving
them the arm s-length charge is deemed to be equal to the cost or deductions
incurred with respect to the services rendered. The taxpayer, however, nay
establish a nore appropriate charge. Sec. 1.482-2(b)(3), Incone [**308] Tax
Regs. For services which constitute a manufacturing or production activity, the
determi nation of whether the services are an integral part of the business
activity is based on the facts and circunstances of each case. Factors to be
considered are "the tine devoted to the rendition of the services, the relative
cost of the services, the regularity with which the services are rendered, the
anount of capital investnent, the risk of loss involved, and whether the
services are in the nature of supporting services or independent of the other
activities of the renderer." Sec. 1.482-2(b)(7)(ii)(a), Incone Tax Regs.

1. Technical Assistance

Petitioner recognized fromthe begi nning that SunPac woul d need consi derabl e
technical support from petitioner in order to succeed as a CSD manufacturer.
Under the SunPac license agreenent, however, petitioner did not require SunPac
to reinburse it separately for the value of the services rendered. Rather, for
the years in issue, reinbursenent for the technical assistance was included in
the 2-percent royalty fee. On the other hand, in petitioner's licensing
agreenents with wunrelated third parties petitioner also agreed to furnish
techni cal [ **309] assi stance to its i censees to



[ *397] assist in the manufacture, assenbly, inspection, testing, and
servicing of the CSD' s but at the |licensee's expense.

Petitioner denies that any allocation is needed for any services it gave to
SunPac for the years in issue. Petitioner has argued that it did not charge the
third-party licensees for the technical assistance it gave them even though it
could have, while it did include reinbursenment for the technical assistance it
gave to SunPac in the SunPac l|icense agreenent. W have already found, however,
that the 2percent royalty fee contained in the SunPac |icense agreenent was
i nadequate consideration for the intangible property transferred and used by
SunPac. It follows then that, in effect, the technical assistance rendered to
SunPac during the years in issue went unconpensated.

Moreover, considering all relevant facts, fromthis record, we do not agree
that petitioner's rendering of assistance to the third-party |icensees occurred
under simlar circunmstances as occurred with SunPac. See sec. 1.482-2(b)(3),
I ncome Tax Regs. The record does not show the costs petitioner actually incurred
in assisting the third-party licensees or the [**310] amount or value of the
techni cal assistance petitioner gave them It appears from this record,
however, that, since the third-party licensees were experi enced manufacturers of
preci sion aerospace parts and equi pnent before they entered into the |icensing
agreenents, the extent of the assistance rendered to the third-party |licensees
and the costs incurred by petitioner in assisting them would not have been
anywhere near the amount or the cost of the assistance petitioner gave to
SunPac.

We are convinced that, had SunPac been an unrelated third party, petitioner
woul d have charged SunPac separately for the technical assistance costs it

incurred in each year relating to SunPac. Therefore, we find that, in order to
clearly reflect the incone of the related parties, petitioner nust include the
value of this assistance in incone. We nust now deternine the ampunt to be

included in incone.

Petitioner rendered technical assistance to SunPac in 1977 and 1978 in the
fol l owi ng anount s (see supra not e 22)



[ *398]

Techni cal assistance item 1977 1978
U.S. trainer in Singapore $ 999,275 $ 865,217
Oper ational support personnel 78, 656 25, 839
Tel ephone and tel ex expense 75, 442 145, 240
Pl ant engi neeri ng support 17, 050

U.S. coordi nator 27,940 81, 260
Processi ng 186, 822 171, 550
M scel | aneous 4,180

Tot al 1,389,365 1,289, 106
[**311]

These amunts do not agree with the anpunts reflected in Exhibit B to
Amendrment No. 11 of the SunPac |icense agreenment which shows that petitioner
rendered technical assistance to SunPac in 1977 and 1978 in the anpunts of $
1,298,701 and $ 1,335,574, respectively. n66 The difference of $ 90,664 for
1977 apparently represents the accounting misclassifications as explained in
note 22, supra. The difference of ($ 46,468) for 1978 apparently is the

adm ni strative assistance costs incurred in 1978, see infra. W find $
1,389,365 and $ 1,289,106 to be the correct ampunts of technical assistance
costs for 1977 and 1978, respectively. Respondent does not successfully

chal | enge these anobunts.

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -
n66
O fshore Onshore Tot a
1/1/77-6/30/77 $ 203,696 $ 452,171 $ 655, 867
7/ 1/ 77-12/ 31/ 77 186, 394 456, 440 642, 834
1/1/78-12/31/78 321,119 1,014,455 1,335,574
Tot al 711,209 1,923,066 2,634,275

We note that Arthur Andersen calculated petitioner's technical assistance
costs for 1977 and 1978 to be $ 832,964 and $ 866, 167, respectively. It did not
include in these ampbunts, however, wages and sal ary costs for support personnel,
trainers, the mmnaging director, and plant manager. Ot her costs included by
petitioner also my have been excluded. The record does not reconcile
petitioner's calculations with Arthur Andersen's cal cul ati ons.

- ------ - -- - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**312]

In addition, we are not convinced fromthis record that the services rendered
by petitioner to SunPac are an integral part of the business activity of either
petitioner or SunPac as argued by respondent. Sec. 1.482-2(b)(7), Incone Tax
Regs. Consequently, we find that for purposes of section 1.482-2(b)(3), Incone
Tax Regs., the armis-length charge for the technical assistance petitioner gave
to SunPac in 1977 and 1978 is $ 1,389,365 and $ 1,289, 106, respectively.

2. O her Assistance

Petitioner also rendered adm nistrative and marketing assistance to SunPac
during t he years in i ssue whi ch wer e



[*399] not reinbursable under the SunPac |icense agreement. For 1977 and
1978, respectively, petitioner incurred $ 36,604 (see supra note 23) and $
46,468 in adm nistrative assistance costs (costs not contained in SunPac

manufacturing costs) which were not reinbursable under the SunPac |icense
agreenment. These amounts are less than 1 percent of SunPac's sales for the years
in issue. n6é7 The record does not show the anobunt of narketing expense

petitioner incurred on SunPac's behalf for 1977 and 1978, but it appears from
the record that these expenses would be noni nal

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n67 1977 adm nistrative assistance costs of $ 36,604 divided by purchases of
$ 6,595,000 equals 0.5 percent. 1978 administrative assistance costs of $
46, 468 di vi ded by purchases of $ 18,605,000 equals 0.2 percent.

- ------------ - - - -BEnd Footnotes- - - - - - - - - - - - - - - - -
[**313]

In 1976, petitioner represented to the U S. Custons Service that the 15-
percent discount off catalog for the SunPac parts transfer price included
rei mbursenment for petitioner's distributor costs such as transportation costs (1
percent), duty (1 to 5 percent), and general and administrative costs (2
percent), in addition to a factor for profit (1.5 to 5.5 percent). Respondent
did not satisfactorily rebut these cost estimates. W conclude that petitioner
received reinmbursenent in the transfer price for the admnistrative and
mar keting services given to SunPac during the years in issue and, hence, we do
not include in petitioner's income for the years in issue any additional amunt
for these costs.

E. Recap of Qur Section 482 Determnination

As for the transfer price, we find that the arm s-length consideration for
the SunPac parts petitioner purchased from SunPac is a discount of 20 percent
off the catalog price in effect at the time of the purchase. In addition,
petitioner must include in income the cost of conpleting unfinished and reworked
parts and the cost of the rejected parts.

As for the royalty fee, we find that the arm s-length consideration for the
intangi bl e property [**314] involved in this case is 10 percent of the net
selling price of the SunPac parts sold.

Finally, we find that petitioner also nmust include in incone $ 1,389, 365 and
$ 1, 289, 106, for 1977 and 1978



[ *400] respectively, for the arnms-length charge for the technica
assi stance petitioner gave to SunPac during those years.

I'l. THE FOREI GN TAX CREDI T | SSUE

SunPac withheld $ 62,916 and $ 150,999 of the royalty paynments payable to
petitioner in 1977 and 1978 under the SunPac |icense agreement as petitioner's
liability for Singapore income taxes under sections 10(1)(f) and 12(7) of the
Si ngapore |Income Tax Act. Petitioner clained foreign tax credits for these
amounts for 1977 and 1978. In the notice of deficiency respondent disall owed
these foreign tax credits. The only ground asserted in the notice of deficiency
for the disallowance of the foreign tax credits was that the deletion of the
royalty paynents from petitioner's incone for those years pursuant to section
482 elinmnated petitioner's Singapore tax liability.

Section 901 n68 allows a credit against U S. incone taxes for the amount of
foreign income taxes paid or accrued by a U S. taxpayer to a foreignh governnent
during the taxable [**315] year. The credit is allowed in lieu of the
deduction for taxes provided by section 164 and serves to assure that a taxpayer
with foreign operations or other foreign income pays one tax on that inconme at
the higher of the US. or the foreign tax rate, but is not subjected to double
taxation on the sane incone. The ampunt of credit allowable in a given year is
subject to the limtation of section 904 which serves, in general, to assure
that the credit will be granted only against the U S. tax applicable to the
foreign incone, and will not have the effect of offsetting the U S tax on US



[*401] inconme. |In order for the tax to be creditable under section 901, it
must be the "'substantial equivalent of an "income tax" as the term is
understood in the United States.'" Schering Corp. v. Conm ssioner, 69 T.C. 579
591 (1978). Whether petitioner is entitled to a credit under section 901 nust
ultimately be determined under U S. tax concepts and not "'by reference to
foreign characterizations and classifications of tax legislation.'" Schering
Corp. v. Conm ssioner, supra at 591, quoting Biddle v. Conmm ssioner, 302 US
573, 579 (1938). [**316]

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n68 Sec. 901 provided in pertinent part as foll ows:

SEC. 901. TAXES OF FOREI GN COUNTRI ES AND OF POSSESSI ONS OF THE UNI TED STATES

(a) Allowance of Credit. -- If the taxpayer chooses to have the benefits of
this subpart, the tax inmposed by this chapter shall, subject to the linitation
of section 904, be credited with the anmounts provided in the applicable
par agraph of subsection (b) plus, in the case of a corporation, the taxes deened
to have been paid under sections 902 and 960. Such choice for any taxable year
may be nmade or changed at any tine before the expiration of the period
prescribed for making a claim for credit or refund of the tax inposed by this
chapter for such taxable year. * * *

(b) Armount Al l owed. -- Subject to the limtation of section 904, the
foll owi ng anobunts shall be allowed as the credit under subsection (a):

(1) Citizens and domestic corporations. -- In the case of a citizen of the
United States and of a domestic corporation, the anount of any inconme, war
profits, and excess profits taxes paid or accrued during the taxable year to any
foreign country or to any possession of the United States; * * *

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**317]

Petitioner argues on brief that, even if the Court sustains respondent's
rescission of royalty incone adjustment, the foreign tax credit would be
al | owabl e nonet hel ess since the tax was conpul sory and there is no effective and
practical renmedy available to petitioner for obtaining a refund of the tax;
therefore, +the Singapore wthholding taxes petitioner paid are properly
creditabl e taxes under section 901.

In his pretrial nenorandum respondent argued that section 1.901-2(e)(5),
Income Tax Regs., sets forth a two-pronged test for a foreign tax to be
considered conmpul sory: (1) The anount paid nmust not exceed the anount of the
foreign tax liability as determined in a manner consistent with a reasonable
interpretation of the foreign law, and (2) the taxpayer must exhaust al
effective and practical renmedies to reduce his foreign tax liability.
Respondent contended that petitioner failed to neet either prong.

According to respondent, petitioner could have filed a tinmely claim for
refund with the Governnent of Singapore concerning the tax after the notice of
deficiency was issued but failed to do so. In addition, quoting portions of
section 1.901-2(e)(5)(i), Incone Tax Regs., respondent [**318] argued further
that the taxes withheld by SunPac exceeded petitioner's Singapore tax liability
as determined in a manner consistent with a reasonable interpretation of the
foreign law. According to respondent, his section 482 reallocation constituted



notice to petitioner that petitioner's interpretation of Singapore |aw was
"l'ikely to be erroneous." Finally, quoting from Rev. Rul. 57-516, 1957-2 C.B.
435, n6o9 respondent



[*402] argued, wi thout providing further explanation, that petitioner is
not entitled to a foreign tax credit for the Singapore taxes withheld by SunPac
because petitioner is clainming a credit for wthholding of taxes rather than
paynent (hereinafter sometines referred to as the withhol ding theory).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n69 The specific | anguage as quoted by respondent is as foll ows:

The term anount of income, war profits, and excess profits taxes paid or accrued
during the taxable year, [sic] as used in section 901 of the Internal Revenue
Code of 1954, relating to the allowance of a credit for taxes paid or accrued to
a foreign country or possession of the United States, neans such taxes proper,
which are a legal and actual liability . . . The credit provided in section 901
of the Code is not based on tax withheld by a foreign country . . . since tax
withheld is merely an advance collection of what may or may not be an actual tax
liability. Rev. Rul. 57-516, 1967-2 C.B. 435

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**319]

Nei t her counsel addressed the foreign tax credit in their opening statenents.
In his opening brief, respondent argued that his determination relating to the
foreign tax credit should be sustained since (1) pursuant to the reallocation of
i ncome under section 482 no royalty should have been paid; (2) the "royalty"
described in the SunPac l|icense agreenent was not a royalty but a rei nbursenent
of expenses to petitioner, and thus, any tax on those paynents would be a tax on
gross receipts rather than on net income as required by section 1.901-2(a)(3)
Income Tax Regs.; and (3) the paynents were nonconpul sory under section 1.901-
2(e)(5) (i), Income Tax Regs.

According to respondent, a foreign levy is an incone tax "if and only if" it
nmeets the requirenents of section 1.901-2(a)(1l), Income Tax Regs., which
relates: (i) It is a tax; and (ii) the predom nant character of that tax is that
of an incone tax in the U S. sense. Respondent argues that a foreign levy is a
tax under section 1.901-2(a)(2), Income Tax Regs., "if it requires a conpulsory
payment pursuant to the authority of a foreign country to |levy taxes." Whether
the predom nant character of the tax is that of an income tax in the [**320]
U.S. sense, respondent argues, is controlled by section 1.901-2(a)(3), Incone
Tax Regs., which requires that the foreign tax be likely to reach net gain in
the nornmal circunstances to which it applies. A foreign tax is likely to reach
net gain, respondent contends, if and only if the tax judged on the basis of its
predonmi nant character satisfies each of these requirenents relating to
realization, gross receipts, and net incone pursuant to section 1.901-
2(a)(3)(b)(1), Inconme Tax Regs. Respondent contends further that, even if
SunPac' s payment s to petitioner under t he



[ *403] SunPac |icense agreement were properly subject to Singapore
taxation, the 1977 paynents exceeded the anpunt of liability under Singapore |aw
and, therefore, were nonconpul sory since for 1977 SunPac wi thheld taxes at a
rate of 48 percent, a rate 8 percent higher than required by Singapore |aw.

Petitioner argues prelinmnarily that respondent's argunments that (1) the
predom nant character of the Singapore tax was that of a tax on gross receipts
and (2) the amunt of taxes that SunPac w thheld in 1977 actually exceeded
petitioner's Singapore tax liability, are two entirely new theories, raised for
the first tinme [**321] on brief, for disallowing the foreign tax credits
claimed for 1977 and 1978 Si ngapore incone taxes. Petitioner clains that it had
no notice of these new theories and would be prejudiced by their introduction
since, had it known respondent intended to assert them petitioner would have
elicited further testinmony from M. Loke regarding Singapore law pertinent to
these issues. Petitioner therefore asks the Court to refuse to address the new
theories on procedural grounds. We agree with petitioner that respondent's
theory as to the predom nant character of the Singapore tax is a rew theory
raised for the first tinme on brief and that petitioner would be prejudiced by

our consideration of it. Consequently, we will not consider this theory. We
al so agree with petitioner that respondent's argunent that the anpbunt of taxes
SunPac withheld for 1977 exceeded petitioner's Singapore tax liability was

raised for the first tine on brief and we also refuse to consider this new
ar gunent .

Rul e 142(a) provides that the burden of proof is on petitioner, "except that,
in respect of any new matter, increases in deficiency, and affirmati ve defenses,
pl eaded in the answer, it shall be upon the respondent."” [**322] A new
position taken by respondent is not necessarily a "new nmatter" if it nerely
clarifies or devel ops respondent's original determ nation wi thout requiring the
presentation of different evidence, being inconsistent wth respondent's
original determination, or increasing the amunt of the deficiency. Achiro v.
Conmi ssioner, 77 T.C. 881, 889-891 (1981). However, "The rule that a party may
not raise a new issue on brief is not absolute. Rather, it is founded



[ *404] upon the exercise of judicial discretion in determn ning whether
consi derations of surprise and prejudice require that a party be protected from
having to face a belated confrontation which precludes or lints that party's
opportunity to present pertinent evidence." Ware v. Conmmissioner, 92 T.C 1267,
1268 (1989), affd. 986 F.2d 62 (2d Cir. 1990).

As we said before, the only ground respondent asserted in the notice of
deficiency for the disallowance of the foreign tax credits was that the deletion
of the royalty paynents from petitioner's incone for those years pursuant to
section 482 elinmnated petitioner's Singapore tax liability. [**323] The only
hints we found in the record that respondent questioned the character of the
SunPac paynents to petitioner are found in certain testinmony on this subject
elicited during the direct examination by respondent's counsel of M. Wyne

Wahl, one of petitioner's enployees, and of Agent Pierson by petitioner's
counsel . Respondent's counsel did not follow up on this line of questioning
during his own cross-exam nation of Agent Pierson. In as nuch as respondent

repeatedly skipped from one theory to another throughout the proceedings, we
believe that these two clues were insufficient to warn petitioner that
respondent intended to try out yet another theory for disallowing the foreign
tax credits claimed for the years in issue. Thus, we find that wuntil the
briefing stage, petitioner had no inkling that respondent intended to argue that
the predom nant character of SunPac's paynments to petitioner pursuant to the
SunPac |icense agreenent was not that of an income tax in the "U S." sense.
Petitioner alleges, and we believe, that it would have elicited additional
testinony from M. Loke, its expert witness on Singapore tax |aw, regarding this
assertion had petitioner received fair warning [**324] that respondent intended
to raise this theory. Therefore, considerations of fairness require us to
refuse to consider this theory as a basis for a denial of the foreign tax
credit. See Ware v. Conmi ssioner, supra. The sane rationale requires us to hold
i kewi se for the second new theory regarding the foreign tax credit issue raised
by respondent.

Respondent's quotation fromRev. Rul. 57-516, 1957-2 C.B. 435 (see supra note
69) and hi s cryptic st at enent in hi s



[*405] pretrial nemorandum that petitioner is not entitled to a foreign tax
credit for the Singapore taxes withheld by SunPac because "petitioner is
claimng a credit for withholding of taxes rather than paynent" apparently was
respondent's nethod of raising the argunment that the anobunt of taxes SunPac
withheld from royalties due petitioner exceeded petitioner's Singapore tax
liability.

Respondent propounded two different arguments (one in his opening brief and
another in his reply brief) regarding the withholding tax liability. In his
openi ng brief respondent explained his withholding theory (hereinafter referred
to as the first [**325] withholding theory) as follows:

For 1977, the withholding was at a rate of 48% 8% greater than required by
Si ngapore | aw. [ The Singapore Tax Act, sec.] 45. Even if SunPac's gross
paynments to petitioner wunder the [SunPac |icense] Agreenment were properly
subject to Singapore taxation, the 1977 paynents exceeded the amount of
liability under Singapore |aw and therefore were nonconpul sory.

In his reply brief, however, respondent flagrantly changed his w thhol ding
theory to the following (hereinafter referred to as the second w thhol ding
t heory):

I ndependent of the Court's holding on the Section 482 issue, the Court nust
still determ ne whether petitioner's paynments of Singapore tax were non-
conmpul sory and in excess of petitioner's liabilities under Singapore |aw. Under
Part 1V of the Econonic Expansion Incentives (relief fromincone tax) [sic] Act
of 1967, petitioner could have applied for, and obtained, a certificate which
woul d have allowed a withholding at a rate of 20% rather than the normal 40%
wi t hhol di ng rates. * * * (Clearly, the payments under the [SunPac |icense]
Agreement qualified for the reduction in withholding under the Act. Therefore,
to the extent that any withholding [**326] exceeded 20% petitioner's paynents
of Singapore tax were non-conmpul sory. * * *

In the reply brief, respondent did not reiterate his first wthholding

theory, as an alternative argument or otherw se. Respondent's second
wi t hhol ding theory is vastly different from his first w thholding theory, and
would require different evidence to prove or disprove. We do not condone

respondent's nethod of “"raising® this new theory, and we perceive that
petitioner did not have sufficient opportunity, before trial, to becone aware of
this additional theory. We believe that had petitioner been aware of this



[ *406] new argunent, it would have presented pertinent evidence regarding
this theory at the trial. See Pagel, Inc. v. Conm ssioner, 91 T.C. at 211-212
Consequently, we find that petitioner was wunfairly surprised by respondent
propoundi ng his w thholding theory in his opening brief. We, therefore, wll
not consider the theory.

W now conme to respondent's argunment that petitioner had no Singapore tax
liability because, as a result of the reallocation of incone under section 482
SunPac should not have paid any royalty to petitioner. W have determ ned that
[ **327] a royalty of 10 percent of the net selling price of the SunPac parts
was the arm s-length consideration for the intangible property SunPac acquired
from petitioner. SunPac paid petitioner a royalty of 2 percent. Theref ore,
petitioner did not overpay its Singapore tax liability and is entitled to the
foreign tax credits clained for 1977 and 1978.

I11. SECTION 6621(c) | SSUE

Finally, we nust deternmi ne whether, as a result of the section 482 allocation
determ ned by the Court, petitioner is subject to the higher interest rate under
section 6621(c) for the years in issue.

By anendnent to answer, respondent asserts that the underpaynents of tax in
this <case resulting from petitioner's interconpany pricing and royalty
arrangenents with SunPac were tax-notivated transactions subject to increased
i nterest under section 6621(c). According to respondent, the anmount petitioner
overpaid SunPac for the SunPac parts, pursuant to the section 482 adjustnent,
resulted in a "valuation overstatenment” under section 6621(c)(3)(A)(i).
Respondent bears the burden of proof with respect to this issue. Rule 142(a).

Section 6621(c) n70 provi ded, in general , t hat t he i nterest



[ *407] payable on substantial [**328] under paynents attributable to
certain transactions was conputed at 120 percent of the otherwi se applicable
rate. This provision was added by section 144(a) of the Deficit Reduction Act
of 1984, Pub. L. 98-369, 98 Stat. 494, 682, which specified four types of
transactions that would trigger the increased interest rate provisions,
i ncluding any valuation overstatenent within the neaning of section 6659(c).
The Conmissioner had the authority to specify additional transactions which
would be treated as tax-notivated transactions. Sec. 6621(c)(3)(B). The
increased rate of interest was applicable with respect to interest accruing
after Decenber 31, 1984, even though the transaction was entered into before the
date of the enactnent of section 6621(c). Solowi ejczyk v. Conm ssioner, 85 T.C.
552 (1985), affd. without opinion 795 F.2d 1005 (2d Cir. 1986).

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n70 Sec. 6621(c) provided in pertinent part as follows:

SEC. 6621. DETERM NATI ON OF RATE CF | NTEREST.

(c) Interest on Substantial Underpaynents Attributable to Tax Mtivated
Transactions. --

(1) In general. -- In the case of interest payable under section 6601 with
respect to any substantial under paynment attributable to tax notivated
transactions, the annual rate of interest established under this section shall
be 120 percent of the underpaynent rate established under this section

(2) Substantial underpaynent attributable to tax mptivated transactions. --
For purposes of this subsection, the term "substantial underpaynent attributable
to tax notivated transactions” means any underpaynent of taxes inposed by
subtitle A for any taxable year which is attributable to 1 or nore tax notivated
transactions if the anpbunt o the underpaynment for such year so attributable
exceeds $ 1000.

(3) Tax notivated transactions. --

(A) In general. -- For purposes of this subsection, the term "tax notivated
transacti on" nmeans --

(i) any valuation overstatenent (within the meaning of section 6659(c)), * *

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[**329]

Section 6659 was added by section 722 of the Econom c Recovery Tax Act of
1981, Pub. L. 97-34, 95 Stat. 172, 341-343, effective for returns filed after

December 31, 1981. n7l As enacted, sec. 6659 provided in pertinent part as
fol |l ows:

SEC. 6659. ADDI TION TO TAX I N THE CASE OF VALUATI ON OVERSTATEMENTS FOR PURPOSES
OF THE | NCOVE TAX.

(a) Addition to the Tax. -- If --
(1) an individual, or

(2) a closely held corporation or a personal service corporation



has an under paynment of the tax inposed by chapter 1 for the taxable year which
is attributable to a valuation overstatenment, then there shall be added to the
tax an amount equal to the applicable percentage of the underpaynent so

attri butabl e.
(b) Applicable Percentage Defined. --

* x %

(c) Valuation Overstatement Defined. --



[ *408] (1) In general. -- For purposes of this section, there is a
val uation overstatenent if the value of any property, or the adjusted basis of
any property, clainmed on any return exceeds 150 percent of the anount deternined
to be the correct ampunt of such valuation or adjusted basis (as the case nmay
be) .

(2) Property must have been acquired within last 5 years. -- This section
shall not [**330] apply to any property which, as of the close of the taxable
year for which there is a valuation overstatenment, has been held by the taxpayer
for nore than 5 years.

(d) Underpayment Must Be at Least $ 1,000. -- This section shall not apply
if the wunderpaynent for the taxable vyear attributable to the valuation
overstatement is less than $ 1,000.

* *x % %

(f) Oher Definitions. -- For purposes of this section --

(1) Underpayment. -- The term "underpaynent” has the neaning given to such
term by section 6653(c)(1).

(2) Closely held corporation. -- The term "closely held corporation" neans

any corporation described in section 465(a)(1)(C

(3) Personal service corporation. -- The term "personal service corporation”
means any corporation which is a service organization (within the meaning of
section 414(mM(3)). n72

- - - - - - - - - - - - - - - - - -Footnotes- - - - - - - - - - - - - - - - - -

n7l Sec. 7721(c)(2) of OVBR-1989 repealed sec. 6659 effective for returns
with a due date after Dec. 31, 1989. But see sec. 6662(b)(3), which, effective
for returns due (without regard to extensions) after Dec. 31, 1989, under
specified circunstances inposes an addition to tax of 20 percent of the
under paynment attributable to any substantial valuation m sstatement under ch. 1.
[ **331]

n72 Sec. 155(c)(1)(A) of the Deficit Reduction Act of 1984, Pub. L. 98-369,
98 Stat. 494, 694, elimnated the requirenent that property be acquired within
the last 5 years. Sec. 155(c)(1)(B) added a new subsec. (f) (not pertinent
here) and redesignhated subsec. (f) above as subsec. (9Q).

- - - - - - - - - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -

Petitioner contends that, because section 6659(c) defines a valuation
overstatement "for purposes of this section," section 6659(a) nmust be considered
in defining valuation overstatenments "within the neaning of Section 6659(c)."
According to petitioner, since section 6659(a) limts the applicability of the
val uation overstatenent provisions to individuals, closely held corporations,
and personal service corporations, the valuation overstatenent provisions under

section 6621(c) are not applicable to petitioner, at all relevant tines a
publicly held corporation engaged in a manufacturing business. Petiti oner
argues further that an inconme adjustment under section 482 involving a publicly
held nmanufacturing corporation was not wthin the Congressional i ntent
under | yi ng section 6621(c)(3)(A)(i).

Petitioner also contends [**332] that a section 482 incone allocation

involving a publicly held manufacturing corporation is not within the statutory
or regul atory definition of t ax- noti vat ed



[ *409] transacti ons. First, petitioner contends that, even though
respondent has been granted broad regulatory authority to identify other
transactions as "tax-notivated," he has not included an interconpany pricing
al l ocation under section 482 as a "tax shelter" transaction. Second, petitioner
argues that section 6621(c) is analogous to a penalty provision and, therefore,
should be strictly construed and a taxpayer should not be subjected to the
increased interest unless the words of the statute plainly inpose it.

Respondent argues that section 6659(a) is not necessary to the construction
of section 6659(c) for purposes of understanding its definition of a valuation
overstatement as described in section 6621(c)(3)(A)(i). According to
respondent, there are no terns in section 6659(c) which are defined in sections
6659(a) or (g); the definition stands on its own and, therefore, failure to
i ncorporate the other sections of section 6659 does not cause section 6621(c) to
be applied in vacuo.

To have a valuation overstatement [**333] as defined in section 6659(c), the
value of the property, or the adjusted basis of any property, clainmed on any
return must exceed 150 percent of the ampunt determi ned to be the correct anount
of such valuation or adjusted basis. The SunPac parts transfer price under the

di stributor agreenent is catalog price |less a discount of 15 percent. We have
found that the arm s-length consideration for this property is catalog price
| ess a discount of 20 percent. In addition, we have deternmined that the arm s-

| ength consideration for the intangible property used by SunPac is a royalty of
10 percent of the net selling price of the SunPac parts, not the 2 percent set
forth in the SunPac |icense agreenent. Thus, the value of the property clainmed
by petitioner does not exceed 150 percent of the amunt determined to be
correct. Hence, there is no valuation overstatenent as defined in section
6659(c). Section 6621(c), therefore, is not applicable to this case for the
years in issue. Consequently, we need not address the argunents raised by the
parties as to this



[*410] issue. We, thus, make no determination as to the relative nerits of
the argunents raised by either party. n73

- - -Footnotes- - - - - - - - - - - - - - - - - -

n73 Sec. 11312 of the Revenue Reconciliation Act of 1990 (RRA-1990), Pub. L.
101-508, 104 Stat. 1388, 1388-454, anended sec. 6662, Inmposition of Accuracy-
Rel ated Penalty, to apply to "substantial valuation msstatenments under Ch. 1"
arising fromcertain transfer price adjustnents. This anmendnment, effective for
taxabl e years ending after the effective date of the enactnment of RRA-1990, has
no effect on the instant case and, thus, is not considered here.

- - ------ - - - - - - - - -End Footnotes- - - - - - - - - - - - - - - - -
[ **334]
To reflect the foregoing,

Decision will be entered under Rule 155.



