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1. Executive Summary

A.  Introduction and Assignment

In October 2014, the IRS provided me with eight expert reports from Medtronic, Inc.
(“MUS” or “MEDTRONIC”) analyzing certain of its transfer prices. Among other conclusions,
the taxpayer expert reports opine that the MEDTRONIC transfer prices were consistent with
arm’s length expectations. The IRS hired Precision Economics, LLC to critically analyze the
pricing/profit-related conclusions in these taxpayer expert reports.*

MEDTRONIC is a multinational medical device company headquartered in the United
States, with operations around the world. It has enjoyed significant success as a market leader:

u For the products/supply chain at issue, MEDTRONIC earned operating
profits of $2.8 billion on $6.0 billion of revenue. See Table CS5.

u MEDTRONIC was more profitable than all other large medical device
companies. Its profitability over the supply chain at issue was well above
MEDTRONIC’s overall profitability. See Table 13A.

u MEDTRONIC maintained market share leadership in the markets at issue.
Along with its two primary competitors, it consistently prevented all other
companies from successfully entering these markets with significant
market shares. See Tables 14A-14B.

During the fiscal years 2005-2006 (ended in April), MUS entered into three types of
intercompany agreements—intangible licenses, component sales (supply agreement), and
finished product purchases (distribution agreement)—with a related party in Puerto Rico,
Medtronic Puerto Rico Operations Co. (‘“MPROC”). See Table 1A. The transfer prices from
these transactions determine how the $2.8 billion of operating profits for this supply chain are
divided between MUS and MPROC.

In competitive markets, profits and profit margins are driven largely by two factors: (a)
competitive advantages/barriers to entry; and (b) the results of risky investments.” An example

! In this report, MUS refers to the United States parent and/or other Medtronic, Inc. related entities in the United
States (besides Puerto Rico), unless otherwise specified. MEDTRONIC refers to the company when no particular
country/entity designation (e.g., United States parent, manufacturing subsidiary, selling subsidiary, etc.) or when
multiple country/entity designations are intended—including the consolidated company.

* The reports cover a variety of topics, but my analysis is restricted to specific pricing/profitability opinions or other
opinions that potentially impact such prices/profits.
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of a competitive advantage is the barrier to entry created by the protection of intellectual
property—created from R&D—through patents. If a product is protected by a patent, the owner
of that patent may be able to prevent competitors from manufacturing and selling that same
product, which may allow for a monopoly/oligopoly,* or similar market power leading to higher
profit margins.’

Throughout this report, I will use the terms “value,” “valuable,” or “relative value” to
describe MUS and MPROC with regard to both their competitive advantages and any successful
incurring of risk. I consider these relative values in conjunction with the resulting profit splits.

In addition to considering the relative values of different activities by entity, it is also
helpful to quantify the relative sizes of the respective entities. For example (all else equal), an
entity incurring 89 percent of the combined costs would expect to report noticeably higher profits
than an entity incurring 11 percent of the costs. With this context in mind, the functions/risks of
MUS and MPROC are described and quantified in Table 1A, below.

* Carlton, Dennis W. and Jeffrey M. Perloff. (1994). Modern Industrial Organization. 2™ Edition. HarperCollins:
New York, pp. 109-110, 338-339.

* Oligopolies are like monopolies except when a small number (greater than one) of firms control a market in a way
to earn above normal profit. See, Varian, Hal R. (1987). Intermediate Microeconomics: A Modern Approach. 1*
Edition. W. W. Norton & Company: New York, p. 446; and Mankiw, N. Gregory. (2007). Principles of Economics.
4™ Edition. South-Western Cengage: Mason, Ohio, pp. 346-347.

5

See, Carlton, Dennis W. and Jeffrey M. Perloff. (1994). Modern Industrial Organization. 2" Edition.
HarperCollins: New York, pp. 110-111, 704, 707-708.
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Table 1A: Intercompany Transactions at Issue

3rd Parties

Devices and Leads

Intangble Licenses

MUS MPROC
(88.7% of Costs) (11.3% of Costs)

& Components J

Devices and Leads

MUS performs most of the tasks and incurs most of the costs associated with the supply
chain/system at issue. In total, MUS represents 88.7 percent of the combined costs for this
supply chain, with MPROC incurring the other /7.3 percent. See Table 2B, below.
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Table 2B: Split of Total "System" Costs Between MUS and MPROC: 2005-2006

Fiscal Year Ended April (In USD Millions Except

Percentages) 2005-2006 Total Costs Cost Split
Distribution and Overhead Costs /1/ - 50.7%
R&D/Business Costs 8229 25.7%
Component Manufacturing Costs - 12.3%

MUS Costs /1/ 2,836.1 | 88.7% |

MPROC Finished Manufacturing Costs /2/ 362.3 | 11.3% |

Total System Costs 3,198.4 100.0%

Notes:

/1/: Includes other product, overhead, and mtercompany expense costs.
/2/: Data are proportionate to MPROC percent of sales to MUS.

While the bulk of expenses for the supply chain was incurred by MUS, MEDTRONIC’s
transfer prices place most of the profit with MPROC. Approximately two-thirds (66.5 percent)
of the profit has been booked by MPROC with the remaining one-third (33.5 percent) booked by
MUS. See Table 2A. Thus, these transfer prices would provide MPROC with profit equivalent
to 15.5 times its cost share, relative to MUS.® See Table 2C, below.

® That is, MPROC’s ratio of profit split to cost split (66.5/11.3 = 5.9) is equal to 15.5 times the analogous ratio for
MUS (33.5/88.7 =0.4). Thatis, 5.9/0.4=155.
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Table 2C: Impact of Transfer Prices on MUS and MPROC

Cost Split | Transfer Prices | Profit _Split

#MUS > MPROC

Relative Value of MPROC's

Functions/Risks to MUS's /1/ 15.5t01

Note:
/1/: That 1, MPROC’s ratio of profit split to cost split (66.5/11.3 = 5.9) is equal to 15.5 times the analogous ratio for MUS (33.5/88.7 = 0.4). That s, 5.9/0.4=15.5.

The taxpayer expert reports opine that these transfer prices are within the arm’s length
range of their benchmarks. The ranges from the taxpayer expert reports include results that
would locate even more profit in MPROC. For example, the median of the taxpayer expert
reports’ ranges would price the intercompany transactions such that: (a) MUS would incur a /oss
of more $470 million; and (b) MPROC would enjoy more than 100 percent (33.2 billion) of the
total system profit. See Tables 2D & C7.

My analysis and conclusion are presented in more detail in Section LD below as well as
in Chapter III. My opinions are based upon the information I have reviewed through the date on
the cover of this report. Subsequent information could potentially change my opinion.

B. Materials Reviewed

To perform these analyses, I reviewed a number of documents supplied by
MEDTRONIC to the IRS as well as a number of publicly available documents. Some of the
documents reviewed are listed below:’

u The intercompany supply, distribution, and license agreements covering
the 2005-2006 fiscal years between MUS and MPROC;®

7 Appendix B contains a complete listing of the documents I relied upon in these analyses.
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u Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-
TC Dkt. No. 6944-11: Expert Report of Mike Kennelly" (“KENNELLY
REPORT”),

u White, Alan G. (October 22, 2014). "Expert Report of Alan G. White,
Ph.D." (“WHITE REPORT");

u Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P.
Berneman, EdD, CLP, RTTP" (“BERNEMAN REPORT”);

u Dowden, Paul D. (October 15, 2014). “Medtronic, Inc. v. Commissioner-
Tax Court Dkt. No. 6944-11: Expert Report of Paul D. Dowden”
(“DOWDEN REPORT”);

u Hughes, Edward F.X. (October 21, 2014). "Expert Report of Edward F.X.
Hughes, MD, M.P H. Re: Medtronic, Inc. v. Commissioner" (“HUGHES
REPORT”),

u Schultz, Daniel. (October 22, 2014). “Expert Report of Daniel Schultz,
MD” (“SCHULTZ REPORT”);

u Chappell, Michael A. (October 22, 2014). “Expert Report of Michael
Chappell” (‘CHAPPELL REPORT”);

u Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-
Tax Court Dkt. No. 6944-11: Statement of Timothy J. Lee” (“LEE
REPORT”),

n Medtronic, Inc. Form 10-Ks; and

u Analyst Reports of Medtronic, Inc. from 2004-2006.

¥ Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2004). Amendment No. 3
to Trademark and Trade Name License Agreement. (MDT _TC00015728); Agreement Between Medtronic, Inc. and
Medtronic Puerto Rico Operations Co. (May 1, 2004). Amendment No. 3 to (Leads) License Agreement.
(MDT _TC00004362); Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1,
2004). Amendment No. 3 to (Device) License Agreement. (MDT _TC00004184); Agreement Between Medtronic,
Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and Restated Trademark and Trade Name
License Agreement. (MDT TC00015730); Agreement Between Medtronic, Inc. and Medtronic Puerto Rico
Operations Co. (May 1, 2005). Amended and Restated License Agreement. (MDT TC00004186); Agreement
Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and Restated License
Agreement. (MDT TC00004364); Agreement Between Medtronic Puerto Rico Operations Co. and Medtronic USA,
Inc. (September 30, 2001). Distribution Agreement. (MDT _TC00013799); and Agreement Between Medtronic Inc.
and Medtronic Puerto Rico Operations Co. (September 30, 2001). Supply Agreement. (MDT _TC00014192).
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C.  Qualifications

My name is Brian C. Becker. I am the founder and President of Precision Economics. A
copy of my current curriculum vitae, which includes a complete listing of my publications,
teaching experience, and expert testimony, is attached to this report as Appendix A.

I have been employed as a consulting economist for more than 22 years. Prior to
founding Precision Economics in 2001, I gained experience with several consulting firms. My
primary areas of focus in these positions were in transfer pricing, business valuation,
international trade, intellectual property, and financial damages. With a focus on
litigation/dispute in transfer pricing, the bulk of my experience has been in industries with large
amounts of intangible property, including software, pharmaceuticals, biotechnology, and medical
devices. This represents my third assignment involving pacemakers, for example.

In the transfer pricing/valuation area, I have testified as an expert witness in three
countries, published more than a dozen articles, and spoken to a number of industry/government
groups. In total, this experience includes more than 500 transfer pricing reports for taxpayers,
law firms, and tax authorities. Among assignments that are a matter of public record, I submitted
a transfer pricing expert report in the U.S. Internal Revenue Service’s (settled) litigation with
GlaxoSmithKline. In 2010, I testified as an expert witness in a U.S. Tax Court transfer pricing
matter involving intercompany services with Weekend Warrior Trailers, Inc. In 2009-2014, 1
testified as a transfer pricing economic expert in Australia’s first three major transfer pricing
trials (Roche, SNF, and Chevron). In 2009-2011, I testified as a transfer pricing economic expert
for the Department of Justice Canada and the Canada Revenue Agency in their disputes with
General Electric and McKesson involving financial guarantees and factoring receivables,
respectively.

My academic background includes teaching positions at four universities and a variety of
published research. In particular, I taught Corporate Finance, Derivative Securities, Statistics,
and Operations Management. I have published more than two dozen articles and book chapters,
including in the 7ax Management Transfer Pricing Report, Corporate Business Taxation
Monthly, Business Valuation Review, and Business Valuation Digest.

I received my B.A. in Applied Mathematics and Economics from the Johns Hopkins
University. I received my M.A. and Ph.D. in Applied Economics from the Wharton School of
the University of Pennsylvania.
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D.  Summary of Findings

The taxpayer expert reports—and the justifications of MEDTRONIC’s transfer prices
therein—opine for a range of prices that are nof consistent with arm’s length expectations:

u MEDTRONIC’s split of profit between MPROC and MUS implies that
MPROC’s licensee/final manufacturing functions are 15.5 times (or more)
the value of MUS’s functions/risks per dollar of cost. See Table 2C.

u Applying the middle (medians)® of the WHITE and BERNEMAN
REPORTS’ ranges would lead to MUS incurring a /oss of $473.4 million,
with MPROC booking a profit of $3.2 billion under arm’s length
circumstances. See Tables 2D & C7.

I disagree with the WHITE REPORT and the BERNEMAN REPORT," whose results
lead to the above conclusions. First, MPROC’s functions/risks are not 15.5 times (or more) as
valuable as those of MUS. Rather, if anything, MUS’s functions/risks are relatively more
valuable than those of MPROC. Prices based on this understanding would place at least $1.5
billion more profit in the United States than proposed by the taxpayer. ' That is,
R&D/technology/patents'? is the primary driver of value in the medical device industry. This is
seen in MEDTRONIC analyst reports, acquisition valuations, product manuals, customer
purchase agreements, etc. that all consistently focus on R&D/technology/patents/specs with only
rare mentions of manufacturing in any capacity.

Second, the only support for MEDTRONIC’s intercompany royalty rates is from the
BERNEMAN REPORT, which uses industry averages from graphs/surveys supplemented by
several non-comparable agreements as its benchmarks. With the licenses at issue for
MEDTRONIC covering a noticeably higher profit margin than typical in this industry, such an

? Transfer pricing economists typically apply medians as opposed to averages. This tends to reduce the influence of
outliers. See, Hamburg, Morris and Peg Young. (1994). Statistical Analysis for Decision Making. 6™ Edition.
Dryden Press: Fort Worth, TX, p. 28.

19" As described in Chapter II, the KENNELLY REPORT does not offer a pricing/profit opinion. The other five
reports describe certain functions or risks that would potentially impact pricing at arm’s length. The WHITE
REPORT and BERNEMAN REPORT do not cross reference these other reports, however.

"' If MUS received proportionate (to costs) profits, it would have booked approximately $1.5 billion more profit
than it did ($2.8 billion * (88.7% - 33.5%) = $1.5 billion), based on profit figures provided in the KENNELLY
REPORT.

12 Such assets were derived (at least in part) from historic MUS expenses that are not captured in its 88.7 percent
split of total costs (e.g., MUS’s historical R&D expenses). If the historical expenses were to be captured, this
percentage would increase above 88.7 percent.
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industry graph approach leads to below arm’s length royalties. For example, the BERNEMAN
REPORT incorrectly opines that a 5 percent (median) royalty rate would be accepted as
compensation for the exclusive rights to a market leading, || Nl operating profit margin
business like the MEDTRONIC products at issue. See Table 13B.

This report does not quantify and opine for an arm’s length set of transfer prices. Rather,
it finds that the benchmarks and analyses provided in the taxpayer expert reports do not support
the actual pricing seen in Table 2C or the more extreme prices seen in Table 2D (based on the
taxpayer expert reports’ medians).

E.  Organization of Report

I organize this report into three chapters, supporting tables, and various appendices. This
first chapter outlines the scope of the project and summarizes the conclusions. Chapter II
summarizes the KENNELLY REPORT’s financial statements for MUS and MPROC, and the
conclusions drawn in the taxpayer’s seven other expert reports. The final chapter critically
analyzes the taxpayer expert reports. Tables and appendices follow the text.
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11. Summary of Taxpaver Expert Reports

The IRS provided me with eight expert reports of the taxpayer that can be grouped into
three categories. First, the KENNELLY REPORT presents financial schedules for MPROC and
MUS for the supply chain at issue. Second, the WHITE and BERNEMAN REPORTS opine on
the pricing in each of the three intercompany transactions. Finally, the remaining five reports
opine on various aspects of the potential importance of MPROC’s role in the supply chain.

A.  KENNELLY REPORT"

The KENNELLY REPORT presents financial schedules for MUS and MPROC over the
supply chain at issue. The schedules that are of particular interest show:

| MEDTRONIC in total booked $6.0 billion of revenue and $2.8 billion of
operating profit. See Table CS.

u The businesses generated operating profit margins of ag)proximately ]
B - line with projections. See Tables C5 & E1.'

u MUS incurred 88.7 percent of the system costs, and MPROC incurred
11.3 percent. See Table 2B.

u The transfer prices provided MPROC with 66.5 percent of the profits'”
with the remaining 33.5 percent to MUS. That is, MPROC was assigned
profits that imply MPROC’s functions/risks were 15.5 times as valuable
per dollar of cost. See Table 2C.

B.  Pricing Opinion Reports

The WHITE and BERNEMAN REPORTS opine that the three sets of transfer prices
incorporated in the KENNELLY REPORT described above are priced consistently with arm’s
length expectations. In fact, they both opined that MUS earned more than would be expected
based on (the median of) their analyses. If MUS and MPROC were to have priced at the median
of the ranges established by the comparables in the WHITE and BERNEMAN REPORTS: (a)

> I apply figures from the KENNELLY REPORT throughout this report. I am not offering an opinion as to the
correctness of the figures in the KENNELLY REPORT.

" These figures are before the imposition of R&D/business costs, as MPROC would not be incurring such costs.

!> That is, operating profit after the payment of all operating costs (including R&D).
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MUS would have suffered nearly half a billion dollar loss; and (b) MPROC would have enjoyed
more than 100 percent of the profits at issue. See Table 2D, below:

Table 2D: Implied Profit Split Using Median Benchmarks from WHITE and
BERNEMAN REPORTS
3,500.0 -

3,000.0
2,500.0
2,000.0
$3.2 Billion Profit —=

1,500.0

1,000.0 -

TUsD Millions

500.0

IMUS Loss L

0.0 -
'} $473 4 Million Loss MFROC Profit

£500.0)

(1,000.0)
1. WHITE REPORT

The WHITE REPORT opines that MUS has earned (at least) arm’s length profits when:

(a) selling manufactured components to MPROC; and (b) reselling MPROC finished products to

third parties. See Table D1. The WHITE REPORT draws its opinions by reference to
independent companies’ profits:

u Component manufacturers earn markups of 6 fo /0 percent on their costs.
u Distributors earn approximately 3 percent operating margins.'®
2. BERNEMAN REPORT

The BERNEMAN REPORT is the only taxpayer expert report to opine on royalties.

First, it opines that MUS received (at least) arm’s length royalties from MPROC for
technology/patents/specs. The BERNEMAN REPORT determines the range of arm’s length

'® White, Alan G. (October 22, 2014). "Expert Report of Alan G. White, Ph.D.." Exhibits 5-6, 9.
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technology royalty levels as 0.5 to 20 percent—with a median of 5 percent—based on a graph of
industry royalty rates described as covering artificial blood, birth control devices, wound
treatments, and other products.'”'® See Table 5A.

The BERNEMAN REPORT supplements the graph with a total of five agreements that
have a royalty rate.'”” The first two of these five agreements are non-exclusive, cross-license,
(litigation) settlements. See Table 5C.

The third agreement cited by the BERNEMAN REPORT is not an arm’s length
agreement, but rather between related parties. It was signed in 1985, involving Genetic
Laboratories, Inc.

The fourth agreement—CardioVascular Dynamics—focused on minimum annual sales of
$25 million. These agreements are described in Table SD.

The last of the five royalty agreements cited—between Theseus Logic, Inc. and
MEDTRONIC—was not for a product existing on the market, but rather for a technology that
could (potentially) be used in medical applications.*

The other industry surveys/graphs presented by the BERNEMAN REPORT as support
consist of’

u A citation to another survey of industry averages from a book on early-
stage technologies;”!

7 The BERNEMAN REPORT also looks at actual agreements, but its opined arm’s length range is equivalent to
the range on the graph. Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP,
RTTP," pp. 12, 18, 23, 25, Exhibits 1A-1B. Sec also Tables SC-5D.

'* The graph does not mention that it includes any agreements for Devices, Leads, or other implantable
cardiovascular devices. Parr, Russell L. and Gordon Smith. (2013). Intellectual Property: Valuation, Exploitation

and Infringement Damages: 2013 Cumulative Supplement. Wiley: Hoboken, NJ, p. 111.

' The BERNEMAN REPORT also summarizes two agreements that do not list a royalty rate. The BERNEMAN
REPORT does not opine on a methodology to convert such agreements into a royalty rate. As such, I do not discuss
them further. Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP,"
Exhibit 2-A, Appendix C.

** Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP." p. C-3. See
also, Agreement Between Theseus Logic, Inc. and Medtronic, Inc. (August 24, 2001). Design and Production
License Agreement. (MDT LB00009494).

! Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 22.
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u An industry average from a database of agreements for the
pharmaceuticals and biotechnology industries;** and

u A citation to a book that cites another survey of non-pharmaceutical
technology transfers in a different publication.”

The BERNEMAN REPORT is also the only taxpayer expert report to opine on trademark
and trade name royalty rates. The agreements identified by the BERNEMAN REPORT as
comparable had a median rate of 0.0 percent.** It supported these results with a study that was
“relying on benchmarks from health science journals, royalty rate studies, and discussions with
licensing professionals.”*

C.  Reports Opining on MPROC’s Functions®

The remaining taxpayer expert reports do not opine on arm’s length pricing or profits.
Rather, they discuss, at a broad level, the importance of marketing, quality manufacturing, FDA
regulatory compliance, and product liability in the medical device industry—and MPROC’s role
therein for these portions of the supply chain. It is not clear what, if any, role these reports had
on the pricing opinions in the WHITE REPORT and the BERNEMAN REPORT. However, as
analysis of functions and risks are part of a transfer pricing economic analysis, I review these
reports’ statements or opinions on functions and risks.

1. Manufacturing Quality
The taxpayer expert reports describe quality as an important issue in this industry, and

broadly focus on the quality concept in general. The reports do not opine that MPROC’s
manufacturing quality is above (or below) the level of Guidant, St. Jude or any other medical

2 Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 22. In
point of fact, this study is also in the same Parr and Smith book referenced earlier. Parr, Russell L. and Gordon

Smith. (2013). Intellectual Property: Valuation. Exploitation and Infringement Damages: 2013 Cumulative
Supplement. Wiley: Hoboken, NJ, pp. 125-127.

> Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP." pp. 22-23.

' The full range for the trademark agreements was 0.0 to 5.0 percent. See Berneman, Louis P. (October 22, 2014).
"Expert Report of Louis P. Berneman, EdD, CLP, RTTP," Exhibit 2-B.

*> Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 23.

** My descriptions and critical analysis of the HUGHES REPORT, LEE REPORT, SCHULTZ REPORT,
CHAPPELL REPORT, and DOWDEN REPORT are limited to only the areas I comment upon. That is, the arcas of
their report that could potentially support (or weaken) the opinions in the BERNEMAN REPORT and in the WHITE
REPORT.
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device manufacturer. Rather, in some cases, they (and their cites) describe the distinction
between: (a) products that are of a high quality due to better features, functionality, materials,
specs, etc.; and (b) a high quality manufacturing plant. *" That is, the developer of the
product/technology/specs (MUS) controls how much of an increase in quality a product can
have by creating new features, specifying high quality materials, and generally maximizing the
effectiveness and safety of the product through improved product design.”® The manufacturer of
a product (MUS for components and MPROC for finished products), by contrast, focuses on not
releasing products with manufacturing defects. That is, the manufacturer ensures that the
finished product meets the quality standards (often known as being within the “tolerance ranges”
or “acceg(‘gance criteria”) in the specs provided by the designer.” See Table 7, below, for
example.

7 See, for example, Hughes, Edward F.X. (October 21, 2014). "Expert Report of Edward F.X. Hughes, MD,
M.P.H. Re: Medtronic, Inc. v. Commissioner," pp. 26-36.

*# US. Food and Drug Administration. (March 11, 1997). Design Control Guidance for Medical Device
Manufacturers, pp. 7-8.

* U.S. Food and Drug Administration. (March 11, 1997). Design Control Guidance for Medical Device
Manufacturers, p. 37.

" Product specs are quite voluminous and consist of many pages. This table only shows a snapshot of some
characteristics that would be addressed.
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Table 7: Sample Summary of "Specs' and Tolerance Ranges for an MPROC
Manufactured Lead
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2. Product Liability

Product liability is addressed in some of the taxpayer expert reports. The reports
distinguish between the relatively modest direct liability costs in litigation and the potentially
larger secondary reputational effects due to problems with products. For example,
MEDTRONIC had not recorded an annual product liability charge (2000-2006) of more than $25
million,”" but the LEE REPORT opines that billions of dollars of market share profits can

! In point of fact, MEDTRONIC’s 10-Ks indicate that the company’s largest product liability charge during the
fiscal 2000-2006 time period was $23.6 million in 2002. See, Medtronic, Inc. (July 21, 2000). Form 10-K for the
Fiscal Year Ended April 30, 2000, pp. 7, 13, 37; Medtronic, Inc. (July 26, 2001). Form 10-K for the Fiscal Year
Ended April 27, 2001, pp. 9, 15, 32; Medtronic, Inc. (July 19, 2002). Form 10-K for the Fiscal Year Ended April 26,
2002, p. 49; Medtronic, Inc. (July 14, 2003). Form 10-K for the Fiscal Year Ended April 25, 2003, p. 48; Medtronic,
Inc. (June 30, 2004). Form 10-K for the Fiscal Year Ended April 30, 2004, p. 40; Medtronic, Inc. (June 29, 2005).
Form 10-K for the Fiscal Year Ended April 29, 2005, p. 40; and Medtronic, Inc. (June 28, 2006). Form 10-K for the
Fiscal Year Ended April 28, 20006, pp. 29, 40.



Medtronic Transfer Pricing Critical Analysis 16

potentially be lost due to reputational effects.** The DOWDEN REPORT notes that the most
recent insurance quote received by MEDTRONIC for its worldwide operations was for $5
million to cover the year 2003.

3. Marketing and Sales (Distribution)

The taxpayer expert reports opine that marketing and sales is important within this
industry/supply chain. While MUS performs the marketing and sales function,”® the reports note
that: (a) physician relationships influence sales; and (b) sales involve new versions of products
(e.g., adding features, etc.) fairly often—requiring renewed marketing efforts.**

4. FDA Regulatory Compliance

The taxpayer expert reports describe the large role played by the FDA in approving
products for sale in the medical device industry, and the costs/efforts required in this re%ard. The
reports provide anecdotes of MPROC’s role before and after production begins.”> These
anecdotes—and the reports in general—do not quantify efforts in terms of costs, headcount,
senior level staff involved, relative roles of MUS and MPROC, or MPROC’s roles/effectiveness
compared to other manufacturers.

32 Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11: Statement
of Timothy J. Lee,” pp. 15-16.

> MPROC does not have a marketing or sales team for sales into the United States. Agreement Between Medtronic
Puerto Rico Operations Co. and Medtronic USA, Inc. (September 30, 2001). Distribution Agreement, p. 1
(MDT_TC00013799).

' Hughes, Edward F.X. (October 21, 2014). "Expert Report of Edward F.X. Hughes, MD, M.P.H. Re: Medtronic,
Inc. v. Commissioner," pp. 20-22.

35 3 »

These anecdotes include “...updating and maintaining Quality System Manuals,” “...registering each
establishment and listing all medical devices,” etc. Chappell, Michael A. (October 22, 2014). “Expert Report of
Michael Chappell,” pp. 42-48; and Schultz, Daniel. (October 22, 2014). “Expert Report of Daniel Schultz, MD,” pp.
31-37.

** MUS noted that all 50 of MEDTRONIC’s worldwide regulatory affairs specialists and management staff are
employed by MUS (none by MPROC). Interview of Tim Samsel, Vice President of Quality and Regulatory,
CRDM, Medtronic, Inc. (June 25, 2010). pp. 6-7 MDT_TC00003716-MDT_TC00003717).
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III. Critical Analysis of Taxpaver Expert Reports

The MEDTRONIC transfer prices—under which MPROC received 15.5 times the
relative profits of MUS—would only transpire at arm’s length if MPROC’s functions/risks were
15.5 times as valuable as MUS’s functions/risks. See Tables 2C-2D. This is not the case, and
the taxpayer expert reports fail to address the following issues that are critical for determining
the relative values—and resulting profit splits—of MUS’s and MPROC’s functions/risks:

the opinions of financial analysts, MEDTRONIC’s public statements, and
MEDTRONIC’s allocation of acquisition prices all consistently show
R&D/technology/patents/specs as the drivers of value in this industry, and
that manufacturing is not. See, for example, Table 3;

MEDTRONIC, Guidant, and St. Jude have consistently kept other
companies from successfully entering the industry (see Tables 14A-14B).
The taxpayer expert reports do not address the extent to which this is due
to their patents and product technology;

MEDTRONIC’s promotional product and training materials do not
mention MPROC manufacturing at all (see Tables 1B-1C);

the fact that senior personnel of MEDTRONIC are disproportionately
employed by MUS—with limited senior roles at MPROC (see Table 6);

the fact that MEDTRONIC’s industry is characterized by (among) the
highest level of R&D and (amongst) the lowest level of manufacturing
costs across all industries suggesting a relatively high level of focus on

R&D and a relatively low level of focus on manufacturing (see Tables
12A-12B); and

MPROC was not allowed to manufacture products in a manner that would
be different from the specs (e.g., outside the tolerance ranges) provided by
MUS.

While the reports have not opined on these issues or the overall profit split, they have
offered opinions on the following:

MPROC performs necessary and important functions that constitute 11.3
percent of MEDTRONIC’s total costs in this system/supply chain.
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At arm’s length, a licensor (like MUS) would be willing to license away a
crown jewel of its business—earning [[flpercent operating profit
margins—at a (median) rate of 5 percent.”’

The taxpayer’s transfer prices are within the range of arm’s length
expectations. At the median pricing of the taxpayer expert reports, MUS
would /ose more than $470 million with MPROC enjoying more than 100
percent ($3.2 billion) of the total profit.*® See Table 2D.

At arm’s length, a licensee (like MPROC) transacting with a component
manufacturer and a finished product marketer/distributor (like MUS)
would see prices that resulted in the latter earning profits consistent with
independent companies.

A.  Topics Not Addressed By The Taxpayer Expert Reports

The taxpayer expert reports have failed to support the transfer pricing that leaves
MPROC with most (or more than all) of the profits while only incurring a small minority of the
costs. The difference between the cost and profit splits is so significant—15.5 times or more
profit per dollar of cost to MPROC—that a standard transfer pricing analysis would need to
show that MPROC’s operations represent the value drivers, and that MUS’s operations are
trivial. The taxpayer expert reports have not shown either.

1.

R&D as the Value Driver

The taxpayer expert reports and other documents not only fail to make the point of
MPROC’s functional/risk superiority, they actually show the opposite. That is, by all accounts,
the biggest value driver in this industry is (MUS’s) R&D/technology/product specs:

Analyst reports and MEDTRONIC reports/filings consistently mention the
importance of R&D, technology, and new product development to sales
growth and profitability. Fully, all/ 42 analyst reports reviewed covering
the period at issue focused on R&D/technology—typically for the supply
chain at issue—with minimal mention of manufacturing. See Table 3,
below. For example:

3" The full range of results extends from 0.5 to 25.0 percent. This also includes a trademark royalty payment.

** These figures record operating profits after incurring all costs (including R&D).
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“New products are the engine of growth in the medical device industry...”
(Emphasis added).”

“We anticipate the growth to be fueled by new product innovations. ..”*

“In order to continue to compete effectively, we must continue to create or
acquire advanced technology [and] incorporate this technology into
proprietary products.”*!

“Going forward, growth in [the Core Neurological] segment will largely
be driven by expanding the overall market opportunity through new
devices and new indications.”**

** Standard & Poor’s. (March 13, 2003). “Industry Surveys: Healthcare: Products & Supplies,” p. 17.

1 Lee, Timothy. (September 29, 2006). “Medtronic, Inc.: Medtronic Showing Some Backbone.” Kaufman Bros.
Equity Research, p. 1 (MDT_TLO00001384).

! Medtronic, Inc. (June 29, 2005). Form 10-K for the Fiscal Year Ended April 29, 2005, p. 20.

2 Reicin, Glenn, Matt Miksic, Anthony Yik, and David Roman. (October 12, 2005). “Medtronic, Inc.: Trying to
Make a Case That They are Different!” Morgan Stanley, p. 11 (MDT TC00294675).
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Table 3: Focus of 42 MEDTRONIC Analyst Reports on Manufacturing or

R&D/Technology/New Products
45

42

B e

B e G

B e L

an

15

Mumber of Analyst Beports

10

1]

Eeports Mentioning Manufacturing Eeports Mentioning E&DTechnol ogy/Tiew
as a Focus of Value Products as a Focus of Value

Mate:
f1f: Incdudes al reports (written in the 2005-2006 penod at issue) provided by the taszpayer, and supplemented by my own search through
Thotnson Reuters for any additional reports authored by Timothy Lee during period at issue. See Appendiz B

u Industry analysts, by contrast, do nof mention manufacturing as a primary
driver of value. See Table 3. Rather, the few mentions of manufacturing
relate to: (a) cost savings;** (b) lowered margins due to the costs of
setting up plants;* and (c) tax strategies for manufacturing. *

* In one year, such cost savings appear to have amounted to approximately $600 thousand. See, Medtronic, Inc.
(August 2005). Medtronic Puerto Rico Operations Company, Slide 19 (MDT_TC00083822).

* See, for example, Reicin, Glenn and Matt Miksic. (August 20, 2004). “Medtronic, Inc.: F1Q05: Many Gives and
Takes in the Quarter.” Morgan Stanley, p. 10 (MDT_T(C00294323); and Reicin, Glenn, Matt Miksic, Anthony Yik,
and David Roman. (October 12, 2005). “Medtronic, Inc.: Trying to Make a Case That They are Different!” Morgan
Stanley, p. 4 (MDT_TC00294668).

4 See, for example, Reicin, Glenn, Matt Miksic, Anthony Yik, and David Roman. (November 17, 2005).
“Medtronic, Inc.: F2Q06: Fine, but More Complicated Than it Had to Be.” Morgan Stanley, p. 3
(MDT _TC00294698); and Martinelli, Katherine A. and Paul K. Choi. (November 17, 2005). "Medtronic, Inc.: Few
Surprises in Q2; No Change to EPS." Merrill Lynch, p. 3 (MDT_TC00292344).

% See, for example, Reicin, Glenn, Matt Miksic, Anthony Yik, and David Roman. (October 12, 2005). “Medtronic,
Inc.: Trying to Make a Case That They are Different!” Morgan Stanley, p. 4 (MDT_TC00294668); and Martinelli,
Katherine A. and Paul K. Choi. (January 24, 2006). "Medtronic, Inc.: Insights Post Day With Management." Merrill
Lynch, p. 3 (MDT _TC00140982).
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u Echoing the analyst reports above, MEDTRONIC also classified most of
the value from its acquisitions as being due to R&D/technology. From its
five acquisitions in the years at issue, MEDTRONIC assigned
approximately two-thirds of the $1.8 billion purchase price to these
assets.” See Table 4, below.

Table 4: MEDTRONIC Acquisitions and Focus of Value: FY 2005-2006

Acquisition Price Intangible Value Booked to:

Company Acquired (USD Millions) In Process R&D and Technology
Angiolink Corporation $45.2 $62.5

Coalescent Surgical, Inc. $65.1 $42.2

Image-Guided Neurologic, Inc. $65.1 $22.2

Transneuronix, Inc. $268.7 $223.1

Gary Michelson, M.D. and Karlin Technology /1/ $1.350.0 $802.6

Total $1.794.1 $1,152.6

Note:

/1/: Acquisition of all of the spine-related intellectual property and related contracts, rights, and tangible materials
owned by Gary Michelson, M.D. and Karlin Technology, Inc. Purchase price of $1,350.0 million includes $550.0
million assigned to the settlement of past damages between the two parties.

u MEDTRONIC does not state in its product descriptions where the product
was manufactured. In fact, MEDTRONIC does not mention MPROC at
all in such documents. See Table 1B-1C.

u Compared to other industries, the medical device industry devotes more
resources towards R&D and fewer resources towards manufacturing. See

Tables 12A-12B.

As such, none of the taxpayer expert reports described MPROC’s manufacturing as the

value driver or MUS’s roles as trivial. Rather, the closest that the reports came to these
conclusions were broad descriptions of MPROC’s roles with some relation to MUS:

u Some of the reports imply/state that some of MPROC’s standard activities,
including “medical device listing,” “establishment registration,” “device
labeling,” “maintaining a manual,” “maintain[ing] a general state of

7 None of the remaining value was assigned to manufacturing intangibles.
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compliance,” etc. are important for MEDTRONIC. They do not compare
such importance relative to the importance of MUS’s functions.*®

u While noting that MPROC performs a number of listed tasks as part of its
11.3 percent of the total costs, the expert reports clarify that such activities
are required for all manufacturers. In point of fact, most of the emphasis
in the CHAPPELL and SCHULTZ REPORTS is not specific to MPROC,
but rather a general summary of regulatory requirements*’ by which al/
manufacturers must abide.”® That is, they do not suggest that MPROC
was engaging in any particularly unique functions that would be
associated with the pricing as proposed.

These facts and conclusions are incongruous with the pricing where MPROC’s functions/risks
are implied to be worth 15.5 or more times the relative value of MUS’s.

2. MPROC’s Relative Value

The taxpayer expert reports made it clear that MPROC’s roles were necessary. '
Similarly, plant tours and other presentations made it clear that the MPROC employees were
dedicated professionals.’® This is certainly laudable, but it is not a differentiating factor that
would allow MPROC to be a (profit-wise) outlier. See Tables 2C, 2D, & 13B. In my
experience, every manufacturing facility boasts of its dedicated employees™ and attention to
detail. Similarly, in profit maximizing companies, all employees perform necessary functions.

*® Schultz, Daniel. (October 22, 2014). “Expert Report of Daniel Schultz, MD,” pp. 24-25, 31; and Chappell,
Michael A. (October 22, 2014). “Expert Report of Michael Chappell,” pp. 26-27, 53-54, 60.

¥ MUS noted that all 50 of MEDTRONIC’s worldwide regulatory affairs specialists and management staff are
employed by MUS (none by MPROC). Interview of Tim Samsel, Vice President of Quality and Regulatory,
CRDM, Medtronic, Inc. (June 25, 2010). pp. 6-7 MDT_TC00003716-MDT_TC00003717).

> Chappell, Michael A. (October 22, 2014). “Expert Report of Michael Chappell,” pp. 53-54, 60; and Schultz,
Daniel. (October 22, 2014). “Expert Report of Daniel Schultz, MD,” pp. 24-25, 34.

1 How easily other MEDTRONIC entities could perform them was not addressed. However, as described below,
MEDTRONIC did have a Devices plant in Switzerland, and it built a Leads plant in Singapore.

> For example, the HUGHES REPORT noted that the MPROC employees had a fifteen minute session where they
could discuss process improvement after each shift. Hughes, Edward F.X. (October 21, 2014). "Expert Report of
Edward F.X. Hughes, MD, M.P.H. Re: Medtronic, Inc. v. Commissioner," p. 33.

> For example, MEDTRONIC refers to all 33,000 of its employees as “dedicated.” See, Medtronic, Inc. (June 29,
2005). Form_10-K for the Fiscal Year Ended April 29, 2005, p. 1.
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Much of transfer pricing analysis requires economists to assess relative values of related
entities in a supply chain. In this case, that means whether MPROC’s necessary manufacturing
function manned by dedicated employees is much more valuable than MUS’s necessary
R&D/technology/specs/manufacturing and distribution functions manned by dedicated
employees—per dollar of cost?

The documents/data available consistently suggest that the answer to the question above
is No. If manufacturing were much of a value driver, top manufacturing plants would gain
strong reputations and companies would affirmatively advertise that their products were
manufactured at these specific plants. However, it is my understanding that MEDTRONIC does
not advertise MPROC’s role in manufacturing in its product manuals, marketing materials to
doctors/hospitals, or in its own training guides for field representatives. For example, on its 16
page INSYNC SENTRY™ marketing document, it does not mention MPROC at all—even in its
list of MEDTRONIC entities worldwide.”® Similarly, its 24 page field representative training
manual for MAXIMO™ provides lists of questions and answers that would arise on a sale call,
but none include manufacturing or MPROC.>® That is, MEDTRONIC did not anticipate that a
product’s manufacturing site would be a likely question/discussion arising from a potential
customer. See Tables 1B-1C, below.*®

>* This pattern held for all of the marketing materials for each product I reviewed. Medtronic, Inc. (2005). INSYNC
SENTRY™ Heart Failure Management System. MDT TC00011521-MDT TC00011536.

> This pattern held for each of the product training manuals I reviewed. Medtronic, Inc. (Undated). MAXIMO™
Launch Conversations and ICD Selling Guide. MDT TC00010961-MDT_TC00010984.

> For example, there is no mention of MPROC in purchase agreements for MEDTRONIC products. Similarly,
detailed MEDTRONIC product manuals (and product specifications/parameters therein) list many MEDTRONIC
entities, but do not include MPROC. See, for example, Purchase Agreement Between SSM Health Care of
Oklahoma, Inc. Owning and Operating St. Anthony Hospital and Medtronic, Inc. (May 20, 2004).
MDT TC00170395; Medtronic, Inc. (2004). Information for Prescribers: Medtronic Pain Therapy—Using
Neurostimulation for Chronic Pain. MDT T(C00271469; Medtronic, Inc. (2005). EnRhythm Model Specifications.
MDT_TC00019006-MDT_TC00019009; and Medtronic, Inc. (2003). MAXIMO™ DR Dual Chamber ICD Product
Specifications. MDT _TC00010945-MDT_TC00010952. See also Tables 1B-1C.
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Table 1B: Example of MEDTRONIC Product Specifications/Parameters
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Table 1C: Example of MEDTRONIC Product Reference Guide
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The many FDA requirements by which a/l manufacturers must abide make it particularly
difficult for one manufacturing entity like MPROC to differentiate itself from others in a way to
justify large shares of profit. See Tables 2C-2D. For example, the FDA requires all medical
product companies to register their manufacturing facilities, list their devices with the FDA, and
follow general controls requirements. The FDA process does not rate the various facilities in a
way that customers could contrast the quality of one facilit;/ with another. That is, all operating
facilities have been judged to have “passed” the standards.’

In a practical sense, MPROC cannot improve MEDTRONIC s product by manufacturing
it well. Tt can only produce up to the quality of MUS’s design, but it may also fall short of that
level. Thus, manufacturing quality really refers to a manufacturer’s ability to produce a product
to the quality level determined/designed by its owner (i.e., MUS).

" Johnson, Judith A. (June 25, 2012). “FDA Regulation of Medical Devices.” Congressional Research Service,

Summary; Retrieved December 17, 2012 from
http://www.fda.gov/medicaldevices/deviceregulationandguidance/postmarketrequirements/qualitysystemsregulation
s/default.htm; and Retrieved December 17, 2012 from

http://www.accessdata.fda. gov/scripts/cdrh/cfdocs/cfcfr/CFRSearch.cfm?CFRPart=820&showFR=1.
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If manufacturing were the value driver for the product lines at issue, one would expect
high quality manufacturing companies (like Johnson & Johnson and Boston Scientific’®) to have
made successful entry into the market without the need for any of the top-end
technology/patents/designs owned by MEDTRONIC, Guidant, and St. Jude. However, the entry
barriers™ (patents, etc.) formed by MEDTRONIC, Guidant, and St. Jude consistently kept other
potential competitors out of the market.*” See Tables 14A-14B. As a gauge to other companies’
levels of interest in entering these markets, both Boston Scientific and Johnson & Johnson
offered more than $25 billion to acquire Guidant during the years 2005-2006.°"

> See, Boston Scientific Corp. (March 1, 2006). Form 10-K for the Fiscal Year Ended December 31, 2005, p. 13.
See also, retricved November 11, 2014 from http:/www.jnj.com/caring/citizenship/sustainability/strategic-
framework/Management-and-quality.

¥ See, Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11:
Statement of Timothy J. Lee,” p. 23.

% See, Jeffrey, Kirk. (2001). Machines in Our Hearts: The Cardiac Pacemaker. the Implantable Defibrillator. and
American Health Care. The Johns Hopkins University Press: Baltimore, Maryland, p. 285; and Retrieved November

10, 2014 from http://www twst.com/interview/1604 1.

' Retrieved October 30, 2014 from http:/news.bostonscientific.com/index.php?s=24913&item=22235; and

Retrieved November 5, 2014 from http://dealbook.nytimes.com/2014/07/27/multibillion-dollar-dispute-over-
guidant-seems-headed-for-trial/? r=0.



Medtronic Transfer Pricing Critical Analysis 27

Table 14B: Medtronic's Presentation of Heart Failure and Pacing Market Shares with
Limited New Entrants: 2005-2006

Guidant loses signficant market share, but new companies do not gain

eart Failure

o a4 QLEYR

. Others

Strong Entry Barriers For Companies Competing
Against MEDTRONIC, Guidant, and St. Jude

In a more direct/quantitative sense, a true “superman-like” MPROC manufacturer as
implied by MEDTRONIC’s pricing/profit split (see Tables 2C-2D) would be able to easily show
hundreds of millions (or billions) of dollars of lowered manufacturing costs compared to what
MUS or other independent companies would incur. However, this information is absent from the
taxpayer expert reports.®?

3. Specs Set Product Quality

The taxpayer expert reports imprecisely cite “quality” as an important driver in this
market.”® The product quality, however, is determined by the R&D/technology/specs of the

%2 MPROC does state that its cost initiatives saved $600 thousand, but that is only 0.01 percent of the supply chain
sales at issue. See, Medtronic, Inc. (August 2005). Medtronic Puerto Rico Operations Company, Slide 19
(MDT _TC00083822).

% Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11: Statement
of Timothy J. Lee,” pp. 5-6; Hughes, Edward F.X. (October 21, 2014). "Expert Report of Edward F.X. Hughes, MD,
M.P.H. Re: Medtronic, Inc. v. Commissioner," p. 25.
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developer (MUS) being licensed to the licensee (MPROC).®* The design and specs define
tolerance ranges within which the designer of the product has determined would be judged
acceptable.® In the event that products are not manufactured according to the design and specs,
MUS has the right to give MPROC written notice of such failures.®®

The manufacturer cannot improve upon the specs, but it can make mistakes that either
run up production costs or potentially lead to a recall. In that sense, MPROC is nof unique—
whomever MUS engaged to manufacture its products according to specs would be required to
produce the same quality of product.’’

Product quality in the medical device industry is expected to be consistent with its
specs—this is not a distinguishing characteristic among manufacturers in the industry.®® This is
evidenced in the fact that medical device companies—all of which have “quality manufacturing”
because they create product according fo specifications—have profit margins that vary
significantly. Thus, despite the fact that medical device companies do not distinguish themselves
in  manufacturing, ® they do distinguish themselves in other ways—including
technology/patents/specs and trademarks/marketing. The quantitative mechanism to distinguish
themselves is through varied levels of profits (margins). The top firms earn margins of 20 or 30
percentage points above the less profitable firms.”” MEDTRONIC has done this better than

%' The trademark agreements also mention that the trademarks (owned by MUS) are “...a sign of quality in certain
segments of the medical device industry.” Agreement Between Medtronic, Inc. and Medtronic Puerto Rico
Operations Co. (September 30, 2001). Trademark and Trade Name License Agreement, p. 1 (MDT_TC00015719);
and Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and
Restated Trademark and Trade Name License Agreement, p. 1 (MDT TC00015730).

% See, for example, Lowery, Andrew, Judy Strojny. and Joseph Puleo. (December 1996). “Medical Device Quality
Systems Manual: A Small Entity Compliance Guide.” U.S. Department of Health and Human Services—Food and
Drug Administration, p. 1-8.

% Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and
Restated License Agreement, p. 3 (MDT _TC00004188); and Agreement Between Medtronic Inc. and Medtronic
Puerto Rico Operations Co. (May 1, 2005). Amended and Restated License Agreement, p. 3 (MDT_TC00004366).

°7 See, for example, Lowery, Andrew, Judy Strojny, and Joseph Puleo. (December 1996). “Medical Device Quality
Systems Manual: A Small Entity Compliance Guide.” U.S. Department of Health and Human Services—Food and
Drug Administration, p. 1-1.

% See, Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11:
Statement of Timothy J. Lee,” p. 5; and Interview of James Patrick Mackin, President of CRDM, Medtronic, Inc.
(July 15, 2010). p. 22 MDT_TC00018310).

% T have seen no opinion by an analyst, taxpayer expert report, or a company that MEDTRONIC (or MPROC)
manufactures at much lower costs than others in this industry.

® By contrast, companies that manufacture without owning valuable R&D make more consistent (and lower) profit
margins than fully integrated, research companies. See Tables 13B-13C.
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other companies, with an additional 20 percentage point premium associated with the products at
issue. As seen in Table 13A below, MEDTRONIC’s profit for the products at issue is fully swo
and a half times the typical (median) profit level seen in this industry amongst leading (large)
companies.

Table 13A: Operating Margin for All U.S. Independent Medical Device Companies with
ales Above $500 Million Annually: Fiscal Years 2005-2006

Minimum 7.5%
Bottom of Interquartile Range 15.2%
Median 24.2%
Top of Interquartile Range 30.8%
Maximum (MEDTRONIC) 40.8%
MEDTRONIC System Profit at Issue ]

4. MUS Staffs the Senior Personnel

All else being equal, one would expect the senior personnel to have more impact on
profits and value than other employees in a company.’’ In this case, almost no senior personnel
(Vice President or above) reside at MPROC, with the majority at MUS. For example, MPROC
had just one Vice President, while MUS staffed 100 Vice Presidents (and higher level senior
executives—including the CEO) in 2005. See Table 6, below.

' This would be reflected through their higher levels of compensation.
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Table 6: Number of Senior Executives (Vice President and Above) at MUS vs. MPROC:

2005
120

100
L e B B Ty

[==]
o

o
o

Sentor Executives

I
=

00

MPEOC MUs 1/

Notes:
M4 Includes Vice Presidents, 3r. Counsel, Senior Vice Presidents, Presidents, and C-Level Executives in CEW or Meurological Businesses of
MEDTROMIC.

B.  Benchmarks and Conclusions in Quantitative Reports

The taxpayer expert reports are essentially silent on arm’s length profit splits and the
relative values of MPROC and MUS in the supply chain, with: (a) no test of reasonableness
being performed; and (b) as described below, the reports providing only limited—and
inappropriate—benchmarks and analyses to justify their implications that MUS would accept a
significant loss while MPROC would enjoy more than 100 percent of the system profit at arm’s
length. See Table 2D.

The WHITE REPORT opines the incoming and outgoing product prices to be consistent
with arm’s length expectations based on the profits of independent manufacturers and
distributors.”* The WHITE REPORT does not review the BERNEMAN REPORT, so it does not
comment on overall profit implications. I first analyze the BERNEMAN REPORT.

The BERNEMAN REPORT values MUS’s licenses. MUS’s licenses allow exclusive
access to a market leading business with significantly above average profit margins (see Tables

2 The WHITE REPORT does not appear to consider other valuation methods or describe why it chose this
approach as the best method. See, White, Alan G. (October 22, 2014). "Expert Report of Alan G. White, Ph.D.." pp.
2-8.
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13A-13B). The BERNEMAN REPORT’s approach of attempting to locate comparable
agreements is particularly difficult because of the lack of benchmarks. Market leading
companies with [J] percent profit margins like MEDTRONIC—of which there are very few to
begin with”—typically do not license the rights to the “crown jewels” of their business.”* This
difficulty in locating benchmark agreements with similar profit potential is particularly important
because profit margins are a primary driver of royalty rates.”

The BERNEMAN REPORT does not benchmark the licenses at issue to other licenses
with demonstrated or projected similar profit margins. In fact, the BERNEMAN REPORT does
not show the profit margins of its benchmarks at all, as it principally consists of industry surveys
of rates. The BERNEMAN REPORT’s implication that applying industry surveys is an
appropriate substitute to screening for profit potential is not accurate for several reasons.’®’’
First, economists typically look for agreements that have similar profit potential because
licensees can only pay royalties from the profits they earn—including paying their investors.
That is, higher projected profit margins allow for higher royalty rates.”® Second, this industry in
general—and MEDTRONIC’s place in it—show a wide variation in profit potential.” Tables
13A-13B (the latter, below) show that even among the large/successful companies in

> MEDTRONIC on a consolidated basis earned higher operating margins (pre-R&D) than all other large United
States medical device companies over the period at issue. Even its consolidated margin (40.8 percent) is far below
its margins on the products at issue. There is no documentation that the BERNEMAN REPORT applied agreements
for any major product earning profit margins close to those at issue. See Table 13A.

™ See, for example, Parchomovsky, Gideon and Michael Mattioli. (March 2011). “Partial Patents.” Columbia Law
Review. Vol. 3, No. 2, p. 243.

7> This concept has been noted by many including the authors of the industry graph used as the arm’s length
technology royalty rate range in the BERNEMAN REPORT. Smith, Gordon V. and Russell L. Parr. (2005).
Intellectual Property: Valuation. Exploitation. and Infringement Damages. Wiley: Hoboken, New Jersey, Chapter
36. See also, Parr, Russell. (2007). Rovalty Rates for Licensing Intellectual Property. John Wiley & Sons, Inc:
Hoboken, New Jersey, pp. 124-128.

’® In fact, one of the BERNEMAN REPORT’s citations states, “The goal here is simply to caution the reader about
the limitations of using industry standards for setting royalties and other license considerations.” (Emphasis added).
See, Razgaitis, Richard. (2007). “Pricing the Intellectual Property of Early-Stage Technologies: A Primer of Basic

Valuation Tools and Considerations.” Intellectual Property Management in Health and Agricultural Innovation: A
Handbook of Best Practices. MIHR: Oxford, UK., p. 823 (MDT LB00020338).

"7 The BERNEMAN REPORT does not appear to consider other valuation methods or describe why it chose this
approach as the best method. Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD,
CLP, RTTP," pp. 9-23.

8 See, Becker, Brian. (October 9, 2008). “Projected and Actual Profits” Impact on Licensees,” Tax Management:
Transfer Pricing Report. Vol. 17, No. 11.

® In fact, the BERNEMAN REPORT notes the first two criteria of the Treasury Regulations cover these two points.
Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 20.
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MEDTRONIC’s industry: (a) operating profit margins range from 7.5 fo 40.8 percent; and (b)
MEDTRONIC’s [l percent profit margins on the supply chain at issue far exceed any of these
values. In this sense, royalties based on the much lower “industry profitability” types of surveys
used in the BERNEMAN REPORT would not be applicable to the supply chain at issue.

Table 13B: BERNEMAN REPORT Royalty Opinion Compared to Profitability of Medical
Device Companies: Fiscal Years 2005-2006

o A &
[y & o &
&t o & o & Sl
& 8 S @ R 3
Cﬁ?’ A ¥ @* Q¥
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& t;tﬁ 4 @@‘? é@?
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Motes:
f1f: &l U8 companies with $500 million or more in annual sales: FY2005-2006.
2 Search was performed using the following S1C codes: 3821, 3841, 3842, 3843, and 3845

With the above facts in mind, it is important to consider how bargaining power would
potentially impact the allocation of profit. (The BERNEMAN REPORT did not perform this
type of analysis either). MPROC only owned manufacturing facilities to finish components into
final product. By contrast, MUS owned essentially everything it needed in-house to run the
entire business by itself.*" From a practical perspective, only MUS had the legal right to run the
business due to its ownership of the technology/patents/specs/trademark and trade name rights

¥ MEDTRONIC owned a Device plant in Switzerland and had the knowledge to open or retrofit a plant to
manufacture Leads. It, in fact, built a Singapore plant in 2013 that manufactured Leads (and Devices). Agreement
Between Medtronic Puerto Rico Operations Co., Medtronic Europe S.A., and Medtronic Inc. (May 1, 2002). Supply
Agreement, pp. 1-2 (MDT TC00016757-MDT_TC00016758). MEDTRONIC’s United States manufacturing plants
were also capable of manufacturing prototype devices. See, Interview of Rebecca Bergman, Vice President, New
Therapies and Diagnostics, CRDM, Medtronic, Inc. (July 16, 2010). pp. 9-10 (MDT_TC00000341-
MDT_TC00000342).
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for the products.®® This bargaining power of MUS would—all else being equal—equate to a
larger share of profit than a licensor without such bargaining power. See Table 8, below.

Table 8: Bargaining Dynamics for MUS License to MPROC
Owned By:
Function, Asset MUS MPROC

Existing Product IP (Patents, Specs, efc.)

Licensable Business with Projected [JJ% Profit Margins

Product Trademarks

Facility/Intent to Perform Future R&D

Selling/Marketing Operations

Component Manufacturing Facilitics

Fmished Devices Facilities /1/

Fmished Leads Facilities /1/

00000000
X JOIOIOI0I0)O,

Note:
/1/: Tt is my understanding that MUS had access to a Devices plant in Switzerland, and had the ability/knowledge to
build a plant, retrofit a plant, or license out to a third party in order to perform the final Leads manufacturing,

81 Agreement Between Medtronic Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and
Restated License Agreement, p. 1 (MDT TC00004186); Agreement Between Medtronic Inc. and Medtronic Puerto
Rico Operations Co. (May 1, 2005). Amended and Restated License Agreement, p. 1 (MDT_TC00004364);
Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (September 30, 2001). Trademark
and Trade Name License Agreement, p. 1 (MDT TC00015719); and Agreement Between Medtronic, Inc. and
Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and Restated Trademark and Trade Name License
Agreement, p.1 (MDT TC00015730).
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To price the royalty rates on the licenses, the BERNEMAN REPORT does not account
for the factors above. In fact, it does not consider the overall profit splits®* or even the specific
profit levels of MUS or MPROC (CPM approach®). Rather, it cites to the royalty rates seen in
an industry survey graph. See Table SA, below. It is my understanding that these royalties do
not include any high-end (and high profit margin) implantable cardiovascular medical devices
like those being licensed here, but rather cover a range of products described as:

...artificial blood, magnetic resonance imaging (MRI) equipment,
cancer diagnostic devices, birth control devices, wound treatments,
and surgical equipment.

Table SA: The BERNEMAN REPORT's Graph of Medical Device Industry Royalties
Used to Define Its Arm's Length Technology Royalty Rate Range

20 - Median of BERNEMAN REPORT Opinion
18 A
16
1ed

i

8 101113141617192022232526282931323435373840
Royalty Rate, %

12457

8 See, 26 CF.R. § 1.482-6, retrieved November 6, 2014 from http://www.law.cornell.edu/cfr/text/26/1.482-6.

¥ The term CPM refers to the Comparable Profits Method amongst transfer pricing professionals. See, 26 C.F.R. §
1.482-5, retrieved November 6, 2014 from http://www.law.cornell.edu/cfr/text/26/1.482-5.

¥ Parr, Russell L. and Gordon Smith. (2013). Intellectual Property: Valuation. Exploitation and Infringement
Damages: 2013 Cumulative Supplement. Wiley: Hoboken, NJ, p. 111.
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This inaccurate approach being applied to price very specific (and valuable) rights results
in pricing inconsistent with arm’s length expectations. At a practical level, for example, the
BERNEMAN REPORT considers a royalty of 5.0 percent (the median in this industry survey
graph) to be a potential result of arm’s length royalty negotiations between MUS and MPROC.
A 5.0 percent rate, however, is realistically of no value in pricing this royalty rate for the
exclusive rights to this large, patent-protected, profitable business. The BERNEMAN REPORT
is opining that at arm’s length, MUS would agree to provide MPROC exclusive access to this
crown jewel in its business and MUS would agree to perform R&D/business on a going forward
basis for MPROC at a cost to MUS of approximately 14 percent of sales—all for a payment of
5.0 percent of sales. No licensor at arm’s length would give its crown jewel business away for
free and agree to work at a significant loss going forward—especially when they have a
successful existing business. See Table C4.%

The BERNEMAN REPORT’s reliance on an industry graph without the benefit of
reading the underlying agreements is particularly surprising in light of its own description of
intellectual property agreements:

Generally, a license agreement is a complex legal document that
includes provisions related to ... royalties;, ... duration (term),
management of intellectual property; risk management (/imitation
of liability, warranties, disclaimer, indemnification); ... dispute
resolution; and notices and requests. License and other alliance
agreements may include a variety of payment terms and impose
varying obligations on the parties. (Emphasis added).®

With such complexity for licenses, a graph of industry royalty rates without knowledge of their
agreement terms would not be sufficient to serve in any benchmark capacity. The BERNEMAN
REPORT, however, uses this as its primary benchmark to define its range.

The BERNEMAN REPORT also appears to rely heavily on a MEDTRONIC litigation
settlement from 1992 with Pacesetter Systems, Inc., which the BERNEMAN REPORT describes
as:

¥ The BERNEMAN REPORT cites to three other surveys/databases without providing any agreements therefrom.
Without the agreements, it is hard to fully comment on the context, but one is from an carly stage technologies book,
another covers pharmaceuticals and biotechnology, and the third covers non-pharmaceutical medical technologies.
By contrast, the MUS/MPROC license involves mature businesses where the most profitable company in the
industry is licensing its crown jewels. See Table 13B. Berneman, Louis P. (October 22, 2014). "Expert Report of
Louis P. Berneman, EdD, CLP, RTTP," pp. 21-23.

¥ Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 8.
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...[related] to the same products, and even the same profit
potential, as the products in the License Agreements between
Medtronic and MPROC. (Emphasis added).®’

In fact, the BERNEMAN REPORT states that this 1992 Pacesetter Systems, Inc. settlement
gave:

...comfort that [its] analysis captures the various comparability
criteria outlined in the Treasury Regulations.®

A review of this agreement would make clear that any comfort provided by a reliance on
this agreement would be misplaced. First, the products were not demonstrated to have a similar
profit potential. Rather, the BERNEMAN REPORT provided no information on this product’s
profitability in 1992. Second, the 1992 agreement was non-exclusive, which is typically less
valuable than an exclusive arrangement.® Third, the 1992 agreement was a cross license whose
royalty would be lower than a standard form like that between MUS and MPROC because the
former would presumably net out one royalty against another.” Fourth, the 1992 agreement was
a settlement in litigation, and we are not informed of the underlying facts leading to this
settlement as to whether they would resemble arm’s length negotiations or would include other
factors not present in a licensing negotiation. Finally, there is no indication that the licensor in
this agreement was like MUS in that it would continue to perform R&D and provide access to
the new products/patents/specs to the licensee. See Table SC, below, which also includes a
second BERNEMAN REPORT agreement that was a non-exclusive, cross license, settlement
with no profit projections.

¥ Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 21.
¥ Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 21.

% See, for example, World Intellectual Property Organization. (January 2005). “Exchanging Value—Negotiating
Technology License Agreements: A Training Manual,” pp. 38, 48-49.

** For example, a cross license of a 10 percent royalty could result from a license in one direction worth 40 percent
against a license in the other direction worth 30 percent. The 10 percent figure (40 — 30) would not be comparable
to sct a single royalty that was nof being netted out against another—like the MUS/MPROC license at issue.
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Table SC: Litigation Settlement Agreements Cited by Taxpayer (to Support its Graph)
and Their Differences from MUS/MPROC

Pacesetter Systems Edwards Lifesciences Corp.
Characteristic MUS/MPROC License Agreement License Agreement
Profit Potential Margin lPercent Not Specified Not Specified
Exclusivity Yes No No
Context of License Business Operations Settlement Settlement
Type of License Single Agreement Cross License Cross License
Duties Pertormed by Licensor Ongoing ?)ig;bﬁlnﬁﬁcm& - -
Time Period 1, 3 Years 10 Years 8 Years
Date 2004, 2005 1992 2014

The BERNEMAN REPORT includes three other agreements as additional supplements
to its graph, but they also would not provide reasonable benchmarks in this context. For
example, the /985 Genetic Laboratories agreement was not an arm’s length agreement, but
rather between related parties. As such, it would provide no information regarding negotiations
between unrelated parties. Similarly, the CardioVascular Dynamics agreement specified a
minimum royalty associated with annual sales of only $25 million. This would likely have quite
different economic characteristics than the Sﬁl billion of annual sales at issue. This difference in
size would exacerbate the likelihood that this product’s profit margins were far below the 60
percent levels at issue. See Table SD, below.

Table SD: Agreements Cited by Taxpayer (to Support its Graph) with Some Sales Data

Available
Characteristic MUS/MPROC Genetic Laboratories, Inc. CardioVascular Dynamics
Sales Levels (Per Year) m billion $3 million /1/ $25 million 2/
Type of Agreement -- Related Party /3/ --
Date 2004, 2005 1985 1998

Notes:

/1/: Refers to sales of some of the products included in this license agreement (e.g., Peri-Guard and Flo-Rester). Sales data for other products included
in the agreement were not publicly available.

/2/: That is, Guidant agreed to pay CardioVascular a minimum annual royalty of $250 thousand, associated with a one percent royalty rate.

/3/: That is, Bio-Vascular, Inc. acquired the cardiovascular business of Genetic Laboratories, Inc. in July 1985.
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The BERNEMAN REPORT’s final agreement—between Theseus Logic, Inc. and
MEDTRONIC—is not for a product, but rather a technology that could be used potentially in
conjunction with different products.”’ Profit margin projections would thus likely be harder to
locate, and less likely to be as large as the. percent at issue.

The BERNEMAN REPORT also offered certain benchmarks to MEDTRONIC’s
trademarks that included trademarks for:

u Dr. Donald E. Doyle’s Doyle nasal dressings;
u Dr. Harold Reuter’s bivalve nasal septal splints; and
u Dr. Jack Kartush’s products for neurology, otology, and head and neck.”

While these licenses from individual doctors outside of the profitable cardiovascular space”
would appear to be of much lower value and at earlier stages than the MEDTRONIC agreements
at issue, in fact, these represented the highest trademark royalties presented by the BERNEMAN
REPORT. The BERNEMAN REPORT illogically opines that the median benchmark trademark
royalty would be O percent. Thus, its total median royalty including technology and trademarks
would only be (5 plus 0) 5 percent. Such rates derived from industry averages have different
implications depending on the product’s profitability within that industry. This rate is relatively
close to the profitability levels of the lowest performing medical device companies, but orders of
magnitude different from the crown jewels of the industry’s most profitable company—the
MEDTRONIC supply chain at issue. See Table 13B.

C.  Other Themes in Qualitative Opinions

The taxpayer expert reports comment on MPROC’s responsibilities for some portion of
product liability on the supply chain at issue. This section of my report makes two broad
comments on this contention. First, while there are direct liability costs from litigation (awards
that can potentially be insured against), the potentially larger costs of product reputation

°1 Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. C-3.
°2 Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," Exhibit 2-B.

> As seen in Table 13A, MEDTRONIC, St. Jude, and Boston Scientific (with the Guidant acquisition) constitute
three of the four highest profit margin companies.
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problems are seen in a company’s inabilitsy gor reduced ability) to sell its product.”® These latter
costs cannot typically be insured against.”>”

Market share/market value losses would disproportionately harm MUS as compared to
MPROC. Such  losses/problems  would  eliminate  (or  minimize)  the
technology/patents/specs/trademark/trade name owner’s (MUS’s) ability to sell its product
anywhere. By contrast, such a problem would typically not directly hinder the associated
manufacturer (MPROC) as much. A manufacturer like MPROC would still be able to contract
its services to other customers.”” MUS, by contrast, would weaken/lose its ability to profit from
its (now less/non-valuable) R&D. Those assets—unlike a manufacturing plant”*—could ot be
redeployed. In this sense, regardless of which party may or may not pay damage awards in
litigation, the party with the most risk from product liability is MUS.

The second important point of the taxpayer’s discussion of liability is valuation.” In that
sense, the taxpayer notes that full insurance for all of MEDTRONIC was quoted at 85 million
annually for 2003. The DOWDEN REPORT adjusted this result for MPROC’s implied share of
liability costs for the supply chain at issue by accounting for:

' Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11: Statement
of Timothy J. Lee,” p. 12.

> 1 have never seen—including in the voluminous supporting documentation associated with the taxpayer expert
reports—an insurance policy that would insure against a loss of market share due to declines in reputation. This
would likely be subjective/difficult to measure as opposed to a specific damages award or settlement, for example.
See, retrieved November 20, 2014 from http://www.riskandinsurance.com/top-five-uninsurable-risks/; and retrieved
November 20, 2014 from http://blogs.wsj.com/riskandcompliance/2013/07/10/biggest-business-risks-uninsurable-
lloyds-ceo/.

 This is seen in the LEE REPORT, which shows larger market value/market share losses than the relatively
modest direct liability awards. Lee, Timothy J. (October 21, 2014). “Medtronic, Inc. v. Commissioner-Tax Court
Dkt. No. 6944-11: Statement of Timothy J. Lee,” pp. 14-16.

7 A manufacturer’s ability to serve another supplier would depend on whether the product’s reputation loss was
due to a design defect or a manufacturing error. In the latter case, the manufacturer would face a more difficult
market situation.

% MUS would be able to re-deploy its component manufacturing assets unless its manufacturing had caused the
defect/recall.

Tt is not clear if the insurance valuation of the DOWDEN REPORT was used at all by the WHITE REPORT or
BERNEMAN REPORT that opined on the transfer prices. However, as seen below, the implication that MPROC
saved MUS hundreds of millions of dollars annually from not having to pay insurance is not accurate.
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u The sl%gply chain at issue is only (less than) 30 percent of MUS’s total
sales.

u Insurance rates may have increased from 2003 through 2005-2006."!

u Although MEDTRONIC considered a total insurance limit of $250 million
for its worldwide operations in 2003, and had not recorded an annual
liability charge (from 2000-2006) for even $25 million,'** the DOWDEN
REPORT priced an insurance limit of $3 billion for the supply chain at
issue.

u Berkshire Hathaway offered an insurance rate on its website in 2005 to
pharmaceutical and medical device companies.'”

In total, these adjustments led to the DOWDEN REPORT conclusion that while MEDTRONIC
was offered insurance to cover 2003 at a cost of $5 million, two years later the implied

“insurance” provided by MPROC on the product lines at issue was worth $220 million. See
Table 11, below.

1% While this is factually correct, the DOWDEN REPORT made no specific downward (or upward) adjustment to
account for only focusing on a minority of the company. See, Dowden, Paul D. (October 15, 2014). “Medtronic,
Inc. v. Commissioner-Tax Court Dkt. No. 6944-11: Expert Report of Paul D. Dowden,” pp. 21-35.

1 Even by 2011, insurance quotes to MEDTRONIC for its worldwide operations had only increased to $23 to $28
million, for liability coverage up to $600 million. See, Memo from Gary Nelson to Medtronic Audit Committee.
(August 24, 2011). Annual Report—Corporate Risk Management: Insurance Operations and Business Continuity
Management, p. 1 (MDT TC00109211).

1% In point of fact, MEDTRONIC’s 10-Ks indicate that the company’s largest annual product liability charge
during the fiscal 2000-2006 time period was $23.6 million in 2002. See, Medtronic, Inc. (July 21, 2000). Form 10-
K for the Fiscal Year Ended April 30, 2000, pp. 7, 13, 37, Medtronic, Inc. (July 26, 2001). Form 10-K for the Fiscal
Year Ended April 27, 2001, pp. 9, 15, 32; Medtronic, Inc. (July 19, 2002). Form 10-K for the Fiscal Year Ended
April 26, 2002, p. 49; Medtronic, Inc. (July 14, 2003). Form 10-K for the Fiscal Year Ended April 25, 2003, p. 48;
Medtronic, Inc. (June 30, 2004). Form 10-K for the Fiscal Year Ended April 30, 2004, p. 40; Medtronic, Inc. (June
29, 2005). Form 10-K for the Fiscal Year Ended April 29, 2005, p. 40; and Medtronic, Inc. (June 28, 2006). Form
10-K for the Fiscal Year Ended April 28, 2000, pp. 29, 40.

% 1t is my understanding that no companies took the offer. See, Email from Bruce Belzak to June Guida.
(February 16, 2005). Life Sciences Practice News Blast — Berkshire Hathaway Program. (MDT PD0001037).



Medtronic Transfer Pricing Critical Analysis 41

Table 11: DOWDEN REPORT Estimation of Value of Implied Insurance Savings (to
MUS) by MPROC on System/Supply Chain at Issue

. DOWDEN REPORT Adjustments

2003 Actual Insurance Quote
for 100% of MEDTRONIC's
Worldwide Sales

DOWDEN REPORT's 2005 Estimate for Insurance
Implicitly Covered by MPROC on 30% of MEDTRONIC's
Worldwide Sales /1/ (System/Supply Chain Sales Only)

Note:
/1/: The DOWDEN REPORT's adjustments result in a range of approximately $220M to $235M.

Such an extreme set of adjustments—approximately 45 times an actual insurance quote
for a much smaller business—does not accord with the facts. In particular, the taxpayer expert
reports did not provide evidence of expected awards approaching $3 billion—as a rationale for
$3 billion of insurance limits. Additionally, the taxpayer expert reports did not note that
MEDTRONIC has successfully used the “FDA” defense in litigation as a way to limit its
liability. This argument provides that an award associated with a design defect should be
eliminated or minimized since MEDTRONIC’s product and manufacturing process were
approved by the FDA.'%

D.  Projections vs. Actual Results

Licensees like MPROC have the potential to benefit when they sign a long-term license
for a product/business with modest projected profit margins that ends with much higher actual

199" See, for example, Scott, Bryan G. and Elizabeth K. Strickland. (2009). “Recent Development in Federal
Preemption of Pharmaceutical Drug and Medical Device Product Liability Claims.” North Carolina Association of
Defense Attorneys; Whitney, Daniel W. (2010). “Guide to Preemption of State-Law Claims Against Class III PMA
Medical Devices,” Food and Drug Journal Law Journal. Vol. 65, No. 1; and Brown, Michael K. et al. (May 2012).
“Medical Device Preemption—Is There Life for Plaintiffs’ Claims After Riegel v. Medtronic, Inc.?” Reed Smith
LLP.
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profit margins.'”> MEDTRONIC’s operating margins, however, did not follow the above fact

pattern in this supply chain. See Table E1. In fact, its ] percent actual profit margins were
quite similar to those projected for it.'®:'"” That is, MPROC did not gain—nor lose—
substantially from being the (licensee) beneficiary of a business earning above projected profit
margins.'® Thus, MPROC’s actual (and opined) profit levels far in excess of those for MUS
cannot be explained by it successfully taking on risk. This further confirms MPROC’s excessive
actual (and opined) profits cannot be explained by arm’s length factors.

E. Conclusion

The taxpayer expert reports—and the justifications of MEDTRONIC’s transfer prices
therein—opine for a range of prices that are nof consistent with arm’s length expectations:

u MEDTRONIC’s split of profit between MPROC and MUS implies that
MPROC’s licensee/final manufacturing functions are 15.5 times (or more)
the value of MUS’s functions/risks per dollar of cost. See Table 2C.

u Applying the middle (medians) of the WHITE and BERNEMAN
REPORTS’ ranges would lead to MUS incurring a /oss of $473.4 million,
with MPROC booking a profit of $3.2 billion under arm’s length
circumstances. See Tables 2D & C7.

I disagree with the WHITE REPORT and the BERNEMAN REPORT, whose results lead
to the above conclusions. First, MPROC’s functions/risks are not 15.5 times (or more) as
valuable as those of MUS. Rather, if anything, MUS’s functions/risks are relatively more
valuable than those of MPROC. Prices based on this understanding would place at least $1.5
billion more profit in the United States than proposed by the taxpayer. That is,

% That is, royalty rates being based on projections/expectations. See, Smith, Gordon V. and Russell L. Parr.

(2005). Intellectual Property: Valuation. Exploitation, and Infringement Damages. Wiley: Hoboken, New Jersey, pp.
203, 356-357, 655.

1% The projections cover a somewhat wider range of products on a worldwide basis. They represent the closest
product match amongst contemporancous projections that I have located.

17 In a practical sense, MPROC did not face long-term profit margin risk, as the agreement covering fiscal year
2005 was only one year in length and the agreement with a May 2005 effective date only lasted one year during the
period at issue. Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2004).
Amendment No. 3 to Trademark and Trade Name License Agreement, p. 1 (MDT TC00015728); Agreement
Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2004). Amendment No. 3 to (Leads)
License Agreement, p. 1 (MDT TC00004362); and Agreement Between Medtronic, Inc. and Medtronic Puerto Rico
Operations Co. (May 1, 2004). Amendment No. 3 to (Device) License Agreement, p. 1| (MDT_TC00004184).

1% See, for example, Becker, Brian. (October 9, 2008). “Projected and Actual Profits’ Impact on Licensees,” Tax
Management: Transfer Pricing Report. Vol. 17, No. 11.
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R&D/technology/patents is the primary driver of value in the medical device industry. This is
seen in MEDTRONIC analyst reports, acquisition valuations, product manuals, customer
purchase agreements, etc. that all consistently focus on R&D/technology/patents/specs with only
rare mentions of manufacturing in any capacity.

Second, the only support for MEDTRONIC’s intercompany royalty rates is from the
BERNEMAN REPORT, which uses industry averages from graphs/surveys supplemented by
several non-comparable agreements as its benchmarks. With the licenses at issue for
MEDTRONIC covering a noticeably higher profit margin than typical in this industry, such an
industry graph approach leads to below arm’s length royalties. For example, the BERNEMAN
REPORT incorrectly opines that a 5 percent (median) royalty rate would be accepted as
compensation for the exclusive rights to a market leading, [ percent operating profit margin
business like the MEDTRONIC products at issue. See Table 13B.

This report does not quantify and opine for an arm’s length set of transfer prices. Rather,
it finds that the benchmarks and analyses provided in the taxpayer expert reports do not support
the actual pricing seen in Table 2C or the more extreme prices seen in Table 2D (based on the
taxpayer expert reports’ medians).
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Table 1A:

Intercompany Transactions at Issue

3rd Parties

Devices and Leads

Intangible Licenses

MUS MPROC
(88.7% of Costs) (11.3% of Costs)

K Components J

Devices and Leads

Sources:
(1) Table 2B.
(2) Bermneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," pp. 3-4.

(3) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike
Kennelly," pp. 5-9.
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Table 1B:

Example of MEDTRONIC Product Specifications/Parameters
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(1) Medtronic, Inc. (2005). EnRhythm Model Specifications

.MDT_TC00019006-MDT_TC00019009.
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Table 1C:

Example of MEDTRONIC Product Reference Guide

&3 Medtronic

ENPULSE
E2DRO0/ 20430 Series
E2D0Q Series
E2WDDO0 Series
EZSRO0 Series

Pacernaker Reference Guide

Caution: Federal law (USA) restricts this device to sale by o on
the arder of & physician or properly licensed practitioner

MDT_TCO002 1883

Source:

bl Hisaakguarters
Madironis, foe.

TID Mediranic Parkway
Minmeggslis, MM 55432-8804
Lsa

irtarnat: wwsomedivanie oo
T, TEI-514-3000
Fan 785-514-3879

Medtranie USA, Ing.

Tebdres in the LISA (#d4-hour technical
censuiation for physizians aod
rreckeal protessicaeis)

Beadyewrda: 1-800-208. 4638
Taohpoarda: 100 T23-4635

EnropolfifricaiMiddie East
tors

Heckrenk Bucape B

Bouits da WMot 31

Case Pesinle

LH-1351 Talechanaz
Surtzertand
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Tei. 41-21-02-7000

Fax 41-24-802-7900

Modironic E.C. Authorized
HepraseatativedDistributed by
Megtronic BN
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Hong Kong
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Fax 95225070313
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Canada
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Japan
Iedtranis Japan
Bl Baiare West Tower 6F
B0 Horthawa-che, Sawei -k,
Kawasahi, Kanagoes 2160013
Jagan

Tel 81-44540-68 12
Far 87-44-840-8200

MPROC Not
Identified

e i
v

]
il

MDT_TCO0022321

(1) Medtronic, Inc. (February 2004). EnPulse: Pacemaker Reference Guide. MDT_TC00021993-MDT_TC00022321.
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Table 2A:

Profit Split Between MUS and MPROC: 2005-2006

Fiscal Year Ended April (In USD Millions Except

Percentages) 2005-2006 Total Profit Profit Split Cost Split
MUS Operating Profit 929.7 | 33.5% | | 88.7%
MPROC Operating Profit 1,842.9 | 66.5% | | 11.3%
Total System Profit 2,772.7 100.0% 100.0%
Source:

(1) Tables 2B & C5.
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Table 2B:

Split of Total '"System' Costs Between MUS and MPROC: 2005-2006

Fiscal Year Ended April (In USD Millions Except

Percentages) 2005-2006 Total Costs Cost Split
Distribution and Overhead Costs /1/ e 50.7%
R&D/Business Costs 8229 25.7%
Component Manufacturing Costs [ | 12.3%

MUS Costs /1/ 2,836.1 | 88.7%

MPROC Finished Manufacturing Costs /2/ 362.3 | 11.3%

Total System Costs 3,198 4 100.0%

Notes:

/1/: Includes other product, overhead, and intercompany expense costs.
/2/: Data are proportionate to MPROC percent of sales to MUS.

Source:
(1) Tables C1-C4.
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Note:

/1/: That is, MPROC s ratio of profit split to cost split (66.5/11.3 = 5.9) is equal to 15.5 times the analogous ratio for MUS (33.5/88.7 = 0.4). Thatis, 5.9/0.4 =15.5.

Source:
(1) Tables 2A-2B.

Table 2C:

Impact of Transfer Prices on MUS and MPROC

Cost Split Transfer Prices

Profit Split

Relative Value of MPROC's

Functions/Risks to MUS's /1/

155t01

Precision Economics, LLC
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USD Millions

Table 2D:

Implied Profit Split Using Median Benchmarks from WHITE and BERNEMAN
REPORTS
3,500.0

3,000.0
2,500.0
2,000.0
$3.2 Billion Profit —<
1,500.0

1,000.0

500.0

MUS Loss

00 -
—'} $473 4 Million Loss MPROC Profit

(500.0)

(1,000.0)

Source:
(1) Table C7.

Precision Economics, LLC



T “SOMUOUOIH UOISIOIJ

01-€ S9Iqe], :suoissimgng JAedxe ], Jo Aremwing



Number of Analyst Reports

Table 3:

Focus of 42 MEDTRONIC Analyst Reports on Manufacturing or R&D/Technology/New
Products
45

42

40

35

30

25

20

15

10

0

Reports Mentioning Manufacturing Reports Mentioning R&D/Technology/New
as a Focus of Value Products as a Focus of Value

Note:
/1/: Includes all reports (written in the 2005-2006 period at issue) provided by the taxpayer, and supplemented by my own search through
Thomson Reuters for any additional reports authored by Timothy Lee during period at issue. See Appendix B.
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Table 4:

MEDTRONIC Acquisitions and Focus of Value: FY 2005-2006

Intangible Value Booked to

Company Acquired (USD Millions) Acquisition Price In Process R&D and Technology
Angiolink Corporation $45.2 $62.5

Coalescent Surgical, Inc. $65.1 $42.2
Image-Guided Neurologic, Inc. $65.1 $22.2
Transneuronix, Inc. $268.7 $223.1

Gary Michelson, M.D. and Karlin Technology /1/ $1,350.0 $802.6

Total $1,794.1 $1,152.6

Note:

/1/: Acquisition of all of the spine-related intellectual property and related contracts, rights, and tangible materials owned by
Gary Michelson, M.D. and Karlin Technology, Inc. Purchase price of $1,350.0 million includes $550.0 million assigned to
the settlement of past damages between the two parties.

Sources:
(1) Medtronic, Inc. (June 25, 2007). Form 10-K for the Fiscal Year Ended April 27, 2007, p. 50.
(2) Medtronic, Inc. (June 28, 2006). Form 10-K for the Fiscal Year Ended April 28, 2006, pp. 46-50.
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Table 5A:

The BERNEMAN REPORT's Graph of Medical Device Industry Royalties Used to Define Its Arm's Length Technology
Royalty Rate Range

20 - Median of BERNEMAN REPORT Opinion

18 -
16
14
12
10

1

i

A
r

1314161719202223 252628293132 343537 3840
Royalty Rate, %

5 7 81011

Sources:

(1) Parr, Russell L. and Gordon Smith. (2013). Intellectual Property: Valuation, Exploitation and Infringement Damages: 2013 Cumulative Supplement. Wiley:
Hoboken, NJ, p. 111.

(2) Bermneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," pp. 21-23.
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Table 5B:

Comparison of MEDTRONIC Licenses at Issue and the Graph Benchmark Used by the BERNEMAN REPORT

Information Provided Transactions at Issue Taxpayer Industry Royalty Graph
Agreements Provided v

Description of Product/Technology Licensed v

Projected Profit Margins Listed v" (60 Percent)

Ongoing R&D/Business Functions of the Licensor Listed v

Dated Approximately 2004 or 2005 4

License for Rights to Market Leader of Implantable Cardiovascular Medical Devices v

License for Artificial Blood, Birth Control Devices, Wound Treatments, etc. v

Non-Approved, Early Stage Technology ?

Sources:

(1) Tables 1A, 2B & E1.

(2) Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," pp. 21-23.

(3) Parr, Russell L. and Gordon Smith. (2013). Intellectual Property: Valuation, Exploitation and Infringement Damages: 2013 Cumulative Supplement. Wiley: Hoboken, NJ,
pp- 111-113.
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Table 5C:

Litigation Settlement Agreements Cited by Taxpayer (to Support its Graph) and Their Differences from

MUS/MPROC
Pacesetter Systems Edwards Lifesciences Corp.
Characteristic MUS/MPROC License Agreement License Agreement
Profit Potential Margin [ Percent Not Specified Not Specified
Exclusivity Yes No No
Context of License Business Operations Settlement Settlement

Type of License

Duties Performed by Licensor

Time Period

Date

Sources:
(1) Tables C1 & E1.

Single Agreement

Ongoing R&D, Manufacturing,
Distribution

1, 3 Years

2004, 2005

Cross License

10 Years

1992

Cross License

8 Years

2014

(2) Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," Exhibit 2-A, Appendix C.
(3) Agreement Between Siemens Aktiengesellschaft and Medtronic, Inc. (August 26, 1992). Settlement Agreement. MDT _LB00019822.
(4) Agreement Between Edwards Lifesciences Corporation and Medtronic, Inc. (May 19, 2014). Settlement Agreement. MDT LB00019615.
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Table 5D:

Agreements Cited by Taxpayer (to Support its Graph) with Some Sales Data Available

Characteristic MUS/MPROC Genetic Laboratories, Inc. CardioVascular Dynamics
Sales Levels (Per Year) Wiiiion $3 million /1/ $25 million 2/

Type of Agreement - Related Party /3/ -

Date 2004, 2005 1985 1998

Notes:

/1/: Refers to sales of some of the products included in this license agreement (e.g., Peri-Guard and Flo-Rester). Sales data for other products included in the
agreement were not publicly available. See Source (2) below.

/2/: That is, Guidant agreed to pay CardioVascular a minimum annual royalty of $250 thousand, associated with a one percent royalty rate.

/3/: That is, Bio-Vascular, Inc. acquired the cardiovascular business of Genetic Laboratories, Inc. in July 1985. See Source (6) below.

Sources:

(1) Table C1.

(2) Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," Exhibit 2-A, Appendix C.

(3) Synovis Life Technologies Inc. (December 23, 1997). Form 10-K for the Fiscal Year Ended October 31, 1997, p. 7.

(4) Agreement Between Genetic Laboratories, Inc. and Bio-Vascular, Inc. (September 25, 1985). License Agreement. MDT LB00011456.
(5) Agreement Between Cardiovascular Dynamics, Inc. and Guidant Corporation. (June 19, 1998). License Agreement. MDT LB00024141.
(6) Bio-Vascular, Inc. (January 29, 1987). Form 10-K for the Fiscal Year Ended October 31, 1986, p. 22.
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Senior Executives

Table 6:

Number of Senior Executives (Vice President and Above) at MUS vs. MPROC: 2005

120

100

100

80

60

40

20

MPROC MUS /1/

Notes:
/1/: Includes Vice Presidents, Sr. Counsel, Senior Vice Presidents, Presidents, and C-Level Executives in CRM or Neurological Businesses of

MEDTRONIC. See Source (1) below.
/2/: Source (1) below was provided to me by the IRS on December 2, 2014.

Source:
(1) "Copy of Senior Personnel in MINC MUSA and MPROC 2005." Excel Spreadshect.
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Table 7:

Sample Summary of '"Specs'' and Tolerance Ranges for an MPROC Manufactured Lead
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Source:
(1) Medtronic, Inc. (December 26, 2006). Original PMA for the Medtronic® Attain StarFix™ Model4195 Lead. MDT _TC00093258.
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Table 8:

Bargaining Dynamics for MUS License to MPROC

Owned By:

Function, Asset MUS

Existing Product IP (Patents, Specs, etc.)

Licensable Business with Projected .% Profit Margins

Product Trademarks

Facility/Intent to Perform Future R&D

Selling/Marketing Operations

Component Manufacturing Facilities

Finished Devices Facilities /1/

Finished Leads Facilities /1/

C0000000
1 JOleJelolele]

Note:
/1/: Tt is my understanding that MUS had access to a Devices plant in Switzerland, and had the ability/knowledge to build a
plant, retrofit a plant, or license out to a third party in order to perform the final [.eads manufacturing.

Source:
(1) Tables 1A & 2B.
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Table 9:

Characteristics of the Actual Transaction between MUS and MPROC

Characteristics MUS MPROC Source
Transactions
Outbound (U.8S.) Intercompany Transactions Licenses Out Technology/Specs/Tradename; Sells Components Licenses In Technology/Specs/Tradename; Buys Components (-4
Inbound (U.S.) Intercompany Transactions Buys Finished Products Sells Finished Products 5)-(1
Bargaining Power in License v Table 8
Major Characteristics of Parties
Part of Multinational? v v ©)
Ultimate Parent Medtronic, Inc. Medtronic, Inc. 5
Description U.S. Subsidiary of Medtronic, Inc. Puerto Rican Subsidiary of Medtronic, Inc. 5
Products at Issue Devices and Leads Devices and Leads (-2
Projected Operating Profit Margin for Licensee Approximately 60 Percent Table E1
Owner of Historic R&D/Patents/Technology v 6)-(7)
Performs Product R&D After License v Table 2B
Creator/Controller of Product Specifications, Tolerances v 6)-(7)
Owns Component Manufacturing Facility v Tables 2B & 8
Owns Devices Manufacturing Facility v v Table 8
Owns Leads Manufacturing Facility v Table 8
Financial Results
Share of Ongoing (System) Costs 88.7% 11.3% Table 2B
Business Above Profit Expectations During License N/A No Table E1

Sources:

(1) Agreement between Medtronic Inc. and Medtronic Puerto Rico Operations Co. (September 30, 2001). Device License Agreement, pp. 1-2, 6 (MDT_TC00004173-MDT_TC00004174, MDT TC00004178).
(2) Agreement between Medtronic Inc. and Medtronic Puerto Rico Operations Co. (September 30, 2001). Leads License Agreement, pp. 1-2, 6 (MDT_TC00004350-MDT_TC00004351, MDT _TC00004355).
(3) Agreement between Medtronic Inc. and Medtronic Puerto Rico Operations Co. (September 30, 2001). Trademark and Trade Name License Agreement, pp. 1-2 (MDT_TC00015719-MDT_TC00015720).
(4) Agreement between Medtronic Inc. and Medtronic Puerto Rico Operations Co. (September 30, 2001). Supply Agreement, pp. 1-2 (MDT_TC00016757-MDT_TC00016758).

(5) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike Kennelly," pp. 5, 7.

(6) Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and Restated License Agreement, pp. 1-3 (MDT_TC00004364-MDT_TC00004366).
(7) Agreement Between Medtronic, Inc. and Medtronic Puerto Rico Operations Co. (May 1, 2005). Amended and Restated License Agreement, pp. 1-3 (MDT_TC00004186-MDT_TC00004188).
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Table 10:

Characteristics of the Hypothetical Transaction between a Licensor and Licensee

Characteristics Licensor Licensee

Transactions
Outbound (U.S.) Transactions Licenses Out Technology/Specs/Tradename;, Sells Components Licenses In Technology/Specs/Tradename; Buys Components
Inbound (U.S.) Transactions Buys Finished Products Sells Finished Products
Bargaining Power in License v

Major Characteristics of Parties

Part of Multinational? v v

Ultimate Parent Multinational A Multinational B

Description U.S. Subsidiary of Multinational A Puerto Rican Subsidiary of Multinational B

Products at Issue Devices and Leads Devices and Leads

Projected Operating Profit Margin for Licensee Approximately 60 Percent

Owner of Historic R&D/Patents/Technology v

Performs Product R&D After License v

Creator/Controller of Product Specifications, Tolerances v

Owns Component Manufacturing Facility v

Owns Devices Manufacturing Facility v v

Owns Leads Manufacturing Facility v
Financial Results

Share of Ongoing (System) Costs 88.7% 11.3%

Business Above Profit Expectations During License N/A No
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Critical Analysis of Taxpayer Submissions: Tables 11-14B
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Table 11:

DOWDEN REPORT Estimation of Value of Implied Insurance Savings (to MUS) by MPROC on System/Supply Chain at Issue

DOWDEN REPORT Adjustments

v

2003 Actual Insurance Quote for
100% of MEDTRONIC's
Worldwide Sales

DOWDEN REPORT's 2005 Estimate for Insurance Implicitly
Covered by MPROC on 30% of MEDTRONIC's Worldwide Sales
/1/ (System/Supply Chain Sales Only)

Note:
/1/: The DOWDEN REPORT's adjustments result in a range of approximately $220M to $235M.

Sources:
(1) Table C1.

(2) Medtronic, Inc. (June 28, 2006). Form 10-K for the Fiscal Year Ended April 28, 2006, p. 34.
(3) Dowden, Paul D. (October 15, 2014). “Medtronic, Inc. v. Commissioner-Tax Court Dkt. No. 6944-11: Expert Report of Paul D. Dowden,” pp. 22, 34.
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Table 12A:

U.S. R&D Expenses by Industry Group Compared to MEDTRONIC: 2001-2005
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/1/: Data are for Medtronic's FY 2005-2006.

Sources:
(1) Tables C1 & C4.

(2) Standard & Poor's. (September 30, 2014). Compustat (North America) Database.
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Table 12B:

U.S. Cost of Goods Sold by Industry Group Compared to MEDTRONIC: 2001-2005

/1/: Data are for Medtronic's FY 2005-2006.

Sources:

(1) Tables C1-C3.
(2) Standard & Poor's. (September 30, 2014). Compustat (North America) Database.
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Operating Margin for All U.S. Independent Medical Device Companies with

Table 13A:

Sales Above $500 Million Annually: Fiscal Years 2005-2006

Benchmark Companies

Operating Profit to Sales
(Pre-R&D) /1/

MEDTRONIC INC 40.8%
ZIMMER HOLDINGS INC 39.0%
ST JUDE MEDICAL INC 38.1%
BOSTON SCIENTIFIC CORP 38.1%
BIOMET INC 31.4%
BARD (CR.) INC 30.8%
RESMED INC 29.9%
EDWARDS LIFESCIENCES CORP 27.6%
STRYKER CORP 26.7%
VARIAN MEDICAL SYSTEMS INC 26.6%
BECTON DICKINSON & CO 24.6%
ADVANCED MEDICAL OPTICS INC 23.9%
RESPIRONICS INC 20.6%
DENTSPLY INTERNATL INC 20.4%
VIASYS HEALTHCARE INC 16.1%
CONMED CORP 15.3%
MSA SAFETY INC 15.2%
STERIS CORP 14.7%
ARMOR HOLDINGS INC 13.2%
TELEFLEX INC 10.5%
APRIA HEALTHCARE GROUP INC 9.9%
INVACARE CORP 7.5%
Statistics

Minimum 7.5%
Bottom of Interquartile Range 15.2%
Median

Top of Interquartile Range 30.8%
Maximum (MEDTRONIC) 40.8%

MEDTRONIC System Profit at Issue

Notes:

/1/: R&D expense does not include in process R&D expense.
/2/: Search was performed using the following SIC codes: 3821, 3841, 3842, 3843, and 3845.

Sources:

(1) Standard & Poor's. (July 31, 2014). Compustat (Global) Database.

(2) Standard & Poor's. (September 30, 2014). Compustat (North America) Database.

(3) Table E1.
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Operating Profit to Sales (Pre-R&D)

Table 13B:

BERNEMAN REPORT Royalty Opinion Compared to Profitability of Medical Device
Companies: Fiscal Years 2005-2006
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/1/: A1 U.S. companies with $500 million or more in annual sales: FY2005-2006.
/2/: Search was performed using the following SIC codes: 3821, 3841, 3842, 3843, and 3845.

Source:
(1) Tables 13A & 5A.
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Table 13C:

Operating Margins for U.S. Independent Medical Device Companies With
Limited R&D and Sales Above $100 Million Annually: Fiscal Years 2005-2006

Operating Profit to Sales

Benchmark Companies /1/ (Pre-R&D)
SYMMETRY MEDICAL INC 16.9%
ARMOR HOLDINGS INC 13.2%
MEDICAL ACTION INDUSTRIES 11.5%
TELEFLEX INC 10.5%
APRIA HEALTHCARE GROUP INC 9.9%
INVACARE CORP 7.5%
POINT BLANK SOLUTIONS INC 3.5%
Statistics

Minimum 3.5%
Bottom of Interquartile Range 7.5%
Median 10.5%
Top of Interquartile Range 13.2%
Maximum 16.9%
Notes:

/1/: Companies with $100 million in annual sales and R&D of less than 2 percent of sales.
/2/: Search was performed using the following SIC codes: 3821, 3841, 3842, 3843, and 3845.

Source:

(1) Standard & Poor's. (July 31, 2014). Compustat (Global) Database.
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Table 14A:

Cardiac Rhythm Management Market Shares with Limited New Entrants:

2004-2006
Company 2004 2005 2006 /1/
MEDTRONIC 46% 47% 47%
GUIDANT 27% 23% 23%
ST JUDE 18% 21% 22%
All Other Combined 9% 8% 8%

Note:
/1/; Estimated value.

Source:
(1) JP Morgan. (January 3, 2006). “The MedTech Monitor,” Table 186.
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Table 14B:

MEDTRONIC's Presentation of Heart Failure and Pacing Market Shares with Limited New Entrants: 2005-2006

Guidant loses significant market share, but new companies do nof gain

% — , e =
Q1Fyos | a2 Q3 Q4 Q1 FYos

STJ |eii Others

Strong Entry Barriers For Companies Competing
Against MEDTRONIC, Guidant, and St. Jude

Source:
(1) Mahle, Stephen. (October 2005). "Investments and Innovation at Work." Medtronic, Inc., Slide 10 (MDT_TC00288868).
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8) “Cost Sharing Buy-Ins,” Chapter in Transfer Pricing Handbook, 3rd Edition, and Transfer Pricing
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1999, pp. 104-111 (with I. Gray).
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22) “Capital Adjustments: A Short Overview,” Tax Management Transfer Pricing Report, Vol. 5, No.
19, January 29, 1997, pp. 613-619.
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27) “Philadelphia’s Luxury Hotels: Boom or Bust?,” The Cornell Hotel and Restaurant Administration
Quarterly, Vol. 33, No. 2, April 1992, pp. 33-42.

PROFESSIONAL SEMINARS

1) “Effectively Managing Global Transfer Pricing,” Panelist at the Life Sciences Tax Congress,
November 18, 2014.
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Brown, Michael K. et al. (May 2012). “Medical Device Preemption—Is There Life for
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B2



27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

Medtronic Transfer Pricing Critical Analysis
Chappell, Michael A. (October 22, 2014). “Expert Report of Michael Chappell."

Dodds, Matthew. (May 18, 2004). "Medtronic, Inc.: MDT: No Longer A Risky
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Johnson, Judith A. (June 25, 2012). “FDA Regulation of Medical Devices.”
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JP Morgan. (January 3, 2006). “The MedTech Monitor.”
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No. 6944-11: Statement of Timothy J. Lee."

B3



41.

42.

43.

44.

45.

46.

47.

48.

49.

50.

51.

52.

53.

Medtronic Transfer Pricing Critical Analysis

Lee, Timothy J. and Katherine A. Martinelli. (April 22, 2005). "Medtronic, Inc.:
Acquisition Expensive, But Makes Strategic Sense." Merrill Lynch. MDT TC00292330.
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Table C1:

MUS Distribution Profit: 2005-2006

Fiscal Year Ended April (In USD Millions

Except Percentages) 2005 2006 Total Formula
Sales N I a
Cost of Sales ] [ b

Other Product Costs and Overhead [ ] [ ] c

Intercompany Expenses [ ] [ ] d
Total Expenses [ [ e=ctd
Operating Profit [ [ ] f=a-b-e
Source:

(1) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike

Kennelly," Exhibits 7-9.

Precision Economics, LLC



Table C2:

MUS Manufacturing Profit: 2005-2006

Fiscal Year Ended April (In USD Millions

Except Percentages) 2005 2006 Total Formula
Sales i [ [ | a
Cost of Sales [ ] [ [ b
Other Product Costs [ | B ] c
Other Expenses [ ] [ | [ | d
Puerto Rico Percent of Sales to US /2/ [ ] [ ] [ ] ¢
Sales i [ | [ f=a%e
Cost of Sales [ ] [ ] [ ] g=b*e
Other Product Costs [ | [ | [ ] h=c*e
Other Expenses [ | [ | 1=d%e
Operating Profit [ | [ ] [ j=f-g-h-
Adjustment [ | (| (| k
Operating Profit (Post Adjustment) - - - I=j+k

Notes:

/1/: Includes MMC, MECC, and Tempe Manufacturing entities.

/2/. Percentages shown in row e are aggregate (combined) figures for Devices and Leads. Figures calculated within the box
(i.e., row f and below) are based on percent of sales to U.S. for Devices and Leads, individually.

Source:

(1) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike
Kennelly," Exhibits 4-6, 16-18.

Precision Economics, LL.C



Table C3:

MPROC Manufacturing Profit: 2005-2006

Fiscal Year Ended April (In USD Millions

Except Percentages) 2005 2006 Total Formula
Sales [ N [ a
Cost of Sales ] [ ] [ ] b
Royalty Expenses [ ] [ ] ] c
Other Expenses [ ] [ ] [ ] d
Puerto Rico Percent of Sales to US /1/ [ ] [ ] [ ] e
Sales ] B mm
Purchases from MUS (MUS Sales) [ [ ] [ g
Other Costs - - - h=i-g
Cost of Sales [ ] [ [ i=b%e
Royalty Expenses [ ] [ ] [ j=c*e
Other Expenses [ | [ ] [ k =d*e
Operating Profit [ ] [ I 1= f-i-j-k
Adjustment L (. (. m
Operating Profit (Post Adjustment) [ ] | . n=1+m

Note:

/1/: Percentages shown in row e are aggregate (combined) figures for Devices and Leads. Figures calculated within the box (i.e.,
row f and below) are based on percent of sales to U.S. for Devices and Leads, individually.

Sources:

(1) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike
Kennelly," Exhibits 4-6, 19-21.
(2) Table C2.

Precision Economics, LLC



Table C4:

MUS Royalty Profit: 2005-2006

Fiscal Year Ended April (In USD Millions Percent of Total
Except Percentages) 2005 2006 Total Sales Formula
Royalty Income [ ] [ ] 24.6% a
R&D and Business Costs
Business Costs [ [ ] [ 4.9% b
R&D Costs N | [ [ ] 8.8% c
Total [ [ [ 13.7% d=b+c
Operating Profit [ ] [ [ 10.9% e=a-d
Adjustment . C . 2.6% £
Operating Profit (Post Adjustment) [ ] [ [ ] 8.3% g=etf

Sources:

(1) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike Kennelly," Exhibits 4-6,
10-12.

(2) Table C1.

Precision Economics, LLC



Table CS5:

MEDTRONIC Supply Chain Profits: 2005-2006

Fiscal Year Ended April (In USD Millions Except

Percentages) 2005 2006 Total Formula Source
U.S. Sales of Products at Issue [ ] ] a Table C1
MUS Distribution Profit [ [ ] [ ] b Table C1
MUS Manufacturing Profit [ [ [ ] c Table C2
MUS Royalty Profit [ ] [ [ d Table C4
MUS Profit [ ] [ ] [ e =sum(b:d) Calculation
MPROC Profit [ ] [ f Table C3
Total MEDTRONIC System Profit ] e ] g=etf Calculation
;F:c())tse}tls)l\/lEDTRONIC System Profit (Pre-R&D/Business e e . h= g R&D Table C4
Total MEDTRONIC System Profit Margin (Pre- . .
R&D/Business Costs) /1/ L L L i=h/a Calculation
Note:

/1/: These profits in the KENNELLY REPORT remove all costs and inventory adjustments. See Source (1) below.

Source:
(1) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike Kennelly," Exhibit 4.

Precision Economics, LLC



Table Cé6:

Adjusted Profit for MUS Using Median of WHITE and BERNEMAN REPORTS' Analysis

In USD Millions Except Percentages Actual Formula Source
MUS Sales [ a Table C1
Median Operating Margin of WHITE REPORT o
Distribution Comparables .A) b Table D2
Adjusted MUS Distribution Profit [ ] c=a*b Calculation
MUS Manufacturing and Other Related Costs [ ] d Table C2
Median Markup on Costs of WHITE REPORT o

. Table D1
Component Manufacturing Comparables .A) © able
Markup on Costs [ ] f=d*e Calculation
Adjustment () g Table C2
Adjusted MUS Manufacturing Profit - h=ft+g Calculation
MUS Sales [ i Table C1
Median of BERNEMAN REPORT's Proposed Royalty o .
Rate Range /1/ .A) ] (M-
Royalty ] k = i¥] Calculation
Business Costs ] 1 Table C4
R&D Costs [ ] m Table C4
Adjustment e n Table C4
Adjusted MUS Royalty Profit (-) 0 = k-l-m+n Calculation

Note:

/1/: Median of BERNEMAN REPORT's royalty range of 0.5 to 25 percent--that is, 0.5 to 20 percent for the technology license (5
percent median), plus O to 5 percent range for the trademark license (0 percent median). See Source (1) below.

Sources:

(1) Berneman, Louis P. (October 22, 2014). "Expert Report of Louis P. Berneman, EdD, CLP, RTTP," p. 23, Exhibit 2-B.
(2) Parr, Russell L. and Gordon Smith. (2013). Intellectual Property: Valuation, Exploitation and Infringement Damages: 2013

Cumulative Supplement. Wiley: Hoboken, NJ, p. 111.

Precision Economics, LLC



Table C7:

Total Implied Profit Split Using Median of WHITE and BERNEMAN REPORTS'

Analysis
In USD Millions Implied Profit /1/ Formula Source
MUS Distribution Profit 179.8 a Table C6
MUS Manufacturing Profit 26.1 b Table C6
MUS Royalty Profit (679.4) c Table C6
MUS Profit (473.4) d =atb+c Calculation
MPROC Profit 3,246.1 e=1-d Calculation
Total System 2,772.7 f Table C5

Note:
/1/: Implied profits based on WHITE and BERNEMAN REPORT figures. See Table C6.

Precision Economics, LLC
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Table DI1:

The WHITE REPORT's Proposed Component Manufacturing Profits for MMC and MECC

Operating Margin Return on Total Costs
Company 2005 2006 2005 2006
MMC Median 8% 6% 8% 6%
MECC Median 8% 8% 9% 10%

Source:
(1) White, Alan G. (October 22, 2014). "Expert Report of Alan G. White, Ph.D.," Exhibits 5-6.

Precision Economics, LLC



Table D2:

The WHITE REPORT's Proposed Distribution Profits for MUS

Operating Margin Return on Total Costs
Company 2005 2006 2005 2006
MUS Median 3% 3% 3% 3%

Source:
(1) White, Alan G. (October 22, 2014). "Expert Report of Alan G. White, Ph.D_," Exhibit 9.

Precision Economics, LLC
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Table E1:

MEDTRONIC's Supply Chain Performed Similar to Expectations: 2005-2006

Fiscal Year (In USD Millions Except Percentages) /1/ 2005 2006 Formula Source
Cardiac Rhythm Management Operating Margin (Pre-R&D) [ B a (1)
Il:ldeellirg?lllozgl;::} ﬁgj) C)}astroenterology and Urology Operating . . b 0
Cardiac Rhythm Management Share of System Profit ] e c (2)
Is;;recs:lol%;zitand Gastroenterology and Urology Share of . . d @)
Cardiac Rhythm Management Share of Operating Margin [ e e=a%*c Calculation
I(\)Ile)leli;)ii(;g;c;/{l;gi(inGastroenterology and Urology Share of e e F=b*d Caleulation
System Operating Margin (Pre-R&D) [ [ g=etf Calculation
Business Costs Margin N [ h Tables C1, C4

System Operating Margin (Pre-R&D/Business Costs) |i|i| i=gth Calculation
Actual System Operating Profit Margin (Pre-R&D/Busi .

ctual System Operating Profit Margin (Pre usiness I J Table C5
Costs)
Sources:

(1) Medtronic, Inc. (Undated). "Strategic Plan: Fiscal Years 2005-2010," p. 4.8, 4.34, 4.40 (MDT_TC00000089, MDT_TC00000115,
MDT _TC00000121).

(2) Kennelly, Mike. (October 22, 2014). "Medtronic, Inc. v. Commissioner-TC Dkt. No. 6944-11: Expert Report of Mike Kennelly," Exhibit 1.

Precision Economics, LLC





