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Los Angeles, California; Thursday, February 21, 2019
11: 05 a. m

ADM NI STRATI VE LAW JUDCE GEARY: On the record.

Good norning, everybody. Thank you for your patience this
morning as we waited for that first hearing to conclude. M
nane is Mchael Geary, | will be lead judge this norning. [|'m
joined up here by ny co-judges, ny co-panelists, Judges Cho and
Cheng; and we, together, will decide the issues. The other
j udges may have questions for the parties as this matter
proceeds, and | may have questions for the parties, but when it
comes to deciding the issue, we will deliberate together and
deci de the issues together.

We are here today to take evidence and hear the argunment in
t he appeal of Sterilmed, Inc, OTA Case No. 18011881. W have a
court reporter who is reporting this hearing; she's using a
stenotype machine to do that. To help us make a clear and
easily read and understood record, | amgoing to ask everyone
to, please, speak one at tinme and speak clearly and slowmy; if
you do that, it will help us make a record that's easy to
under st and.

Let's state the appearances starting with the Appellant,
pl ease.

MR. BHOLAT: M name is Jacob Bholat with Equity Recovery
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Sol utions, representing the Appellant.

ADM NI STRATI VE LAW JUDGE GEARY: Thank you. Could you
spell your |ast nane for the record.

MR, BHOLAT: Sure. B-HOL-AT.

ADM NI STRATI VE LAW JUDGE GEARY: Thank you.

And for the Departnent.

MS. HE: Mengjun He.

MR. CLAREMON:. Scott C arenon.

MS. RENATI: Lisa Renati.

ADM NI STRATI VE LAW JUDGE GEARY: Thank you.

| should nention that the Ofice of Tax Appeals is an
I ndependent agency; we are not the same agency as the taxing
agenci es that appear before us, so when a case comes to us,
usual Iy froman appellate-type procedure within those agencies,
the judges on the panel take a conpletely new | ook at the
evi dence to determ ne what the correct legal result is.

This is an appeal fromthe denial of a claimfor refund
filed in the nane Sterilmed, Inc, and the claimed anmount is
$62,951.00 -- | have rounded that -- for used tax plus interest
paid in connection wth the transfer of what is referred to as
si ngl e-use nedi cal devices, during the period July 1, 2010,

t hrough Decenber 31, 2012. | think the original claimwas in
t he amount of $64, 115.79, but Appellant has indicated it does
not dispute $1,164.70 in new tax paid for first quarter of 2011

A singl e-use nedical device, the type at issue here, are
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not mnedi cal devices that are attached to or inplanted into the
human body, rather, they are generally treatnent tools used by
hospital s and nmedi cal professionals. The United States Food and
Drug Adm nistration approves these devices for single uses only,
and they usually do not allow the users to sterilize and reuse
those; however, there has been procedures approved for what's
cal | "Reprocessing" these devices that allow, sonetines
hospitals and sonetines conpanies like Sterilnmed, to performa
reprocessing, sone type of a sterilization so that the product
can be reused. Those are the types of products that we are here
to tal k about today.

Appel | ant col | ected these nedical devices after the first
use fromits custonmer, it then processed the devices in a way
that allowed themto be reused. |In sone cases, the devices can
be reprocessed nore than once and reused nore than tw ce.

Appel lant collected tax fromits custoners and remtted those
funds to the state, and thereafter, one or nore of the

Appel lant's custoners decided to seek a refund of used tax paid.
And because it was Appellant that paid that used tax, Appellant
Is the named claimant in this case.

The California Department of Tax and Fee Admi nistration,
"Il refer to themas the "Departnent” or its predecessor, the
"Board of Equalization," determ ned that when Appel | ant
transferred possession of the processed devices or reprocessed

devices to its custoners for a consideration, a sale of tangible
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personal property occurred, and in that case, the Departnent
denied the claimfor refund.

The Appel l ant contends that no tax was due in connection of
the transfer of this tangible property, and that any
consi deration paid by the custoners was services, not for the
sal e of tangible personal property. The sole issue that we are
addressing at this hearing is whether or not the Appellant is
entitled to a refund.

The Departnent has submtted exhibits that have been marked
A through G for identification, and I will just briefly run
t hrough those. Exhibit A is the Decision and Recommendati on
| ssued by the Departnent's Appellate Bureau. Exhibit Bis a
Suppl emrent al Deci si on and Recommendation |ssued by the
Departnent's Appellate Bureau. Exhibit Cis a Sunmary Anal ysis,
a docunent that's prepared by the Departnent's Tax and Fee
Division. I'mnot sure what it's called, but it's issued by the
Depart nent.

Exhibit Dis Goup Purchasing Agreement with Exhibits.
Exhibit E are Selected E-mails Between Appellant's
Representative and the Departnent. Exhibit F, as in "Frank" are
Frequently Asked Questions Printout from Appellant's Wb Page.
And Exhibit Gis a FDA Docunent on Single-use Device Reprocessor
Regul ati ons.

| believe M. Bholat, you have received a copy of the

Depart ment exhi bits?
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MR BHOLAT: Yes.

ADM NI STRATI VE LAW JUDGE GEARY: Any objections to then
adm ssi on of those exhibits?

MR, BHOLAT: No.

ADM NI STRATI VE LAW JUDCE GEARY: Those exhibits are al
adm tted.

(Departnent's Exhibits A through G were received

in evidence by the Adm nistrative Law Judge.)

ADM NI STRATI VE LAW JUDCE GEARY: M. Bholat al so submtted
a series of docunents. They were actually entitled -- or they
have been marked as Exhibit 1 collectively, but in |ooking
t hrough those exhibits, it |ooks |ike there's several docunents,
the first being the Purchasing Agreenent, the H PAA addendumis
attached to that agreenment. There's an Exhibit Kentitled
Ordering Instructions that is part of that exhibit. And there
are FAQ fromthe Appellant's website. | did not determ ne
whet her they were the sane ones that were attached by the
Departnent as their exhibit. There are archived pages fromthe
Appel lant's web page -- "Archived,"” meani ng, sonmebody uses the
way back function and produced pages that are typically no
| onger displayed. And then there is a different FDA
publication, | believe it's entitled Reprocessing Mdi cal
Devi ces.

Departnent, did you receive copies of the Appellant's

exhi bits?
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MS. HE: Yes.

ADM NI STRATI VE LAW JUDCE GEARY: Any objection?

M5. HE: W have no objections.

ADM NI STRATI VE LAW JUDGE GEARY: That Exhibit 1, which
consi sts of the documents | indicated, are admtted.

(Appel lant's Exhibit 1 was received in evidence

by the Adm nistrative Law Judge.)

ADM NI STRATI VE LAW JUDCGE GEARY: Departnent, do you have a
live witnesses today?

MS. HE: No.

ADM NI STRATI VE LAW JUDGE GEARY: And M. Bholat, live
W t nesses today?

MR, BHOLAT: No.

ADM NI STRATI VE LAW JUDGE GEARY: W discussed, in a
prehearing conference -- before | go there, | should nention,
when M. Bholat arrived today, he submtted another docunent to
staff and staff provided it to nme, and | had provided a copy to
the Departnent and to ny co-panelists.

And just glancing at this docunent, M. Bholat, it appears
to be like a witten closing argunment where you hope to guide
t he panel of judges through what your arguments will be; is that
correct?

MR, BHOLAT: Correct. Basically, an overview of our
presentation/argunment, our opening argument, as well as what we

expect to be our ending argunent.

California Reporting, LLC
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ADM NI STRATI VE LAW JUDCE GEARY: Departnent, any objection
to the adm ssion of this?

MS. HE: No objections.

ADM NI STRATI VE LAW JUDGE GEARY: Al right. | wll admt
this your Exhibit 2.

(Appel lant's Exhibit 2 was received in evidence

by the Adm nistrative Law Judge.)

MR. BHOLAT: Thank you.

ADM NI STRATI VE LAW JUDGE GEARY: All right. So during the
prehearing conference we tal ked about argunent, | believe |
i ndicated to the Appellant that we typically allow 15 m nutes
for initial argunent, and you felt that woul d be sufficient.
The Department will have 15 mnutes for its response, and
M. Bholat, when that's concluded, we will turn to you and all ow
you, if you wish to have it, an additional five mnutes for
rebuttal ; okay?

MR. BHOLAT: Ckay.

ADM NI STRATI ON LAW JUDGE GEARY: Madam Court Reporter, are
you ready to proceed?

THE COURT REPORTER: Yes. Thank you.

ADM NI STRATI VE LAW JUDGE GEARY: All right.

M. Bholat, you nay proceed.

MR. BHOLAT: Thank you for the tine to present before this
panel. As you stated earlier, the single disagreed issue in

this case relates to reprocessing service charges, which

California Reporting, LLC
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I ncl udes repair, inspecting, cleaning, testing, sterilizing
services perfornmed on instruments not originally purchased, nor
owned by the service provider, Sterilmed, who perforned the
servi ces.

The hospital custoner purchased various itens fromorigina
manuf acturer for use on patients and paid sal es tax when due on
the original purchase. On the initial use, the hospital has
three options, they can discard the item they can clean it,
resterilize it, and reprocess it in-house; or they can hire a
third party, as in this case, is what has happened, and that
third party will then do the reprocessing for them

In our argunent, what we would like to provide is support
that the supplier restores the equipnment to the origina
condition and then returns the exact same item back to the
customer for reuse. So first, | want to the go over what does
"Sterile processing” nean, using the dictionary definition.

Merriam Webster defines "Sterile" free fromliving
organi sns, especially pathogenic m croorgani snms. "Reprocess" or
"Reprocessing,” is defined subject to a special process or
treatment in preparation for use. \Wen you conbine the two
wor ds together, you get a clean instrunent ready for reuse.

Sterile reprocessing is the description used to title this
agreement and is used in various places throughout the
agreement. The description is the key to the true intent to the

obj ect of the agreenent and that is the service. Now, I'd |ike
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to go through sone of the key |anguage in the agreenent. In the
exhibit that we have, | believe |I have marked them 1 through 80
or so, page 2, there are three parties involved in the
agreenment; however, the agreement is only signed by two of the
parties. The third party is the hospital, which purchases the

I tem based on the relevant terns of the agreement; however, they
never actually signed the agreemnent.

Premier is the group purchasing organi zati on which secures
the agreenent with many different types of retailers, including
those of the sellers of tangible personal property, as well as
sel lers of services.

ADM NI STRATI VE LAW JUDGE GEARY: Slow down just a little
bit, M. Bholat.

MR BHOLAT: Sorry.

The seller, Sterilned, reprocesses the nedical instrunent.
Page 4 of the exhibit states in the beginning, "Alliance of
hospitals. Hospitals that are a part of the GPO that can chose
to purchase using these types of agreenent if they desire." So
those are the three parts. This overall agreenent that we are
all relying on is a broad general agreenent that can cover nany
types of transactions, conmodities, and services.

On the bottom of page 4, Section 2.0 states: "Seller
hereby agrees to provide products and services described in
Exhibit A 3, referred to collectively as products.” This is a

very inmportant statement. "Referred to collectively as

California Reporting, LLC
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products" clearly indicates that the agreenent covers both
servi ces and sal es of tangi ble person property, and that the
term"Product” does not represent a tangi ble personal property
in the normal way that the Revenue Taxati on Code does.

The term "Service," or nore accurately "Reprocessing
Service" is interchangeable with "Product” throughout the entire
agreement, which is ignored in the Departnent's analysis. W
have provided the Department staff with invoices that support
sal es of parts, which are clearly tangi ble personal property and
not in contention here, so we can confirmthat both products and
reprocessing services were covered in this agreenent.

The invoices in contention relate to the charges for
reprocessing only. Now, | would Ilike to turn to page 9, which
Is Section 12.2, which is the section that Department relies on
heavily on their determ nation that the sterile reprocessing is
a sale, not a service. The section is titled "Wrrantees and
Publ i shed Specifications,” which is interesting, this section is
not defined as a title, yet that is howit is being m sapplied.

"The section seller has good and nerchantable title," when
read al one, can easily be taken out of context. First, as
di scussed, the agreenent covers both services and products when
there is a sale of property, the traditional termof "Product"
woul d apply for title passage. In the case of the reprocessing
service, the clause is still relevant and necessary, however,

should be interpreted differently.

California Reporting, LLC
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Further down in the section, "Seller." It states: "Seller
further represents and warrants that none of the, A products;

B, packaging instructions and other materials supplied
therewith; C, their contenplated use will directly or
contributory infringe on intellectual property right, including
any patent, copyright, trade mark or other trade secrets." So
it goes further to define the section.

Here, the clause is inmportant in providing service because
It ensures that the vendor repackages and reprocesses the
equi pment with incidental materials that it has a legal right to
use. |If, for exanple, the vendor uses the origina
manuf acturer's copyright information w thout approval, they
woul d be in violation of the agreenent. These small ancillary
items are a necessary part of the service, but they are not the
true object as defined in Regulation 1501. The true object is
the reprocessing service and not the packaging material.

Next, | would like the panel to further analyze the title
question. The agreenent has no explicit discussion of title
passage as previously confirned in the DNR In a repair service
agreenment, a title clause is not necessary because neither party
is exchanging title, the vendor is taking position of custoner's
property, preparing it to the original condition, and returning
t he possession of the original itemback to its custoner.

The Department never addressed the issue that the agreenent

never transfers title to the service provider, which is

California Reporting, LLC
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Sterilned, nor is there any consideration given or exchanged
bet ween the parties for such claimtransfer. This is an
assunption that the entire agreenent is for product and the
service portion is ignored. The Departnent's assunption that a
title transfer occurred is inaccurate.

This position that the ownership of the itemremains wth
the hospital can clearly be supported with the vendor's
hi storical public website and published information, which we
provi ded. The historical website pages are found on pages 19
through 36 of the exhibit. During this period of tine, the
vendor clearly published the instruments were owned by the
hospital and then 100 percent of the exact same instrunents were
returned back to the original hospital. There was no
comm ngling, there was no exchangi ng, no shifting of one
custoner to anot her.

Page 20 of the exhibit says: "Wat happens after we ship
our device for reprocessing?" Step 9 says: "The product is
I nspected for a final time, packed out specifically to nmatch
custonmers and departnents, and shipped back to the facility."
"Does ny hospital get its own devices back after reprocessing?"
"Only Sterilmed guarantees the sane device collected at your
facility are returned to you."

Page 22 -- this is all fromthe website -- "every hospital
order is logged into our tracking system by barcodi ng and

| abel i ng each catheter. This identifies the catheters health

California Reporting, LLC
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facility, departnental ownership, job nunber, reprocessing
history."

Page 24, "Every device is entered into Sterilmed' s database
and | abel ed with barcodes identifying the device with internal
tracking of the healthcare facility, order device and
ownership." Page 28, "Wen will | get it back?" "Through the
Sterilned Internet Reporting System you will get
up-to-the-mnute receiving packagi ng shipping dates for all your
Sterilmed reprocessing orders.

Page 28, again, "Job status.” "The Sterilmed Internet
Reporting Systemtells you the status of every reprocessing job
broken down by departnent. You can instantly review the devices
i ncluded in your order. You will know exactly when the job
arrives at Sterilnmed and when it is shipped back to you."

Page 29, "On-Tine Shipping." "You get a sealed, sterile device
returned to inventory when you need them Each device is
returned to its owner."

These pages included in the exhibit cone directly from
their historical website. You can easily search the noted
website to retrieve information directly to confirm accuracy.
Page after page supports that the title transfer never occurred
to Sterilmed, inventory was never co-mngled. The hospital
received its own instruments back 100 percent of the tine. The
hospital was able to track their inventory of instruments

through the entire reprocessing service. Utimtely, the
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hospital retai ned ownership of the instrunment.

Finally, | wuld like to address the Departnent's reliance
on the FDA guidelines. Cearly, the FDA plays a vital role in
provi ding as much information as possible to assist all parties
I nvol ved; their role remains to protect the public health,
ensure know edge is provided to all parties, and provide
scientific-based guidance.

Page 37 through 80 of our exhibit provide you with their
publication related to the reprocessing of instruments. Now l'd
like you to turn to page 41 and 42 of the exhibit where it
states" "FDA gui dance docunents, including this guidance, do not
establish legal enforceable responsibilities.”" Page 42,

"@uii dance nmeans sonething that is suggested or reconmended, but
not required."

"The structure of the FDA's guideline can be helpful in
interpreting and appl ying the Revenue and Taxation Code,
however, they should not be a crutch used to support an argunent
that is contradicted by the actual facts and circunstance of the
transacti on between the parties.”

Thank you. That ends ny openi ng statenent.

ADM NI STRATI VE LAW JUDGE GEARY: Thank you.

I's the Departnment ready to proceed with this argunent?

MS. HE: Yes, we are.

ADM NI STRATI VE LAW JUDCGE GEARY: Proceed when you're ready.

MS. HE: Thank you.

California Reporting, LLC
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This refund issue of whether or not Appellant, Steril ned,
made sal es used these single-use devices, we'll call them SUDs,
or just provided the reprocesses of this, on the SUDs collected
fromits custoner, DCHS here. The evidence establishes that the
Appel | ant nade sal es of reprocessed SUDs, and therefore, the
transacti ons were properly subject to tax as Appellant original
reported, and as Appellant believed it should be, with no refund
due.

As you know, Revenue Taxation Code Section 606 provides
sal e neans and includes, anong other things, A any transfer of
title or possession, exchange, or bought or condition or
otherw se, in any manner, over any neans whatsoever, for
tangi bl e personal property for conversation; B, the producing,
fabricating, processing, printing, or inprinting of tangible
personal property for consideration for consumers for furnishing
directly and indirectly materials use in the producing,
fabricating, process, printing, or inprinting."

A person claimng a refund bears the burden of proof of the
entitlenent to a refund. First, alittle bit of background on
the SUD reprocessing. An SUD, also commonly referred to as a
di sposabl e medi cal device, is a device intended to be used only
once on one patient only during one single procedure. The
decision to | abel a device a single use or reusable rests with
the manufacturer with the caveat that it depends al so on whet her

t he manufacturer wants to or can denonstrate to the FDA' s

California Reporting, LLC
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satisfaction that the device can be cleaned and sterilized
W thout inmpairing its function for nedical uses.

Even though | abeled for single use, some SUDs reprocess for
reuse with FDA clearance. The Department Exhibit G that's
pages 120 to 126, contains FDA's sunmary of the | egal
requirenents of the third party and hospital reprocess of SUDs
with the correspondi ng code and regul ati ons secti ons.

The Appel | ant brought up the fact that FDA guidance is only
for guidance and recommendation only, but what the Appell ant
fails to read to the record is that that section also actually
said on this, specific regulatory and statutory requirement are
cited, so the only use the Departnent is nmaking of FDA docunent
is to reference this specific |egal sections regulatory and
statutory sections as cited in the FDA docunment, so there can be
no objection to those.

So those legal requirenments include registering the
establ i shment engaged in reprocessing, submtting a list of the
devices to be reprocessed, and |abeling and the premarketing
requirenents for the reprocessed devices, et cetera. Appellant
has confirmed that as the reprocess of SUDs, all the |ega
requirenents as listed in the FDA docunment that | just
referenced about, apply to Appellant as reflected in the
Departnment's Exhibits E, that's pages 95 and 97; and the
Departnment's Exhibit F, pages 101 to 102.

In fact, Appellant itself has listed the follow ng position

California Reporting, LLC
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regarding the taxability of the reprocessed SUDs here at issue.
As shown in the Exhibit E, page 97, Appellant states, | quote,
"Sterilmed is registered with the FDA as a manufacturer and it's
consi dered the manufacturer of record for the reprocessed
device, therefore, sales tax is charged."

In addition to Appellant's position on this issue that's a
seller, when you are dealing with the customer, DCHS, in
addition to seller's position, the transactions at issue are
governed by the group purchasing agreenment, which al so supports
the sale and purchase of reprocessed SUDs. The group purchasing
agreement is in Departnment's Exhibit D pages 56 to 93, that
agreement makes it very clear that the Appellant's custonmer, as
found here, DCHS, relinquished title of the used SUDs to
Appel | ant by placing themin Appellant's designated bins, and
then after reprocessing, Appellant's passed title to the
reprocessed SUDs back to the custoner, DCHS.

These transactions are, therefore, sales, and Section 606,
and al so supported by the follows contract provisions: First,

t he agreenent between Appellant and it's customer issued here is

titled "G oup Purchasing Agreenent," that's page 57 in our
Exhi bit package. The Appellant identifies itself as a seller
t hroughout the contract in the group purchasi ng agreenent
starting wth page 57 and describes itself as, | quote,
“Manuf act urer and Supplier of House Products.” And it further

states, | quote, "Has offered to provide products,” end quote.
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That's page 59 of our exhibit package.

On the sanme page, 59, Sections 3.0 provides the part that
participating nenbers, for exanple, DCHS, shall have the right
to purchase products in accordance with this agreenent.
Simlarly, Section 6.3 of the agreenent, that's page 60 of our
exhi bit package provides that, | quote, "All shipments of
products fromseller to participating nmenbers shall be FOB
destination. Title and rest of |oss shall transfer to
participating nmenbers upon delivery." Likew se, Section 12.2,
page 64 of our exhibit package provides that, | quote, "Seller
hereby warrants that all products supplied hereunder shall be
free and clear of |liens and encunbrances, that the seller has
good and nmerchantable title, and that each of the products shall
be free fromdefects in material and workmanshi p and shal
confirmto the published specification for such product and the
seller's representation regarding the functions and uses for
whi ch the products is marketed," end quote.

Appel I ant just brought up a new argunent basically saying
the warranty of nerchantable title applies to only the
i nci dental the reprocessor happened to incorporate into the
final reprocessed SUDs. Wen you read the title |anguage here,
no where it says the seller only warrantees title, good title,
free and clear of liens and encunbrances only to the
incidentals. It's the whole product; there's no breaking down

by parts or materials.
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The | anguage used in the other sections also indicates the
sal e and purchase situation. For exanple, Section 8.0 talks
about sal es support, Section 9.2 nentions sal es catal ogues,
Section 9.3, sal es docunentation, Section 9.5 discusses
docunents used in the sales and use transactions of the
preprocessed SUDs and it states -- the docunentation includes
transactions sets 810, those are invoices; 820, those are
paynment order and remttance advice; 832 price and sal es
cat al ogue; 850 purchase order; 855, purchase order
acknow edgnent; 856, ship notice and manifests; 844 product
transfer and account adjustnent; and 849, response to product
transfer account adjustment or charge back or rebate.

Section 9.7 tal ks about sales for custoner reports; Section
7.2 tal ks about orders; Section 14.5 discussed the right to use
any confidential information relating to the sale of goods to
| odge menbers of the healthcare facilities. W have
Section 15.18 that nakes reference to constantly devel opi ng
el ectroni c process which may enable the nenbers and the
Appellant to nore efficiently purchase and sell products.

Al so, the exhibits support the same conclusion of the sales
and purchase transaction. Exhibit G seller's information
di scl oses the seller maintains destination of |SO 13485, nedi cal
devi ce manufacturer. Exhibit J, this is also very inportant,
that's page 88 of our exhibit package, it's titled "Seller's

returned goods policy." A custoner can, |like the hospital, can
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return reprocessed goods to seller, and it al so specifies that
the product return will be handled in accordance with
establ i shes protocols and docunentation obtained in the returned
goods aut horization case.

We have the Exhibit Kwth other instructions. Al these
terns are consistent with the Appellant acting as seller of
property and that the transactions were conducted as mentioned,
wi th purchase orders, invoices, and all the other typical sales
and purchase docunents, plus any other TDB sales. And it's also
| nportant structuring the transactions as sal es were what
Appellant intended to reflect in Exhibit E, page 97, which |
read out earlier, the manufacturer of the record, therefore, we
are charging sales tax. Actually, they didn't charge sal es tax,
there was no evidence that when engaging in business in
California so they charged, really, used tax, but it doesn't
matter. The fact is their positionis it was a taxable
transaction.

Regarding DCHS s assertion that ownership ternms in the
agreenment pertained only to the Appellant's sale of repaired
parts, the Department notes that the group purchasing agreenent
contains only one product, |ook at page 57, "Product Category,
sterile reprocessing.” And then when you | ook at each and every
schedule in the contract, they all referenced the sane one and
only product category. So it's inplausible that the group

purchasi ng agreenent is even applicable to anything other than
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t he Appel |l ant's reprocessing.

The Appellant's reference about product and services as
listed in Exhibit A3 is msplaced because when you | ook at
Exhibit A3, there are 300-sone pages of docunents, they are al
-- | cannot nmake what those products are, | can tell they're not
services, they're are nedical products. So A3 contains no
listing of services, so Appellant's docunent doesn't get us
anywher e.

Consistent with the groups purchasing agreenent and with
the seller's own intent, it appears that Appellant had ful
control over the used SUDs once they were placed in Appellant's
desi gnated containers. Appellant had no obligation to return
non-reprocessed SUDs to its custoners or need for consent from
Its custoners, DCHS, to dispose of any of the SUDs coll ected.

Simlarly, for the used SUDs whi ch Appel | ant deened
suitable for reprocessing for which DCHS initiated the purchase
order, Appellant, again, alone decide what to do with them
This is established by Appellant's Exhibit E at page 100. Wen
starting wth page 99, really, there was an e-nmail fromthe
Appel lant's representative saying there was a change of business
nodel and then as attachment, so page 100 is that attachnent
that's referenced in the earlier e-mail.

In that attached docunment, Appellant infornmed its custoners
t hat begi nning March 4, 2013, Appellant will transition to

I nventory now system where they began to conm ngle SUDs of
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different customers to allow one customer to all the devices not
being collected at the custoner's facility. |In other words, one
custonmer can order another customer's discarded SUDs once
reprocessed by Steril ned.

Not abl y, the group purchasing agreenment was in effect until
January 31st of 2014, and the business nodel change docunent was
dated March 4th, 2013, so that business nodel happened in the
m ddl e of the contract term Apparently, we agreed to notice
there was no contract nodification or other forms of custoner's
consent. This suggests that Appellant had al ways had full
control of the SUDs once they were placed in the Appellant's
desi gnat ed cont ai ners.

This is even nore obvious when you read that busi ness nodel
update, together with our purchase agreenent on file,

Section 12.2, Seller has good and nerchantable title so for the

seller to sell one custoner's discarded products to a different

customer, he had to have good nerchantable title as warranted in
the contact. So that shows, again, Appellant has had ownership

of the discarded SUDs once they picked it up fromthe site in

t he contai ners.

This structure to the transaction is also consistent with
the Appellant's legal status as a | egal manufacturer of the
processed SUD with all the associated |egal duties and
obligation. It's further consistent with what reprocessing

really entails, that is, Appellant as a SUD is only good for
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one-tine use, by reprocessing SUDs, Appellant essentially
fabricates a new SUD by accordi ng as Appellant already brought
up hinself, other incidental materials into the discarded SUDs.
So they discarded the SUDs only acting as starting material, and
then Appel l ant introduced other characteristics to the product
and other incidental naterials and made it into a different
product, otherwise it could not be because it's a single use,
once it's used, it's junk, it's a biohazard, there's no other
use it can be restored to.

So this, again, Appellant's argunment about selling other
materials into the final reprocessed SUDs supports the
Departnment's conclusion or position, all alone, that there was a
sal e and purchase of the reprocessed SUDs. W realize that this
uni que characteristics of the SUD reprocessing are the |acking
basis for the party's restructure of the contact as a sales
contract instead a service contract, but regardl ess of the
reason, based on what we di scussed, the Departnent finds that
Appel lant, who acquired the title to the used nmedi cal device
once they were placed by DCHS in the Appellant's collection
bins, and the Appellant then sold the reprocessed devices back
to DCHS for use in California, therefore, the transaction at
I ssue constituted retail sales of tangible personal property by
Appel lant, and thus are subject to tax without any refund due.

As to DCHS relies on the ownership records on the archived

web pages, they're just that, they're web page information
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It's not the |legal docunent. The only |egal docunent that
governs the transactions at issue is the group purchasing
agreenment. And the group purchasing agreenent nade it very
clear, it says sales and purchase transaction. They are
sellers, they are buyers, they are warranties of title, they are
title transfer, everything and anything you can see in a sales
and purchase transacti on.

Back to web page references. Anyway, those references
appear for only marketing purposes. And it's kind of catchy
for, as Sterilned said on the web page. "Only Steril ned
guarantees that the same device collected at your facility are
returned to you." |It's catchy. It nakes it stand out and nakes
It easier to get business. They are no way controlling as to
the transactions. Particularly if it contradicts the terns and
condi tions of the group purchasing agreenent.

In fact, when you | ook at Section 15.5, the group
purchasi ng agreenent, it specifically provides that in the event
of any conflict between this agreenent -- meaning the group
purchasi ng agreenent -- and any docunent, instrunent, or
agreenment provided by the seller, including wthout limtation,
seller's purchase orders and invoices, the terns of this
agreenment shall control

As previously discussed, the terns of the agreement to the
group purchase agreenent reflected Appellant held the title to

the reprocessed SUDs that it acquired from DCHS and was the
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seller of the reprocessed devices.

In sum based on the evidence presented, the Departnent
properly denied the claimfor refund and the appeal should be
deni ed. Thank you.

ADM NI STRATI VE LAW JUDGE GEARY: Thank you. I'mgoing to
have sone questions, and ny fellow judges may have sone
questions, however, we are going to hold those until you give
your final closing, and there will |ikely be questions when
you're done, so if you are ready to proceed, you nay.

MR, BHOLAT: Thank you. First of all, I would like to say
that in the agreenent, it specifically says product and
services, so clearly the agreenent covering both types of
purchases. Wth respect to the overall process. Let's walk
t hrough the | ogic of what happens. The instrunent is originally
purchased, used, becones unsterile, it can't be used for another
patient, it gets placed in the bin for collection. That is what
the Departnent is saying, okay, we are now transferring title to
you. It sounds illogical.

Let's wal k through the process. They place it into the
bin, the binis collected, there's a bunch of different
instruments, they do things to prepare the process. They put
themin certain solutions to start cleaning them-- this is the
hospital that's actually doing this process -- and they then
place themin the bin, then once the binis full, ready to ship

out, the hospital staff puts it together, packages it, and sends
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it off to Sterilnmed, and Sterilnmed then receives the property.
They w Il go through the process, a very specific process they
have to go through in order to return the product to its

original condition. That's what the FDA guidelines establish.

They have to go through and reclean it, they have to
resharpen it. For different types of product, they have to go
t hrough various steps, and those steps are established by the
FDA, and the requirenment of the FDA junping into that process
was to ensure, again, that all parties are aware of what the
requirements. There is no issues if there are any |egal issues
that come on later on for a processor who fails their
responsibility.

Then there's an established process. Once the itemis
finished and reprocessed, there is -- actually, let ne take a
step back. Wen the product is received by Sterilnmed, they have
a nunber of times that each device has useful life, so a
particular itemmy be used twice, three times, four tinmes, five
times. Every tine they receive a product, they actually bar
code everything so they know how many tines it has been reused.
They have to nonitor that. That is all part of the process of
their service.

Once the itemhits a useful life, the hospital nmay not know
the useful life of that particular product when they place it
into the bin, mstakenly, but once Sterilned receives it and

it's beyond its useful device, they disregard that product. So,
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there's no, Hey, we are taking this product and doi ng what ever
we want wth it. Cearly, the evidence shows in their

hi storical printout pages of web sites of what they published of
what they do, they're returning those itens back to the original
hospital. There was a change, agreed, in March of 2014 in that
appr oach.

ADM NI STRATI VE LAW JUDGE GEARY: 2013. | think, wasn't it?

MR, BHOLAT: It was all after the refund period.

ADM NI STRATI VE LAW JUDGE CGEARY: (kay.

MR. BHOLAT: Regarding the FDA regulations and their
requirenent. Their requirenents are that the instrunment is
processed in a certain manner, depending on the instrunent.
Their requirenents are that a new | abel is put on to the product
to provide information on what the product is, itemnunber, all
of those things, because they have to be able to track that
t hrough the process.

They require information for use. Those are, again,
requirenents as part -- again, all nedical products, every item
out there, has to have instructions for use because it has to be
provided to the person using it on the other end has sone idea
how to use it. They take that information, they actually take
that original manufacturer's information for use and replace it
and put it back in there.

There is no title transfer fromthe hospital back to the

Sterilnmed. The Departnment says, well, they transferred it when
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they placed it into the bin. The contract is exactly silent
about that whole process. Placing it in the bin and returning
It is just the process that they have to deliver the product
back to the Sterilmed in order to get it reprocessed. They are
not doing to reprocessing in house. There has to be a nechani sm
in place for themto deliver it back to Steril ned.

When the Department says that there's no specific itens
| isted, actually, Section 12.2 specifically |Iists packaging
material as part of the discussion. So there's clearly an
intent, the list of itenms that she nentioned, are all of the
devices that were. So the original instrunment is Product 123,
that Product 123 is then listed as the itens and then what the
charge is for a reprocessing service. So that's how that
contract is structured.

Relating to the Departnent's position on the -- Sterilnmed's
position to the itenms taxable. They're only stating that we
have been told by the Board of Equalization that these charges
are taxable, we have been given that instruction, that's what
we' ve been told, that's the way we treat the process we continue
to collect tax, otherw se, they put thenselves in a position
where they under collected tax, and they put thenselves at ri sk,
whi ch they weren't willing to do.

Return goods is the other thing that she nmentioned. |If the
processor receives a property, they reprocess the itemand the

reprocessing service doesn't nmeet the needs of requirenments of
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where it shoul d have been, that's a bad item then the hospital
has a right to send that product back or destroy it or not pay
them and say we are not using this product, it came back dirty,
it wasn't clean, the knife wasn't sharpened, whatever the flaw
In the reprocessing service was.

The annotation that we actually started within this whole
process in doing this analysis is 3.15.0360. And it is not
related, it is talking about bunpers, so it's a different
product, however, the facts and circunstances is al nost exactly
on point. And it's basically auto bunpers which are sent out
for re-chroming are taxable if the general practice of the
chrom ng industry is to comm ngle bunpers received so the
customer received an equival ent bunper, though not necessarily
t he same one.

However, if the re-chroner keeps adequate records to prove
the bumper returned is the identical bunper sent, then charge is
a nontaxable as a repair. That is exactly what we have in this
situation. It's 100 percent on point. | agree, after March
2014, after the refund period, circunmstances charged. This is
definitely a unique situation. Sales tax rules for this type of
transacti on shoul d be eval uated based on four questions.

Question one, what is being sold? Cearly, we have a
service that's taking worn equi pnent back to its origina
condition. No question about that. Second, does the service

provi der send back the original equipment? The answer to that
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question is yes. Third question, does the service nmaintain
docunent ed evi dence so co-mngled property is not to be returned
to a different entity? Cdearly, the answer is yes. The final
question, can we determne title retains with the original
customer? Again, the answer is a yes, based on the vol um nous
public information they have. This is what they're telling
their custoners. This is out in the public. This what the
hospi tal sees.

This agreenent right here is between the GPO and Steril nmed.
The information that is being presented to the custoner, which
is the hospital, who's the ultimte payer of use, they are going
torely on as well, that's published by the seller or the
processor. Al the other terns and conditions of use are being
used to evaluate this contract. W have to renmenber that this
contract covers both product and services. This is a very
generic, it's a very broad agreenment, to cover a |ot of
different scenarios. Cearly, they intended to include services
in there because it specifically says services. And then we
have to go back and | ook at what happened in the transaction,
what was exchanged? There was an instrunent sent in, it was
resterilized and reprocessed and cl eaned back to its original
condition, adding packaging material for shipping, and for
cleanliness and sterilization and sanitary purposes and then it
was sent back to its original customer, and that's the

transaction. That's it. Thank you.
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ADM NI STRATI VE LAW JUDCE GEARY: Thank you. 1'mgoing to
start off wth some questions for you, the Appellant. | think
i n your introductory comments you mght have referred to there
being three parties to the contract. |'massum ng you nean that
the custonmer who initiated this process of requesting a refund
Is a party to the contract in that they were nmenbers of the
purchasing group that entered into the contract with Steril nmed.

MS. BHOLAT: Correct.

ADM NI STRATI VE LAW JUDGE GEARY: Do you have any
i nformation about who drafted this?

MR. BHOLAT: It was drafted by the G oup Purchasing
Organi zati on.

ADM NI STRATI VE LAW JUDGE GEARY: It was not drafted by
Steril med?

MR, BHOLAT: No. This is a standard agreenent that they
use for products and services. |If you go to the website, they
organi ze the purchasing of construction contracts, sales of
services, equipnment, all kinds of services and all kinds of
different things.

ADM NI STRATI VE LAW JUDCE GEARY: Can you point to any
specific provision in the contract that states that the
hospital s retain.

MR, BHOLAT: The title transfer is silent.

ADM NI STRATI VE LAW JUDGE GEARY: So there's not hing?

MR. BHOLAT: There's nothing in the agreenent.

35
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ADM NI STRATI VE LAW JUDCE GEARY: Am | correct that if a
hospital does not request that a processed product be returned
toit, ultimitely, that product is destroyed?

MR BHOLAT: Yes.

ADM NI STRATI VE LAW JUDGE GEARY: \Wo destroys it or
di sposes of that product?

MR, BHOLAT: The product physically is send back to the
Sterilned, so Sterilned has possession of the product. There's
two ways it's going to get destroyed, the nost likely way is
it's beyond it's useful life or it's unrepairable. They are
going to make that determ nation, whether they can get it back
toits original condition or not. |If they decide that it can't
be returned to its original condition, then it is destroyed at
t hat point.

The other scenario is that the hospital could have an issue
and tell themwe don't want it back. Not likely to happen
because it's their inventory, their instrument that they're
going through the effort of collecting and spending the
resources and tine to collect it. They have made a consci ous
decision to recapture as many products as they can.

ADM NI STRATI VE LAW JUDGE GEARY: But it did happen

MR. BHOLAT: But it's possible.

ADM NI STRATI VE LAW JUDCE GEARY: Isn't that why Steril nmed
changed its policy to include the option of purchasing or

acqui ring reprocessed products that were not actually submtted
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by the hospital ?

MR. BHOLAT: Initially, so what happened was that whole
approach of guaranteeing the custoner back their property or
their instruments was a way that they separated thensel ves from
t he marketplace. And they, thenselves, came up -- and nmany of
ny hospital clients actually preferred that because they know
when they're using an instrunment, they know what process they
are going to use. They have procedures in place to retain it.

So initially, when this reprocessing service was
established, it's fairly new, you know, it's a newer issue, they
wanted to get their own property back because that was a
significant advantage for Sterilnmed because then the custoner
could rely on we know it's our product, we know that the quality
| evel is, we know sonebody didn't bang it on the floor or drop
It or whatever. They can control what happened.

Utimately, Sterilnmed backed out of that process because as
the market grew, the |ogistics becane very difficult. So you
have a | ot of products comng in and all their conpetitors were
not doing that. So they then ultimately conformed to the
mar ket pl ace.

ADM NI STRATI VE LAW JUDCGE GEARY: No specific contractua
modi fication was required for that?

MR. BHOLAT: There was a notification given.

ADM NI STRATI VE LAW JUDGE GEARY: W saw that.

MR. BHOLAT: There was a notification given to the

37
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custoners. This contract is not, Hey, we are going to buy and
process X nunber of units, we have the option of using you. So
if they don't like that, they can decide to go w th sonmebody

el se.

ADM NI STRATI VE LAW JUDGE GEARY: \Were products or devices
I medi ately reprocessed and then held in a reprocessed inventory
for purchase orders fromthe original user, is that how the
process worked?

MR. BHOLAT: So the inventory products |logs -- the product
was placed into the bin, send to Sterilnmed. Once the
determnation is nmade that the product is reusable in their
Internet reporting system they know these are the devices that
are reusable and these are the devices that failed. During the
resterilization process that reusable so those itens will drop
of f then they are processing.

ADM NI STRATI VE LAW JUDCGE GEARY: Let ne just stop you right
there because | think you answered my question.

MR. BHOLAT: There's an inportant fact in the process is
that during the resterilization process, the product could also
fail. So it's premature for themto purchase an order for a
product that may fail in a curtain point that may fail if
Sterilnmed has taken the position we will do everything we can to
get as nuch reprocessing as possible for as nmuch profit as
possi bl e.

ADM NI STRATI VE LAW JUDGE GEARY: So | think the answer to
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nmy question is, yes, Sterilmed reprocessed the devices before
recei ving any purchase order for those devices fromthe
custonmer. In other words, they have a reprocessed inventory for
hospital ABC that is available for delivery to the custoner?

MR, BHOLAT: Yes. But you have to renmenber that the
hospi tal managenent staff determned that they're going to do
the reprocessing. They nade conscious effort and spent
recourses to taking those products and placing theminto the
reprocessing system |It's not just, Hey, we are not going to
throwit in the bin and let themfigure it out, it's, This item
I's reprocessable and this one is too risky for us to reprocess,
we are not going to reprocess this item

ADM NI STRATI VE LAW JUDGE GEARY: | think you answered ny
question. | think you're assumng | had a point in the question
that | don't have. | sinply wanted to confirmthat the order of
events is not the hospital sending a purchase order and then
Sterilmed reprocessing that nunber of devices that it had
al ready determ ned were appropriate for reprocessing. That's
not the way it went.

MR, BHOLAT: Correct. The purchase order was issued once
the process was conpleted. The reason why | answered the
question the way | did is because the Departnent is a taking
that position they can't issue a purchase order right away, it
doesn't make sense to issue a purchase order and then have to

cancel .
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ADM NI STRATI VE LAW JUDCE GEARY: Under st ood.

MR. BHOLAT: So admnistratively and logistically, it
doesn't work.

ADM NI STRATI VE LAW JUDCGE GEARY: Are devices reprocessed
i ndividually or in groups?

MR, BHOLAT: Individually, every single product
reprocessed. You can watch the video if you are ever
I nt er est ed.

ADM NI STRATI VE LAW JUDCGE GEARY: | don't want to hear what
the video says. | can't watch it.

MR, BHOLAT: True.

ADM NI STRATI VE LAW JUDCE GEARY: So the decision to
di spose -- | think you have already indicated -- the hospita
doesn't have to consent to the disposal of the product, that's
the decision that Sterilmed nmade.

MR. BHOLAT: The hospital is to consent to the disposal of
the product is made at two different places, the first is do we
want to reprocess it or not, that's a decision we have to nake;
the second place is do we want to continue to use that product
because they know it's been used a certain nunber of tines.
They may have a separate protocol. Sterilmed nay say we can
reprocess it five tinmes and the hospital nmay say we only want it
three tinmes, so there is that ability for themto have that
flexibility.

ADM NI STRATI VE LAW JUDGE GEARY: The devices are repackaged
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by Steril med?

MR. BHOLAT: Yes. The packages have been broken, they cone
in and are reprocessed. They have to resterilize them reseal
them and put a | abel on what it is so everybody knows what it
I'S.

ADM NI STRATI VE LAW JUDCE GEARY: You sai d sonethi ng about
i nstructions.

MR, BHOLAT: Correct.

ADM NI STRATI VE LAW JUDCE GEARY: And those are certain
types of instructions required for certain devices?

MR, BHOLAT: Every nedical product has to have instructions
for use, an | FU, what that basically says is this is what the
product is and this is howit's intended to be used.

ADM NI STRATI VE LAW JUDCE GEARY: And Sterilned would create
the instructions included in the packaging before it was shipped
back to the customner?

MR BHOLAT: Yes.

ADM NI STRATI VE LAW JUDCGE GEARY: The regul ations tal k about
premar ket approval, are you famliar with that tern?

MR, BHOLAT: Correct.

ADM NI STRATI VE LAW JUDGE GEARY: Tell me what that neans.

MR, BHOLAT: Premarket approval is a process that the FDA
requires to have approval before they go to premarket. |'m not
an expert at it, but | understand the basics of it. It is a

process that they require so that they know that products are

California Reporting, LLC
(510) 313-0610

41




© oo ~ » (62} BN w N =

NI N N N N S T e e e e e =~ S
g A W N P O © 0O N oo O M W N B O

tested, evaluated, and used in very specific circunstances
before they're ultimtely approved for use. The reprocessing
service -- if you ook at the historical process of the
devel opi ng of the processing services it was the single
manuf acturer -- single-unit device manufactures started | abeling
their products as SUDs because the nore products they sell, the
more noney they generate.

Fromtheir business perspective, let's sell as many
products as we possibly can, so they label their itens as
singl e-use devices. The hospitals ook at that and say that's a
huge increase for us now. Now, instead of us reprocessing it
internally, now we are told by the manufacturer we had to
reprocess or we are only allowed to use it once. Then the
hospitals started internally reprocessing these itens.

That worked for a while, and as the process grew and
devel oped, then these conpanies |ike Steril med devel oped. W
said we will cone in and do it for you and do it for cheaper
Then the FDA, when this market grew, the FDA cane and said,
Ckay, we need to establish guidelines so everybody is clear on
how t his process worked, what are the requirenments, what are the
processes, here are the devices that can't be reprocessed
because there maybe sone risk there. So they establish
gui del i nes, or what they thought should be. What should happen
with the market. Again, they, thenselves, said these are

guidelines, these aren't regulations. It doesn't supercede
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anot her regul ati on or anot her guideline.

ADM NI STRATI VE LAW JUDGE GEARY: So Sterilned sold products
al so?

MR BHOLAT: Yes.

ADM NI STRATI VE LAW JUDGE GEARY: \What kind of products?

MR, BHOLAT: They sold parts, repair parts, if an
i nstrument was broken before it was used, they do repair
services. During that tine -- | know currently they do sel
ot her reused devices now, but at that time they were selling --
inthe listing invoices, so when we pulled all of the invoices
and transactions that were purchased by the hospital from
Sterilmed, there were two types of transactions, reprocessing
and repairs. So an instrunent was sent to Sterilmed, a repair
was done to the instrunent, there was a parts charge and | abor
char ge.

ADM NI STRATI VE LAW JUDCGE GEARY: You are sayi ng when you
pul l ed invoices for the purposes of the audit?

MR, BHOLAT: Wen we did the review, we pulled every single
transacti on and those invoices were provided.

ADM NI STRATI VE LAW JUDCE GEARY: Thank you. After ny
co- panelists ask questions, I'll give the Departnent an
opportunity to respond to the factual statenents that were nade
by M. Bholat, I"'mgoing to give you a chance to do that. |
have no further questions. |'lIl ask ny co-panelists if they

have any.
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ADM NI STRATI VE LAW JUDGE CHO | just have one quick
question. It goes back to the processing of SUDs, the ones that
Sterilned was able to reprocess, however, the hospital decides
not to purchase those products, and then | believe you stated
that those products are then destroyed or discarded by
Sterilmed; correct?

MR, BHOLAT: That is what we understand, yes. | represent
the hospital, but fromwhat | understand, yes.

ADM NI STRATI VE LAW JUDCE CHO  You nentioned that there are
fees associated with the reprocessing of each SUD, in that case,
does the hospital have to pay for the fee with regard to the
ones that were discarded or does Sterilned eat the fees?

MR, BHOLAT: |If the hospital determ nes they don't want to
purchase an item then there is no paynent between the two
parties.

ADM NI STRATI VE LAW JUDCGE CHO | was just checking on that.
Thank you. That was nmy only question.

ADM NI STRATI VE LAW JUDCE GEARY: Judge Cheng?

ADM NI STRATI VE LAW JUDGE CHENG Yes, | do have a few
questions. Do you know how nuch of the nerchandise, that after
processing, were returned back to the hospitals, Iike,
percentage W se?

MR. BHOLAT: | do not have any that information. M
understanding is a |large percentage of them are reprocessed.

Because the hospitals want to preprocess because it's 20 to 30
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percent of the cost of buying a new one.

ADM NI STRATI VE LAW JUDGE GEARY: You just said a large
percentage are reprocessed, the question was how many went back
to the hospital.

MR, BHOLAT: W don't know.

ADM NI STRATI VE LAW JUDCE CHENG A question about the price
sheet, which is Exhibit A3 attached to the agreement. Just to
clarify, are these the processed devices or do these include
parts that were sold, the brand new stuff that were sold by
Sterilmed?

MR, BHOLAT: There's 300 pages of itens, so | didn't go
through every single itemthat were included in that.

ADM NI STRATI VE LAW JUDGE GEARY: We only have one page.

MR. BHOLAT: Right. It was just too volum nous to keep all
of them Fromwhat | understand, it is the reprocessed itens, |
don't know if parts were included in that. | didn't do that
analysis. So |'mnot sure.

ADM NI STRATI VE LAW JUDGE CHENG  So when Steril med
col l ected these devices fromthe hospitals, did Sterilned |og
these items in their own inventory, like, these devices bel ong
to the Sterilmed as a part of its inventory?

MR, BHOLAT: So according to the information that they
published at that time, they were very specific in saying that
devi ce ownership was with the hospital, they tracked their own

Inventory. It was placed in inventory, it was identified where
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it cane from who the hospital was. It actually canme from which
departnment. Every hospital has nultiple departnents, so if it
cane fromOR, it would be the OR Departnment. So they knew
exactly where it cane from who it was for, who, in their words,
the owners were of those instrunments.

ADM NI STRATI VE LAW JUDCE CHENG So the answer is no, they
didn't take theminto their own inventory.

MR, BHOLAT: Correct.

ADM NI STRATI VE LAW JUDGE CHENG Do you know if Steril med,
in selling these itens, clained a cost of goods sold on thenf

MR. BHOLAT: | do not know that. | did not |ook at
Sterilmed' s accounting books and reports at all. | don't have
access to that infornation.

ADM NI STRATI VE LAW JUDGE CHENG  On the purchase invoices,
were the repair itens separated fromthe actual devices? Wre
they on separate invoices?

MR. BHOLAT: Separate invoices include parts and |abor. |
did not see one invoice that had a comm ngling of services.

They had a separate invoice nunbering system They | ook
different, slightly as well.

ADM NI STRATI VE LAW JUDGE CHENG kay. For the Departnent,
you said that the way the price list was structured, or the
I nvoi ces were structured, can't be a sale of -- couldn't be
provi ded services, it had to be a sale of goods or TTP because

of the price list; is that correct?
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M5. HEE No. Qur position is not based on the price |ist,
but rather on the totality of the group purchasi ng agreenent.

Al'l the sections | went through, especially the title transfer,
warranty of merchantable title, then the purchasing orders,

I nvoi ces, and everything just kind of tied together to show that
whol e transaction, the structuring, is consistent with all the

| egal consequences of all these other provisions about title
transfer, title warranty, everything el se.

MR. CLAREMON: W woul d have the attachnment A3, it's
presented a list of products with each type of TTP having an
associated price wwth it. In terns of |looking at it, it does
support the idea of a sales contract of TTPs and not a sales
product .

ADM NI STRATI VE LAW JUDGE CHENG  But standing al one, it
woul dn' t - -

MR, CLAREMON: Standing alone, it looks like a |ist of
tangi bl e personal property sold. | think if you | ooked at this,
you would think it was a sales contract and these are things you
could buy. And as we pointed out, the sales here are sterile
reprocessing, so when you are talking about repair itens or
repair parts, there's no indications that there were other types
of sales taking place, so our understanding is this is a list of
reprocessed itens only.

ADM NI STRATI VE LAWJUDGE CHENG How is this different from

a dry cleaning price list, like shirts, four dollars, pants, ten
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dollars? It's per item right?

M5. HE: That's why we are saying our position is not based
on the A3 list, that's not the crux of our position. Qur crux
is really based on the title transfer and warranty of the title
and then everything else we went through, and this A3, it
significantly refutes the custoner's argunent that the contract
covers services. Wen you ook at this whole thing, it didn't
say you reprocessed this thing, it's one price, if you buy these
products, it's this price. It's not like dry cleaning where you
say you are dry cleaning a pair of pants, that's the dry
cl eaning. But here, when you | ook at the document list, it says
this product costs this nmuch, you're getting the docunent.

ADM NI STRATI VE LAW JUDCE CHENG  kay.

MS. HEE I'msorry. You're getting the product.

ADM NI STRATI VE LAW JUDCE CHENG M. Bhol at, so take the
first itemon the list, knife hook straight, do you know t he
list price of $18.77, is that close to what a brand new knife
hook straight woul d be?

MR. BHOLAT: No. A brand new one would be three to four
times that, at |east double.

ADM NI STRATI VE LAW JUDGE CHENG Ckay. Thank you.

ADM NI STRATI VE LAW JUDGE GEARY: Anyt hing el se, Judge Cho?

JUDGE CHO  Not hing el se here.

ADM NI STRATI VE LAW JUDGE GEARY: Anything else fromthe

Depart nent ?
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M5. HEE Yes. W would like to offer to respond to what
Appel | ant brought up during the judges' questions. Basically,
with the guarantee of your own products back, what the Appellant
just said kind of confirms what the Departnent has been saying
all along, that guarantee doesn't dictate the custonmer had
ownership; in fact, the opposite is true, as Appellant was
sayi ng because it was a great selling point for Sterilned, at
t hat point.

So back during the claimperiod, Sterilned was only the
second | argest reprocessing conpany in the industry, Ascend was
the largest one and they got bought by original equipment
manuf acturer. So to make itself conpetitive and to attract
customers, Sterilmed, with its ownership of all the SUDs,
decided it's a better business nodel to let the custoner get
what ever products fromthensel ves back to make thensel ves stand
out .

So that's before 2013, that's their business nodel, their
choice, their say. Just because the custoner always got
what ever they were sending in doesn't nean the custonmer had the
ownershi p. The docunent had reference to the business nodel
change clearly proves it's the other way around. Sterilnmed just
decided to exercise its ownership over SUDs a different way
before 2013 to better attract customers and to nake thensel ves
nmore conpetitive. And after 2013, it exercised the ownership of

SUDs a different way because of the higher rate of products that
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were reprocessable, that went through all the trouble and
spending all the noney and not getting any order, it decided
it's nore economcal for themto the change to a different
busi ness nodel .

Agai n, regardl ess of which nodel it chose, it always had
ownership of this reprocessed SUDs. So that's what makes this
transaction of a sales and purchase transaction. It is a
transfer of title and then transfer title back to the custoner
as backed by the warranty -- title warranty, title transfer
docunent, return to goods policy, everything, and the GPO of
course, that's the only |legal docunent on file.

As you nmentioned, Sterilnmed was the second | argest
reprocessor and the group purchasing hospital network, that was
a very huge tax pay as well. So it's the only | egal docunent
bet ween very sophisticated parties. They are using all these
words, sale, title transfer, warranty of title, in the legally
signi ficant docunment that neans sonething, unlike the web page
docunment s saying, you get whatever you have back. Even on
those, you also get it back

The tracking of everything is not really to track ownership
for the sake of tracking ownership, but you ook at all the
archived web pages, taxpayer, the hospital provided, the main
reason, again, is for marketing, for being custoner friendly, so
you can track the projection rates to gather your future

pur chasi ng deci sions so you can see how many you can purchase at
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a fraction of the cost of the new devices fromthe original

equi pment manufacturer, and then you decide to hold on those
purchases and wait for Sterilnmed to process your products at
just a fraction of the cost of the new device fromthe origina
equi pment manufacturer. Then you decide to hold on those
purchases and wait for Sterilnmed to process your products with a
fraction of the noney of those.

Then in other places in the web page, the tracking allows
the device to be effortlessly entered into the hospital system
for imedi ate use. To easily use the products. You scan it.
This is for the hospital staff to spend mnimumtinme entering it
into the conputer system Al the tracking, bar coding,
everything, it was just a custonmer-friendly service for the
hospital to nore easily use the products. You scan it, you show
us whi ch Departnent has what product and how they use it.

Everything is about providing a service to the customner
to -- | should say, the custoner service with better tracking.
But that's separate fromthe transactions of the transfer of the
SUDs. So they're not tracking it for the purpose of tracking
who had what, they are tracking so the custoner can find it nore
easily to scan the SUD into the systemto use it right away
wi t hout having to type in the different codes for the different
departnent and each hospital for different surgeons.

Al'l those steps are saved with the tracking. So that's the

crux of the whole point of tracking. That's not for tracking
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ownership. As we already said, the contract proves Steril nmed
had ownership. The business nodel changed notification shows
Sterilmed had ownership. Al the documents of |ega
significance show that Sterilnmed had ownership, and then they
transferred back to the hospital when they send the products
back.

ADM NI STRATI VE LAW JUDCGE GEARY: |'ve just been inforned
t hat Judge Cheng has one nore question.

ADM NI STRATI VE LAW JUDGE CHENG So the Departnent's
position is that title transferred when the itens were picked up
and shipped to Sterilnmed. |'mcurious as to whether you believe
that the hospitals relinquished all control, not just
possession, but control of the devices given that Steril ned
couldn't, prior to 2013, resell the itens to a third party. It
had to have either been sold back to the hospitals or if the
hospitals said, We don't want these, they had to be destroyed.
So it seens like the hospitals nade the call on all of the itens
that were coll ected.

MS. HE: The Departnent disagrees with that. As we said,

t he business nodel update clearly show that Sterilnmed was the
one calling the shots. Before 2013, Sterilmed was not selling

to other custoners for used SUD, reprocessable, but not ordered

by DCHS here. It did not sell not because it could not sell, it
just decided not to, and the obvious reason, like | said, it's a
busi ness nodel, it's easier to attract customers, nmake it stand
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out to fend out conpetition for the |largest reprocessor at the
time, which was bought by another nedical equipnent
manuf act urer.

Then the other possible reason is because reprocessing was
kind of an ever-devel oping industry, it was very conplicated
with the FDA regulation. As mentioned in the FDA docunment, they
were subject to the safety recall requirements, the tracking
reporting about medical incidents resulting fromthe use of the
reprocessed SUDs, so maybe because back then there was also a
technological limtation on themto officially track who had
what, and to report any incidents arising fromthe use of the
docunent, so they were conmm ngling them

As they devel op the business and they got better in doing
the whole thing -- that they get a better handle how to track
this thing to answer to the FDA's requirenment on the tracking
medi cal instrunents reporting and other things, so there were a
vari ety of reasons that could have happened that dictated why
they did it that way. The why really doesn't matter for sales
and use tax purposes. |It's what happened. Wat happened is
there was a title transfer and they had control as shown by the
docunment as to why --

MR, CLAREMON: And the point that they could make that
change without the change to the contract contenplates that they
coul d have sold it to other hospitals during our refund period.

There's been no evidence presented that there was a change to
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the contract.

ADM NI STRATI VE LAW JUDGE CHENG  But only after the
hospital said, No, we don't want those back. That was the
decision that the hospitals made only after the hospital said we
don't want those back, then at that point, Sterilnmed could do
t hat .

MR, CLAREMON: Again, that was a policy that they would
give them 30 days, then after those 30 days, they would sell to
soneone else. The fact that they are changing the policy, it's
not necessarily a requirenent of the contract that they gave
themright of first refusal, it's what they announced as their
policy, but it's not contractual obligation.

MS. HE: There was no -- fromthe custonmer at Sterilned at
any point there was inaction the hospital never said to
Sterilned, No, we don't want any of these products back, you can
do what ever.

MR. BHOLAT: Sure, they did. They issued the PO  They
made that decision, they said, W want it, we want it back.

M5. HE: They failed to make the purchase, that's an
I naction, not an affirmative action of saying, No, we are
exercising our control over the SUDs by saying we are abandoning
them now you can do whatever. There was never any of that
sayi ng that happened here. They didn't have a no.

ADM NI STRATI VE LAW JUDCGE CHENG So to you, control neans

you have to actively say, No, | don't want these. |It's not just
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saying, | want these and sayi ng nothing about the rest of them

M5. HE: And then who can decide what to do with the rest
of them because control is basically -- who decides? Wo
exercises the ultimate say in the disposal of the products?

ADM NI STRATI VE LAW JUDCE CHENG Ckay. Thank you.

ADM NI STRATI VE LAW JUDCGE GEARY: Thank you to both parties
for appearing this norning and being so patient this norning and
waiting for their hearing to be called. This concludes the
hearing. The judges are taking the matter under subm ssion,
wi thin 100 days of today's date, because |I'mclosing the record
now, we will issue a witten decision and send copies to the
parties so you will know what the decision is. This hearing is
adj ourned. Thank you.

(Hearing adjourned at 12:30 p.m)
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REPORTER S CERTI FI CATI ON

I, the undersigned, a Hearing Reporter for
the State of California, do hereby certify:

That the foregoing proceedi ngs were taken before
me at the tine and place herein set forth; that any
Wi t nesses in the foregoing proceedings, prior to
testifying, were duly sworn; that a record of the
proceedi ngs was nmade by ne using nmachi ne shorthand, which
was thereafter transcribed under ny direction; that the
foregoing transcript is a true record of the testinony
gi ven.

Further, that if the foregoing pertains to the
original transcript of a deposition in a federal case,
before conpl etion of the proceedings, review of the
transcript [] was [] was not requested.

| further certify | amneither financially
interested in the action nor a relative or enpl oyee of any
attorney or party to this action.

I N WTNESS WHERECF, | have this date subscribed
ny nane.

Dat ed: February 21, 2019

Shelby Maaske,
Hearing Reporter
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