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Van Nuys, California; Friday, January 25, 2019

10: 09 a. m

ADM NI STRATI VE LAW JUDGE GAST: Let's go on the
record.

Al'l right. This is the appeal of Marshal
Reddi ck, OTA Case No. 18012102. It is Friday,
January 25th, 2019. The tine is approximately 10:09 a. m
W're in Van Nuys, California. | amthe |ead
adm ni strative law judge. And with nme to today, to ny
right is Judge Sara Hosey, and to ny left is Judge Jeffery
Margolis. W are the panel hearing and deciding this
case.

At this point 1'd like to ask the parties to
pl ease state your nanmes and titles for the record, please.

MR. MJUDD: Joseph Mudd. | amthe attorney for
Marshal | Reddi ck, Real Estate, Inc., and Marshall Reddick

ADM NI STRATI VE LAW JUDGE GAST: Thank you

MR HASKINS: Christopher Haskins, representing
the Franchi se Tax Board in this appeal, and ny co-counse
is Mchael Cornez.

ADM NI STRATI VE LAW JUDGE GAST: Thank you. So we
have three issues for today, and I'mgoing to state those
three issues. The first one is kind of |ong, so

apol ogi ze.
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First one is whether appellant has satisfied his
burden of proving that FTB erroneously reall ocated taxable
i ncome from Qcean Living, Inc., an S corporation, to
Appel | ant because an enpl oyee stock ownership plan
strategy was a sham and | acked both a nontax business
pur pose and econom ¢ substance for the 2003 through 2006
tax years.

The second issues is whether FTB properly inposed
t he noneconom ¢ substance transaction penalty for the 2003
t hrough 2006 tax years.

And the third issue is whether FTB properly
i nposed the interest-based penalty for the 2005 and 2006
tax years.

Al right. Wth that I"'mgoing to admt all of
the exhibits in the electronic file that OTA sent the
parties. It's the 2,549 pages. And that file contains
all the parties' docunentary evidence subm ssions for this
appeal , including those submtted to the Board of
Equal i zation for the prior appeal that we are now hearing
t oday.

So because the parties have no objections to that
docunent, all those exhibits --

MR. HASKINS: Question for the panel.

ADM NI STRATI VE LAW JUDGE GAST: Yeah

MR. HASKINS: Wthin the 2,500-plus pages of the
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exhibit, there's the summary decision -- the prior sunmary
deci sion fromthe Board of Equalization. | would -- since
you didn't nention it, | don't know if you had intended
that come in. It isin the --

ADM NI STRATI VE LAW JUDGE GAST: Yeah. It's one
of the exhibits attached to FTB's. So that'll cone in.

MR HASKINS: Ckay.

ADM NI STRATI VE LAW JUDGE GAST: Al the exhibits.

MR. HASKINS: Then | have no objection

MR. MJDD: No objection.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you
So all the exhibits, therefore, will cone in. So they are
now admtted into the record as evidence. And |I'malso
going to admt the MPA's that both parties submtted for
t he 2003 t hrough 2006 tax years. So that's going to be
admtted into the record as evidence.

(Appel lant's Exhibit were received

in evidence by the Admi nistrative Law Judge.)

(Respondent's Exhibits were received

in evidence by the Admi nistrative Law Judge.)

ADM NI STRATI VE LAW JUDGE GAST: Ckay. So why
don't we nove on to the parties' presentations. Just to
remnd the parties, taxpayer and FTB will both have five
m nutes for an opening statenent.

And then M. Reddick you will have 30 m nutes for
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testinony. |'Il have to swear you in before you do that.
FTB can cross-examne for 30 m nutes, and then both the
t axpayer and FTB will have about 10 m nutes for closing.
And taxpayer, you can have 5 mnutes for follow up if you
so choose

Ckay. Any questions?

MR. HASKINS: No, sir.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. M. Midd,

whenever you're ready.

OPENI NG STATEMENT

MR MJDD: Thank you. Just briefly, what
M. Reddick's testinony is going to show here is that
M. Reddick was the owner of Marshall Reddi ck Real Estate,
Inc., which was basically an educati on conpany that taught
peopl e how to invest in incone producing real estate, and
then worked with themto nake those purchases and to run
their incone.

Mar shal | Reddi ck personal |y bought properties and
all of the units that Marshall Reddick Real Estate, Inc.,
identified along with his custoners, so his custoners
could see that he was willing to invest in those. Prior
to the tinme that real estate collapsed, Mrshall Reddick
personal |y owned over 300 rental properties that showed up

i n 900-sone page personal incone tax return for all the

California Reporting, LLC
(510) 313-0610




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

deprecati on and expenses on each of those 300 properties.

Mar shal Reddi ck Real Estate had been very
successful. And Marshall Reddick was a very giving and
caring person. He took cake of all of his enployees. He
hired a ot of down and outers. He hired coll ege students
and paid for their college as long as they got A's and
B's. And he ran a conpany that was very successful

Their income was based on comm ssion sharing that
they got with the people or with the real estate brokers,
who actually represented properties that they bought.

Most often it was new properties and new subdi vi si ons that
they identified, then they hold the semnar. They drive

t he people who cane to the sem nar out to see the
properties, and talked to the brokers. And the people
woul d buy properties thenselves along with M. Reddi ck and
a certain identified subdivision.

In "03 and '04 the conpany was successful, and it
appeared that it was going to be nore successful. And
Marshal | Reddi ck was | ooking for a way to give his
enpl oyees additional benefits by way of a pension and
ownership of his conpany. And he sought referrals and was
referred to an individual who came in and studied his
books and records and said the best thing for himto do
was purchase an ESOP

It would have tax benefits for himas well as tax
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benefits for -- for the enployees. And the enpl oyees

woul d end up with a big pension, and he would end up with

a deducti bl e expense.
Since he was an S-Corp, he could not sponsor an

ESOP i n which he was al ready the sol e sharehol der of the

conpany where he would be the primary beneficiary. So the

i ndi vi dual suggested -- not only suggested, but prepared

all the docunents to forma new S Corp that would be owned

strictly by the enpl oyees of Marshall Reddi ck Real Estate,

whi ch woul d provi de services for Marshall Reddi ck Real
Estate by way of adm nistrative and managenent services
that normally were provided by enpl oyees of Marshal
Reddi ck.

So these peopl e becane enpl oyees and owners of
Ccean Living, Inc., the ESOP. Ccean Living, Inc., would
pay them Marshall Reddick Real Estate was to donate
noney or contribute noney to Ccean Living, which was an
ESOP. And he would get the deduction and Ccean Living

woul d becone a pension program for his enpl oyees.

He good didn't -- he relied on these experts who

he was told were experts. And he relied on the experts

that he had in his conpany, who also really becane the

supervisors and owners of OLI, and they set himup in the

conpany. In 2003 -- the conpany was formed in 2003, but

didn't qualify or adopted an ESOP plan until 2004, I

California Reporting, LLC
(510) 313-0610

10




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

bel i eve.

In 2003 Marshall Reddi ck paid Ccean Living, Inc.
$1, 000, 000 for managenent fees, borrowed $990, 000 of that
back, and | suspect that's where -- that's the issue we're
seeing. The biggest issue we're seeing is that it has no
busi ness purpose. That noney was borrowed back at
5.6 percent interest, and it was to be repaid by Mrshal
Reddi ck Real Estate.

The plan was conpl eted and adopted in 2004. It
was audited by the IRS in 2008 and approved with no change
letter. They audited a 2004 tax run for Ccean Living,
Inc. ESOP and made sonme suggested changes to OLI. In one
of themwas that Marshall Reddick was an officer of the
ESOP. He should not do that, nunber one.

Nurmber two, Marshall Reddi ck had received sone
salary fromthe ESOP, and he was not allowed to do that,
at which point he stopped. He resigned inmmediately as
of ficer and stopped receiving any salaries from QLI
Those were the suggestions. The IRS approval letter is
anong the docunents, specifically page --

ADM NI STRATI VE LAW JUDGE MARGOLIS: We're aware
of the page.

MR. MJDD: You' re aware of the page. Ckay.

Then M. Reddick then continued to contribute

noney to the ESOP in 2004, '05, and '06. He continued to

11
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run successfully. Mrshall Reddi ck Real Estate made

$23, 000, 000 gross in 2006, and $25, 000,000 gross receipts
in 2005. He expected that would continue. There would be
no problemrepaying the debt. The principals of QLI
bel i eved that the investnment in Marshall Reddi ck Rea
Estate was a worthwhil e investnent because of the success
Marshal | Reddi ck Real Estate had over all the years.

I n 2007, though, the real estate collapsed. The
bottomfell out fromunder it. By to 2008 it was clear
that nost of the nortgage real estate properties owned by
Mar shal | Reddi ck individually were upside down. Sonme were
paid in full, and sone, we believe, had sone equity
i nterest.

It was in 2008 that the executives in OLl cane to
Mar shal | Reddi ck and said, |ook, you know, we need this
| oan repaid. W realize things are tough. W can't keep
going without it, and we need the | oan repaid. So they
sat down and identified properties and Marshal |l Reddi ck
transferred the properties to Ccean Living, several of
whi ch were actually free and cl ear.

As it turned out, Marshall Reddick |ost every one
of the 300 properties that he owned to foreclosure or to
debt repaynent, other than the ones he transferred to QLI
He lost his own house. He lost the business. And so this

was not sonething that O.I suffered the |oss. Marshal

12

California Reporting, LLC
(510) 313-0610




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

Reddi ck Real Estate and Marshall Reddick suffered a tota
| oss of everything to the point that he now rents a house
and |lives on a pension.

He |ives on pension that he -- that he earned
while as a Cal State Los Angel es professor for over 20
years.

MR, REDDI CK: 30 years.

MR MJDD: 30 years. I'msorry. One of the

other things that OLI invested in, at the reconmendati on

of -- of -- 1I'"ll say the person who was pronoting it was
probably a bit of a shyster -- was large life insurance
policies on M. Reddick, and on the principals that -- the

executives that actually worked for Marshall Reddi ck Rea
Estate. They were deened to be the inportant people.

It was explained that these policies were paid
for by OLl with noney that was transferred by Marshal
Reddick to CLI. It was explained that these were valid
i nvestnments for several reasons. Nunber one, if Marshal
Reddi ck died, O.I would have an asset that woul d continue
toallowit to pay out all of his pensions.

Nunber two, if CLI preferred and if it was
viable, it would be able to use the proceeds of the
policies to purchase Marshall Reddick Real Estate should
he die, but didn't have to.

And nunber three, those insurance policies would

13
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devel op cash value and it would reach -- the conpany woul d
reach a point, but it would not have to pay the prem uns
anynore because the cash value of the policies wuld pay

t he prem uns.

By 2009, $500, 000 had been borrowed agai nst the
life insurance policies, and OLI cashed out the policies,
pai d the bal ance of the | oan, and apparently got sone cash
back. QLI continued until sonetinme in 2009. W don't
know for sure when it coll apsed because Marshall Reddi ck
and Marshall Reddick Real Estate were out of the picture.
But it did have sone noney in it to pay sone of the people
who qualified sone small pensions.

| don't know what has happened to it since then.
| assune it ran out of noney just because the cost of
adm nistration for the ESOP is so high on an annual basis.

ADM NI STRATI VE LAW JUDGE MARGOLI S: M. Midd,
when did you say this happened?

MR MJDD: | believe it was around 2009 that OLI
col | apsed because it had spent all of its noney on
adm ni stration. However, it paid pensions to sone people
as late as 2011. So it must have had sonme noney to pay
sone small anounts of pensions. M understanding is the
cost of admnistration of an ESOP is many thousand doll ars
annual ly, and it had to pay that to keep on going as well.

M. Reddick will testify that it was his

14
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intention fromthe beginning that O.I would provide a
great pension for all of his enployees. He was set. He
owned mllions of dollar's worth of property. He was
earning mllions of dollars every year. He was paying
very, very high taxes until 2006 when his rentals |ost a
great deal of noney. And he wanted to share it with his
enpl oyees.

Wth his testinony, you'll find out that's just
the kind of person he is. Wth the people he took in that
needed jobs, he took themin. At sone point in his
career, he had as many as 100 enpl oyees, maybe nore. At
the tinme OLI was formed, | think there was 40 sharehol ders
who were part of QOLI, and it wasn't M. Reddi ck.

Now, the I RS has condemmed certain actions with
ESOP's for S corporations. And the reason it has done
that is because it was an abuse. The new corporati on ESOP
woul d be started with M. Reddick, for instance, as the
sol e shareholder. And so everything he contributes to the
ESOP is just his until sonme enpl oyees get sone. But he's
getting a big deduction to put noney into his own pension
fund. It wasn't the case.

He didn't own stock in COLI, only his enpl oyees
did. And it was nanaged by his -- by a professiona
manager who was managing it, and it was overseen by his

executives who were owners and nenbers. One was an

15

California Reporting, LLC
(510) 313-0610




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

attorney, and there were other executive nenbers.

Had the real estate market not coll apsed, the

debts woul d have been repaid. The pension woul d have

worth lots of noney. M. Reddick would have had | ots

been

of

nmoney. And as he intended, his enployees woul d have been

fine. W had the worse real estate collapse probably

history of real estate that occurred in 2007 and ' 08

in

causi ng | osses and evaluations. | can say he lost all of

his properties, every one of them other than what he

transferred to CLI. Like | said, he transferred to OLI

properties that were free and cl ear.
We ask that you find this indeed was not a t

notivated transaction. It was a legitimte business

ax

transaction. And | think you will agree when you hear

testinony from M. Reddi ck.

ADM NI STRATI VE LAW JUDGE GAST: Thank you

OPENI NG STATEMENT

MR. HASKINS: Thank you.

I n 2003 Appellant, a financially successful

FTB.

r eal

estate investor, purchased a plan from ASTER Fi nanci al

t hat had no econom c substance or business purpose in

order to inproperly avoid taxes. Appellant hinself called

the plan patently illegal in a lawsuit he filed in 2008

agai nst the pronoters of the plan
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Because FTB determ ned that audit and affirnmed
protest that the plan had no econonmi c substance or
busi ness purpose, FTB di sregarded the transactions that
were called for in the plan. 1'Il try and briefly
descri be the plan for you.

According to the plan, Appellant would and did
set up a new corporation in this case, Ccean Living
| ncorporated or OLI, selected S status for it for taxation
pur poses. Appellant was the CEO of OLI. Appellant also
set up an enpl oyee stock ownership plan an ESOP trust for
t he express purpose of purchasing all the shares of OLI

Appel l ant was the trustee of the ESOP trust.
ESOP' s are generally tax exenpt. California conforns
under Revenue and Tax Code Section 17501 ET sec and 17531
ET sec to Internal Revenue Code 401, which controls
enpl oyee benefit plans and 0501.

| f an ESOP owns all the shares of an
S corporation, the incone of the S corporation is
generally tax exenpt. California does assess a 1.5 tax
agai nst the earnings of all S corps regardless. And that
was done, and as far as | can tell was paid.
Additionally, the ESOP trust is generally tax exenpt al so.
Thus under the plan, all the earnings of O.I would
purportedly be tax exenpt.

Next according to the plan, Marshall Reddick

17
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Real ity Incorporated, Reddick Reality hereafter,
Appel lant's wholly owned S corporation would hire the

newly formed S corporation, O.I, to nanage it. And

according to Appellant's 2008 conpl aint, quote, "Pay |arge

t ax deducti bl e managenent fees, thereby, shielding the
anounts paid as managenent fees fromtaxation.”

OLI reported net incone of $13,028,001 for the
tax years at issue. Appellant using the plan accessed

this tax exenpt inconme in two ways. First, Appellant

directed OLI to loan its tax exenpt income to Appellant's

ot her conpany, Reddick Reality, approxinmtely $5, 400,000

in the tax years at issue.

Appel l ant sinply gave the OLI tax exenpt noney to

Reddi ck Reality, allegedly, for investnent purposes.

Al'l egedly there -- this was pursuant to | oans. However,

no | oan docunents have been submtted into evidence, and

we have no real evidence that | oans ever exi sted.
Reddi ck Reality wouldn't report this |oan as

income since it was in a formof a loan. Plus Appell ant

had unfettered use of the unfettered -- I'"'msorry -- the

unt axed i nconme originating fromthe earnings of Reddick

Reality and funnel ed through OLI back to Reddick Reality.

Appel | ant al |l egedly paid the | oans back by
transferring property into OLl. However, he has never

substanti ated the property val ues he assigned to those
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properties, or if he even owned sone of the properties he
al l egedly transferred.

The second part of the plan was that O.I would
buy expensive whole life insurance policies on Appellant's
life and the lives of other key enployees wth untaxed
earnings. Then Appellant and these key enpl oyees as the
named i nsured persons, woul d borrow agai nst these policies
never paying back the | oans or paying tax on the incone
that paid for these |l oans, and allow the | oans to be
repaid, if at all, with the proceeds of the insurance
policy if soneone should pass on away.

The prem uns for the insurance policies total ed
approxi mately $7,768,910, and had a face val ue of
$77,730,000-plus dollars. Contrary to Appellant's
assertion in his briefing correspondence fromhis
representatives, Appellant borrowed against these life
i nsurance policies. Sonme of the anbunts are docunented in
the record. FTB has not been provided with all of the
amounts of the | oans.

Appel l ant's noney was never out of his control as
he was the sol e sharehol der of Reddick Reality, the CEO of
QLl, and the trustee of the ESOP trust that owned CLI
t hroughout the tax years at issue. Through the use of a
pl an that had no econom c¢ substance or business purpose,

Appel | ant sheltered nore than $13, 000,000 from California

19
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i ncone tax.

Thank you.

ADM NI STRATI VE LAW JUDGE GAST: Thank you

kay. So we can nove on to M. Reddick's
testi nony whenever you're ready, M. Miudd. [|'Il need to
swear in M. Reddick first.

Al right. M. Reddick can you pl ease stand and

rai se your right hand.

MARSHALL REDDI CK,

produced as a witness by and on behalf of hinself, and
havi ng been first duly sworn by the Adm nistrative Law

Judge, was exam ned and testified as foll ows:

THE WTNESS: | do.
ADM NI STRATI VE LAW JUDGE GAST: Thank you. You

may be seat ed.

DI RECT EXAM NATI ON

BY MR MJDD

Q M. Reddick, can you please tell the judges your
background and about Marshall Reddi ck Real Estate?

A Sure. 1'd be happy too. And thank you for
allowing us to be here. Can you hear nme okay?

ADM NI STRATI VE LAW JUDGE GAST: Yes.

20

California Reporting, LLC
(510) 313-0610




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

THE WTNESS: | was a college professor from 1970

to the year 2000. | was -- | started the entrepreneurship
program and was handling the marketing departnent. |1've
always -- | went into teaching so | could help people, and

|"ve always followed through with wanting to try to serve
During the tinme that | was a college professor, | started
doing real estate seminars on how to buy real estate

t hrough the university and conmmunity coll eges on the
weekends for adults.

Over the years the adults wanted sone help in
order to be able to find and buy really good real estate.
So | started a little fledgling real estate conpany.
had a broker's license -- a broker's real estate |icense
in California since 1977. And so | started to help them
to find property first in Long Beach and then throughout
Los Angel es and then in Col orado, where |I'mfrom
originally, and in Arizona and Las Vegas and so on. And
they seemto appreciate that.

| would help themfind properties. |1'd find a
realtor there to help them and property manager so that
t hey could buy property out of state inexpensively, and
have it properly managed and so on. And so | retired
after 30 years in the year 2000. And there was a
recession going on and lot of ny friends in church needed

work. A lot of ny friends needed work and so | deci ded

21
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to, rather than retire, expand the fledgling business into
a regul ar real estate conpany.

And so it worked out very successfully. | was
able to hire people that sonetines were not hirable.
had a blind lady that | hired that was from ny church.
had two dysl exic people hired, people fromny church and
so on. And when | started the conpany, | wanted to make
sure | had a conpany that everybody wanted to cone to, and
| wanted it to be very special. Not like a |ot of other
conpani es where people don't |look forward to going to work
and so on.

And so | did everything I could think of to make
it desirable to work at Marshall Reddick Realty. Sone of
the things that | did was | provided free nassages tw ce a
week fromtwo, one nmale and one fenal e, nassage therapist.
| offered loans -- I'msorry, not loans. | offered free
education that anybody could go to college. And we ended
up, | think, helping 22 very young people as interns that
normal |y probably would not have gone to college to go to
col | ege.

They received noney. They worked as hel pi ng us
with our logistics and semnars, and | paid for all or a
ot of their college education; 100 percent if they got
A's, 75 percent if they got B's, 50 percent if they got

Cs and nothing if they got Ds. And one even received a

22
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master's degree doing that.

| really believe in nutrition so we had yoga
sessions at ny expense -- and during working hours. W
had two garages that | turned into a fitness center. |
bought a beautiful absolutely gorgeous building for them
inlrvine. | have pictures, if anybody is interested in
seeing pictures. | don't knowif you want to see them or
not, of the staff and the workings and son.

When peopl e had birthdays, once a nonth we woul d
have kind of a party, and 1'd bring in food and so forth.
So we had free orange juice, free semnars on nutrition
and so on. So ny whol e background was to really help the
people that start -- belong to the conpany. | did not
start or expand Marshall Reddick Reality with the intent
of making noney. | didn't need to.

| had a retirenment program | was very satisfied
with that, but | really, really did want to provide a
state of the art conpany where people | oved to work, and
then hire people that would really, really needed work.
And so | hired a | ot of people that were in their 60s,

t hat were unenpl oyable, that many -- their husbands have
died or they were divorced and had never worked or haven't
worked for a long tinme and were really struggling. So |
hired them

So | just want to let you know that my notivation
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the whole tinme was to try to serve the people that I
really cared for. W were like a big famly. Everybody
| oved one another. Al different nationalities as you can
see on the picture, if you want to see this. And that was
nmy notivation.

Q M. Reddick, in 2003, which this is all about,
you formed -- you aided in formng an ESOP t hrough Ccean
Living, Inc.; correct?

A Correct.

Q Can you tell us how that canme about?

A Sure. | had a very good friend, Ken Bradburn,
that had net Dr. Chuck Dagger who, | guess, turned out to
really be an insurance sal esman, but he pronoted hinself
as a financial planner. And I'd never had a financi al
pl anner. | thought it would be a good i dea.

Sol met with him and he asked ne a | ot of
guestions on what ny goals were for the conpany and for
nyself and so on. And | told himny dream of being able
to have a conpany in which everybody benefited. | failed
to nention that we had a really, really good health
program | think we paid 90 percent. | wanted a
retirement program

And | really wanted to turn the business over to
t he enpl oyees because | wasn't married. | have no cl ose

relatives. And so | really wanted to -- when this conpany
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becanme very successful, turn it over to the enpl oyees.
That was ny goal. And so he suggested an ESOP. And he
menti oned several conpanies, and | have, | think, a |ist
of all the conpanies that are ESOP's and they're pretty
i mpressi ve.

Sout hwest Airlines is not an ESOP, but it's
conpany owned. | think 20 percent of the enpl oyees own
Sout hwest Airlines. | was always inpressed with
Sout hwest. They al ways have happy people and so forth.
And so that was how it was pronoted to nme. | wasn't after
a tax shelter quite frankly. He said there were shelter
benefits.

| said great, but the main reason | did the ESOP
was to be able to help the enployees. It sounded ideal,
but we could cone up with a requirenment program and we
could -- | could eventually give the conmpany to ny
enpl oyees, which I love very nmuch. So that was ny
noti vati on.

Q And Ccean Living, Inc., was forned. Do you
recall that?

A Yes. Ccean living was, as | understood. | knew
not hi ng about an ESOP. | relied on others to do this.
And | trusted themthat they knew what they were doing.
So they suggested | set up Ccean Living.

Q And who were the owners of Ccean Living?
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A Ccean Living were the enpl oyees.

Q So former enployees or current enpl oyees of
Marshal | Reddi ck Real ty?

A Yes, current enployees. Yes.

Q Now, after Ocean Living was forned in 2004, and
actually formed and approved by the Internal Revenue
Servi ce, you continued to nmake large contributions to
Ocean Living?

A Yes. | gave them enough noney to be able to pay
t he enpl oyees and then sone.

Q D d you give them enough noney to be able to
purchase the life insurance policies?

A Yes.

Q And do you know who are the owners of those
policies were supposed to be?

A Ccean Living. | think | owned, |like, 5 percent.
They said that was the requirenent of the insurance, that
| had to own sonething of it because it was on ne.

Q And do you know if you actually borrowed any cash
val ue out of this policy? You personally?

A | think I borrowed $500, 000.

Q D dyou borrowit or did OCcean Living borrow it?

A Wll, Ccean Living, yeah, borrowed it and gave it
to ne. Yes.

Q And Ccean Living -- is that part of the noney
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that Ocean Living | oaned back to you every year after you
made the contribution?

A Yes.

Q Now, during the tinme that Ccean Living was
formed, you contributed noney to Ocean Living. Do you
know approxi mately how nuch noney was | oaned to you during
that period of -- |oaned to Marshall Reddick Real Estate
during that period?

A  No, I"'mnot -- I'mnot certain.

Q I'mgoing to refer to -- go straight to
docunments. Go straight to page 002155 in the exhibits.
And does that appear to be a page --

ADM NI STRATI VE LAW JUDGE GAST: I|s that
Schedul e L?

MR MJDD: Schedule L fromthe Marshall Reddick
Real Estate, Inc.

ADM NI STRATI VE LAW JUDGE GAST: Wich tax year?

MR, MJUDD: 2006. W got it for '03, '04, 'O05,
and ' 06.

ADM NI STRATI VE LAW JUDGE GAST: Ckay, thank you
BY MR MJDD

Q In 2006, according to Schedule L of Marshal
Reddi ck Real Estate, the anount of noney that was | oaned
to you -- and this schedule is in the return itself -- was

$5, 404,853; is that correct?
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A Yes.

THE COURT REPORTER |I'msorry to interrupt, but

can you repeat that nunber again?

ADM NI STRATI VE LAW JUDGE GAST: The st enographer

asked you to repeat what you said.

MR MJDD: | woul d be happy to give everyone a
copy of that schedul e.

ADM NI STRATI VE LAW JUDGE MARGOLI'S:  Can you
pl ease bring the mcrophone closer to you so the
st enogr apher can hear you.

MR MDD Ckay.
BY MR MJDD

Q So the Schedule L for 2006 showed at the end of

the year total loan to Marshall Reddick Real Estate

$5, 404, 853.

A Ckay. | think that | borrowed noney every year,
and the intention was to be able to grow the business. W
were doing very, very well. | had a very interesting
busi ness nodel. If I can --

Q Hang on. | want to talk about the loan first.

A Okay. That'll be fine.

Q So that was in 2006. Was that the total of all
t he noney that had been | oaned to Marshall Reddi ck Real
Est at e?

A 1 don't know.
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Q Well, let's take a | ook then at Exhibit 002115,
and that's an attachnent to the Federal Return for 2003,
Schedule L. Do you see that?

A Yes.

Q And that shows for 2003 and any | oans to Ccean
Living, Inc., of $990,000; is that right?

A Hmhm

Q Is that all the noney that Marshall Reddi ck Rea
Estate borrowed from Ccean Living in 2003?

A Yes.

Q And Exhibit 002128, do you see that?

A Hmhm

Q That is a schedule from2004. It says '04 in the
| eft hand corner. And you see on Statenent 6 that there's
a | oan payable to Ocean Living, Inc. At the beginning of

the year it was $990,000. At the end of the year, it was

$3, 600, 000.
A Yes.
Q Sois it true that Ocean Living, Inc., |oaned

Marshal | Reddi ck Real Estate additional noney in 2004 that

total ed $3, 600, 0007

A Yes.

Q And look at Exhibit 002139. Do you see that?

A Hmhm

Q And that's a Schedule L, Statenment 7. It refers
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to Statenment 7, but it shows the beginning of |oan bal ance
of $3,600,000; is that correct? And at the end of the
year, $4,178, 1607?

A Yes. Yes.

Q So in the year 2005 Marshall Reddi ck Real Estate
borrowed enough nmoney to bring that total from $3, 600, 000
up to $4, 178, 000?

A Yes.

Q W already | ooked at -- at Exhibit No. 002155 and
that's at the end of 2006, which the total was $5, 444, 253?

A Yes.

Q And that's the total of all the noney that
Marshal Reddi ck Real Estate had borrowed from Ccean
Li vi ng?

A Yes.

Q And have reported it all as long as it's on a tax
return?

A Yes.

Q D d you nmake a determ nation on how nuch noney --
was it you who nmade the determ nation of how much woul d be
| oaned to Marshall Reddick Real Estate?

A No.

Q W made that determ nation?

A  The executi ves.
Q

And who were those peopl e?
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A John Louche was the in-house attorney. And then
Fred Desworth was our chief financial officer, and I
believe -- | believe that Ed Saninski was the manager by
t hen.

Q Oher than that noney that was | oaned back to
Marshal | Reddi ck Real Estate at that period of tinme, did
you get out of the contributions you nmade to OLI, did you
get anything el se back?

A No.

Q Now, one of the things that OLI spent nopney on
was to purchase life insurance policies on you and sone of

t he ot her executives?

A R ght.
Q \Was that your idea?
A No.
Q \Wose idea was that?
A It was their idea.
Q And --
ADM NI STRATI VE LAW JUDGE MARGOLIS: Wio is
"t hey?"
THE W TNESS: The executi ves.
BY MR MJDD
Q And it was your understanding that -- who would

get the proceeds of the life insurance policy if you die?

A They woul d.
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Q Now, after ESOP was forned in 2004, sonetine of

that, did you receive notice of an audit fromthe |IRS?
Yes, | did.

Q And you had to supply a |lot of docunents to the
| RS?

A Absolutely. It went on for three years.

Q And those docunents are part of the exhibits in
this set, page 1697 to about 1701. So the audit was
conpleted in 2008; is that correct?

A R ght.

Q And what was the result of that audit?

A | don't know what they called it, but we were

given a free bill of health as far as | was concerned,

except for a few things they wanted us to do. One of them

was that | had been signing the tax return, so | wasn't
supposed to do that anynore. | can't renmenber what the

other thing was. | can't renenber.

Q D dyou -- after that notice, did you resign your

position of CEO of COLI?
A Yes. Yes, | did.
Q And the IRS indicated you needed to do that?

A Yes.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Excuse ne for

a second. |I'mlooking at the docunents you just referred

to, 1698, is the letter fromthe IRS. And it refers to an
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attachnment which notes the itens that needed to be -- that
required your attention. But that's not part of -- you
didn't attach that to the letters?

MR MJDD: We weren't able to. W requested it
fromOLl. Al their docunents are -- many of themare in
Connecticut in the hands of the adm nistrator and
attorney, and this is the best that we were able to do.

We did also attach the conplete information
docunent request that shows all the docunents that the IRS
had requested for the purpose of conpleting this in tinme.
Those were the only docunents we were able to recover, and
al so the only docunents we were able to recover fromthe
| RS.

BY MR MJDD

Q MNow, isn't it true that O.I was now payi ng many,
if not, nost of your enployees?

A Yes.

Q And the Marshall Reddick Real Estate enpl oyees?

A Yes.

Q And so when the State of California disallowed
the ESOP, it al so caused you not to get a deduction that
you ot herwi se woul d have paid yourself; isn't that true?

A Yes.

Q In -- after 2006, tell us what happened to

Mar shal | Reddi ck Real Estate?
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A Okay. 2005 to 2006 were our best years. W were
doing very, very well. And then the end of the 2006 the
recession started to take place, and | thought that I
woul d be able to get through the recession. | had gone
t hrough three of them They usually only |asted about a
year and a half. And so ny belief was that | could
basically be able to keep the conpany goi ng.

| renmenber readi ng about enployers during the
| ast recession, that they kept their people regardless the
fact they wouldn't have income. But they were able to do
so and get through the recession so they could cone out
t he other side and be successful. | wanted to be able to
be such a person.

So even though incone was really, really down, |
gave themthe properties to help neet their expenses, and
| really stand behind ny field in real estate. W did
real estate in every area that | was given properties in.
| think I showed in that handout that | either showed
conps of val ues of property.

O | showed through different procedures the
val ues, actual conps or -- some of the systens | used
estimated, you know, from ol der conps or newer conps or
how fast the property val ues were going up or down or what
the values were. So | stand behind those property val ues.

So | gave themthe properties. | |later gave them sone

34

California Reporting, LLC
(510) 313-0610




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

nore properties when they ran out of noney.

Q Let's hold back.

A Ckay. Ckay.

Q You're being --

A Ckay. |'msorry.

Q What happened to Marshall Reddick Real Estate in
t he begi nning of 20077

A Ckay. Well, we went fromincredible sales.
remenber one of our best nonths, | believe in '06, we sold
1, 200 properties and cl osed on 900 properties. And I
think it was Decenber of '07, | believe, where we only
solid 12 properties. That's how fast it dropped.

There were no | oans avail able for people even if
they wanted to buy. Property values were goi ng down
dramatically. And from'O07 | have an article here from
'07 and the next three years. 1t went down an average of
42 percent. | bought 25 brand new hones in 2006 for
$250,000 in Florida, and three years later | short saled
t hem for $75,000. That's how rmuch a brand new hore in
Fl orida dropped in a really good area.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  When you say
you do this, do you nean you personal ly?

THE WTNESS: | personally did it.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Not Marshal

Reddi ck Real Estate?
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THE WTNESS: No. | personally did it.

BY MR MJDD

Q Howdid this effect Marshall Reddi ck Real Estate
as a business?

A Well, the business nodel absolutely coll apsed.
The Realtors that we were working within 150 cities
couldn't pay their conmm ssions. W call themfinder fees,
to me. Qur brokers ended up owi ng huge amounts. |If they
had been able to pay, | would have been able to survive
t he recession, but they were losing their hones.

Everyone that owned real estate was doing
horribly. And property val ues were dropping dramatically.
You couldn't get loans. There was concern that the
financial market was going to collapse. Al the talk was,
you know, that many people were concerned of if our
econony woul d survive.

Q Isn't it true then, that you were unable to
conduct seminars after 20077

A R ght. There was no demand for sem nars, and
that was the source of nost of our people.

Q Isn't it true that it was difficult for anybody
to get a | oan?

A You couldn't -- you couldn't get a loan. It was
i npossible to get a | oan

Q And did Marshall Reddick Real Estate have debt?
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A Oh, absolutely. W had huge expenses. | had an
office building. | had, you know, salaries to pay
t hrough -- through the ESOP and so forth. Yeah, it was --
yeah, the expenses didn't stop.

Q And in February of 2009, what happened wth
Marshal | Reddi ck Real Estate?

A Ckay. In '09 we declared Chapter 7.

Q No.
A Chapter 11. |I'msorry. Chapter 11, bankruptcy.
As | -- and then we tried to survive. | say we, | mean

ESOP tried to survive. In 2013 we finally had to --

Q ESOP didn't file bankruptcy here?

A No. No. It was --

Q -- Real Estate at the tine --

THE COURT REPORTER  Please, | really need you
both to speak one at a tinme and not speak over each other
BY MR MJDD

Q And did Marshall Reddick Real Estate file
bankruptcy because it wanted to survive?

A Yes. Right. And that was February of 2009. And
| tried to make it. | tried to pay creditors, but we just
couldn't doit. So we finally filed Chapter 7 in 2013.

Q And prior to filing bankruptcy, you transferred
sonme property to OLI; is that correct?

A Yes.
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Q And what was the purpose of that transfer? Just
tell me the purpose of the purpose?

A ay.

Q Don't tell me anything el se.

A The purpose of the transfer was to pay back the
| oans that | had taken and to help COLI survive.

Q \Was that your idea to pay back the | oans or was
it sonebody el se's?

A No. That was theirs.
That was theirs, and by that you nean --
The OLI executi ves.
And did they ask you to pay back the | oan?
Yes.
And you didn't have cash to pay back the | oans?

| did not. | did not.

O » O » O » O

So what did you do?
So | gave them 27, | thought at the tine, really
good properti es.

Q And did they review those properties with you?

A They did, and they -- they thought they were good

properties too at that particular time. They -- they were
doing fine. MNow, |I -- | did this over a year's tine.
This was probably in '07 when things all still |ooked

pretty good. And it took six nonths to record the

properties, and they took tine to, you know, took tine to
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do the paperwork and so forth.
ADM NI STRATI VE LAW JUDGE MARGOLI S:  Excuse ne,
M. Reddick. Wre these properties that you gave, these
you owned personally?
THE W TNESS: Yes.
ADM NI STRATI VE LAW JUDGE GAST: These properties
MRRI gave?
THE WTNESS: Yeah. A real estate conpany cannot
buy properties. | had to buy themindividually.
ADM NI STRATI VE LAW JUDGE GAST: Ckay. So did you
contribute themto MRRI or --
THE W TNESS: No.
ADM NI STRATI VE LAW JUDGE GAST: -- you just gave
them straight to --
THE WTNESS: | gave themto ESOP
BY MR MJDD
Q And the purpose to giving themto ESOP was cover
Marshal | Reddi ck Real Estate's loans; is that right?
A Yes.
Q But you didn't formally give it to the Marshal
Reddi ck Real Estate, but to OLI?
A | don't know how that happened, but that's what
happened. It got to QLI
Q And did OLI agree with you that is sufficient to

repay the | oan?
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A They did, and | support it. | thought it was
t 0o.

Q I'mgoing to show you page 2216 of the exhibit
book, and ask you if that is a list of the properties t
you transferred to QLI ?

A It is, yes.

Q \Were sone of those properties free and clear?

A Yes.

Q How many of thenf Do you know?

A No, | don't. It did allow O.LI to survive anot
two years. | also gave them personally $100 of mny
retirement fund. | retire -- cashed out sone funds.

Q Excuse ne. You said $1007?

A One $100,000. | gave them seven nore properti
that they had in their nane. And then fromthen on | -
cashed out every property that | could either refinance
and take noney out, or | sold them and gave OLI the non
to keep going. | did everything | could to keep QLI
sol vents hoping we'd get through the recession.

It's the saddest thing in ny life to have |et
people go. Just inmagine standing in front of 25 people

and telling themthat you have to let themgo. It's

hat

her

es

ey

awful. It's just terrible. | had to do that three tines.

It's the worse tinme of ny life.

Q Dd Ol conme back to you and tell you what
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happened with each of the parties?

A No.

Q So anything that they did -- did sone of themgo
into forecl osure?

A | have no idea. Property values dropped, like I
said, an average of 42 percent in three years.

Q Andis it true that all the remaining properties
t hat you owned, other than those that were transferred to
QLl, were lost?

A Yes.

Q D d you |lose your home?

A Yes.

Q Is Marshall Reddick Real Estate been able to go
back into business after the bankruptcy?

A Two young nmen that worked for ne bought the
conpany. They really believed in it, and so they have
continued it. It's a very different business nodel. It's
just totally different. And they are wildly successful.
| think they have about ten enpl oyees, but they kept the
conpany going, which I'mvery grateful for. They were two
of the interns that | got through school.

Q D dyou -- you signed the OLI annual tax returns;
is that right?

A Yeah. No. | got terrible advice. | -- 1 had --

Q Just answer the question
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Oh, okay. Yes, | did.

And you signed as CEQO?

| did.

Did you review the returns?
No.

Who told you to sign then?

> O » O » O >

If -- nost of you are famliar. Wen tax tine
cones, the tax thing you' re supposed to sign cones to you,
right, the day it's due. And so | think ny secretary
brought this and said this needs to be signed and turned
in. And so | signed it not having an inkling of an idea
that it shouldn't be. Because there was an adm ni strator
but the adm nistrator didn't know that she should sign it
ei t her.

It's very conplex. |If you had 10 attorneys and
10 accountants and you all asked themthe sane question on
an ESOP, they would all conme up with a different -- | had
three attorneys during this tinme. And | had three really
excel l ent tax accountants, and none of them were aware of
this. None of them were.

ADM NI STRATI VE LAW JUDGE GAST: M. Midd, | want
to just rem nd you, you have exceeded your 30 m nutes.
MR MJUDD:  |'mfinished.
ADM NI STRATI VE LAW JUDGE GAST: Ckay.

111
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BY MR MJDD

Q Oh, I know. | have one question. On page 2057
of the exhibits, is that an exanple of the application for
the Iife insurance you filled out to buy the life
i nsurance policy?

A Yes. Yes.

Q And that's on policy that ends in 31407?

A Yes.

Q And on the second page, page 02058, it shows on
the first paragraphs that -- that paragraph, who the
owners of the policy would be, does it not?

A Yes.

Q And it says that 95 percent -- was it your
under st andi ng t hat showed 95 percent to be owned by OLI?

A Yes.

Q Because they were the enployer of all the QLI
enpl oyees?

A R ght.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Excuse ne.
It also says that it'Il be owned in proportion to be --
who nade the prem um paynent s?

THE WTNESS: Correct.

ADM NI STRATI VE LAW JUDGE MARGCOLIS: D d
M. Reddick individually -- did you nake the prem um

paynments of 5 percent or was it all made by QLI ?
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THE WTNESS: | don't know.

MR. MJDD: | mean, he contributed the noney to
AQLl, and OLI nade all the paynents. And it's been our
assertion that OLI was the sole owner of the policies as a
result of the paynents that were made. And the
application, it was listed that O.I would own 95 percent,
apparently, because that's what he was told by the
i nsurance agent.

THE WTNESS: | think that was the requirenent of
t he i nsurance conpany.
BY MR MJDD

Q And you were told that?
A  Yeah, that's what | was told.

MR. MJDD: | don't have any further questions.

ADM NI STRATI VE LAW JUDGE GAST: Thank you

MR. HASKINS: Judges, based on sone of the
testinony that was given and the testinony and notes |
have made, | need a few mnutes in between. My | have a
ten-mnute break to collect up sone nore exhibits | need
and talk with co-counsel ?

ADM NI STRATI VE LAW JUDGE GAST: | don't have a
problemw th that. Let's go on a recess for ten m nutes.
(There is a pause in the proceedings.)

ADM NI STRATI VE LAW JUDGE GAST: Let's go back on

the record.
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FTB you're up

MR HASKINS: Thank you. First, M. Midd, can
have that packet you were speaking of that has the
Schedule L on it?

MR MJDD: The | oan?

MR. HASKINS: No, Schedule L. You had a packet or
sonet hi ng?

MR MJDD: OCh. Sure. O course. The rest of
the tax returns would be surrounding that schedule in the
book. | just pulled out those pages.

MR HASKINS: Hmhm Al right. Al right.

CROSS- EXAM NATI ON

BY MR HASKI NS

Q Now, where to begin? M. Reddick, in your direct
exam nation you said that you created the ESOP accordi ng
to the plan set up by ASTER Fi nanci al ?

A Yes, that's true.

Q Okay. And did you read that plan before you

enacted it?

A | don't think so.

Q Do you normally not read contracts?
A | think nost people don't.

Q Do you read real estate contracts?
A No.
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Q You just sign thenf

A Yes.

Q And you've been in real estate how many years?
A Since 1977. It's very common. They're very --
Q Now, when you -- you nentioned or actually your

representative nentioned, that you took a | oan of $990, 000

fromQOLl in 2013; is that correct? |I'msorry. 1In 2003,
is that correct that you took that |oan?

A Yes.

Q And that was a loan that was referred to in the
packet that M. Midd had?

A Yes.

Q Ckay.

ADM NI STRATI VE LAW JUDGE MARGOLI'S:  Are you

referring to the book, the loan to MRRI or to M. Reddick

i ndi vi dual | y?

MR. HASKINS: | thought the packet --
MR MJDD: 1'Il object to the question. It says
that M. Reddick wasn't to the loan. | think the

testi nony was Marshal |l Reddi ck Real Estate.
MR. HASKINS: Actually, it doesn't say either.
MR MJDD: Well, it's on Marshall Reddick Rea
Estate tax return.
MR HASKINS: Ckay.
111
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BY MR HASKI NS
Q M. Reddick, you were the 100 percent sharehol der
of Marshall Reddick Reality?
A Yes.
So it was your conpany?
Yes.
And it was an S- Corp?
Yes.

And everything flowed through to you?

> O » O » O

Yes.

Q Okay. So ny questionis, if we |look at page 2114
on the Bates Stanped -- | wsh | had a nouse. |'m |l ooking
at federal attachnents to the 2003 return for Marshal
Reddi ck Reality. M. Midd sinply didn't include this
page. It is page 2114. Hi s discussion started at 2115.
On --

ADM NI STRATI VE LAW JUDCGE GAST: |I'msorry. You
said he didn't include it in the record or in his
t esti nony?

MR HASKINS: In his presentation. He didn't
i ncl ude this page.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

MR HASKINS: So yes, I'mreferring to sonething
that's in the record.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.
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BY MR HASKI NS:

Q It appears fromthis formthat Marshall Reddi ck
Reality paid OLI $1,000,000 in nmanagenent fees in 2003.
Do you recollect that?

A If it says that, I"'msure it's true.

Q So okay.

A This was a long tine ago.

Q No, | know. And then you borrowed $990, 000 from
themin that same year?

A Yes.

Q Actually MRRI did?

A Yes.

Q Now, you said that in your testinony that you
were the CEO to begin with but then resigned fromthe
position of CEQO Wen or what year did you do that -- of

what entity did you do that?

A 2008.
Q FromA@Q.l or MRRI?
A FromOQLl.
Q Oal. &ay.
ADM NI STRATI VE LAW JUDCGE GAST: |I'msorry. You

resigned fromOLl as a CEO in 2008?
THE W TNESS: Yes.
ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you.

111
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BY MR HASKI NS
Q I'dlike to direct the Court's attention to --

the panel's attention to Bates Stanped pages 161 through
170, 170 in particular?

MR MJDD: 161 to 1707

MR. HASKINS: Yeah, 170. My | approach the
W t ness?

ADM NI STRATI VE LAW JUDGE GAST: For what purpos

MR. HASKINS: To show himpart of that exhibit.

ADM NI STRATI VE LAW JUDGE GAST: Sure.

or

e?

MR HASKINS: | don't believe he has it, and I
didn't know it was going to conme up so | don't have extra
copi es.

ADM NI STRATI VE LAW JUDGE GAST: Yes, that's fine
Thank you.

BY MR HASKI NS

Q M. Reddick, do you recognize the signature on

t hat page?
A Yes.
Q Is that your signature?
A Yes.
Q Do you see paragraph 12 on that page?
A Yes.
Q And what's that date?
A 2009.
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Q Sothis was a -- do you renenber what this is?

A No.

Q Okay. You said you had an agreenent or maybe you
didn"t. Ddn't you have an agreenent between MRRI and OLI
or CLI to manage Reddick Reality?

A |I'msure there was such an agreenent. |'m not
sure we could find them

Q For the tax years at issue? W've been supplied
this one that is dated in the year 2009. | call the
panel's attention to the fact that this 2009 docunent |i st
Marshal | Reddick as the CEO of -- I'msorry.

MR. MJUDD: What's the page nunmber agai n?

ADM NI STRATI VE LAW JUDGE GAST: O MRRI?

MR. MJDD: What's the page nunber agai n?

ADM NI STRATI VE LAW JUDGE GAST: 170.

MR HASKINS: 170. Al right. W'Il nove on.
BY MR HASKI NS

Q Now, you do agree that you borrowed agai nst the
life insurance policies that had been bought by OLI in
your nane?

A The Marshall Reddick Reality, | believe,
bor r owned.

Q Marshall Reddick Reality?

A Oh, I"'msorry. QLI -- no. QLI borrowed -- |I'm

sorry. CLI borrowed against it.
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Q And your testinony is you weren't an officer of

the corporation at that tinme?

A No.

Q So you couldn't sign for it?
A No.

Q Ckay.

MR. HASKINS: My | approach the w tness?

ADM NI STRATI VE LAW JUDGE GAST:  Yes.

MR HASKINS: Thank you. For the panel, this is
now the exhibit that | spoke of earlier. | have |abeled
it Appeal Exhibit Al through 12.

ADM NI STRATI VE LAW JUDGE GAST: These are the
exhibits that M. Midd -- did you have a chance to take a

| ook at thenf

MR. MJDD: Yeah, | did. | know these were
floating around beforehand. |'mnot sure |'ve seen them
all, but I"'mnot going to object to them

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

MR. HASKINS: GCkay. And --

ADM NI STRATI VE LAW JUDGE GAST: Actually, before
you proceed, just to be safe here. I'mgoing to admt
t hese exhibits into the record as evidence since there's
no objections. These are Exhibits Al one through A12?

MR HASKINS: Yes. Should be.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. All right
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they're admtted into the record as evidence.
(Respondent's Exhibits Al-Al2 were received
in evidence by the Adm nistrative Law Judge.)
MR. HASKINS: Thank you.
BY MR HASKI NS
Q My | direct your attention to this docunent?
What's that -- what's this docunent called?

A Request for Policy Val ue.

Q GCkay. And who is it signed by?

A Me.

Q And what does that say right there?

A Policy Omer Signature.

Q Ask who's signature is there?

A That's ny signature.

Q And what's that date?

A 1/19/06.

Q One second. GCkay. M. Reddick, are you famliar
with Laurie Brown?

A The nane is famliar. | don't recall who she is.

Q So you don't recall if she was an enpl oyee of
oLl ?

A | don't recall

Q D d you actually pick up the checks that were the
paynment for the | oans taken against the life insurance

policies?
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Did | personally?

Q Yeah.

A No, not that | know of.

MR HASKINS: I1'mgoing to let that go on the
advi ce of co-counsel.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.
BY MR HASKI NS:

Q M. Reddick, you had -- you have testified and
have mai ntai ned throughout that the purpose of this
structure, this plan in your mnd was you wanted to turn
t he conpany over to your enployees?

A That's true.

Q D d you express that to ASTER Fi nanci al ?

A Absolutely.

Q D dthey informyou that you could, in fact, form

an ESOP for Reddick Reality?

A Wll, yeah. They're the ones that did it.

Q Now, | think you testified they said that there
m ght be issues with that?
AZRA (sic)?

No. Yeah. AZRA m ght?

> O >

No, not at all.
Q They didn't tell you anything about there would
be issues if you were an owner of MRRI, and it had an

ESOP?
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A  No. They -- they set it up. | thought they knew
perfectly well what ny objective was.

Q And MRRI took deductions for 401K adm nistrative
fees in 2003 and '04. You already had a retirenent plan
for your enployees, didn't you?

A | --1 don't know. If it was, it wasn't as good
as | hoped it woul d be.

Q And why didn't you just give ownership of MRRI to
your enpl oyees and renmain as president or an adviser?

A  Well, AZRA assured ne this was the best route to
take, and it seened to be a good one.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Counsel, do
you have the page cites where you claimthat MRRI deducted
fees for retirenment plans? Do you have that? Do you have
docunents on that?

MR. HASKINS: That would likely be in the sane
range as Bates 2114. Pages prior to that and subsequent
to that are the attachnents that were on MRRI's 2003
return, which | believe was actually requested by the

Board subsequent to hearing and delivered to the Board and

to us.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ckay. Thank
you. | see a $4,700 deduction for admi nistrative fees on
page 2144.

MR. HASKINS: Thank you.
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BY MR HASKI NS

Q You, M. Reddick, you' ve testified that you
received loans -- or let ne correct -- MRRI received | oans
fromOLl in the anmount of $5,400,000. That's across the
years in issue, 2003 to 2006, or all in one |unp sunf

A " m not sure.

Q Did those |loans have exorbitant interest rate
attached to thenf

A | think | was paying -- | think it was 6 percent,
sonmething like that.

Q Ckay.

ADM NI STRATI VE LAW JUDGE GAST: |'m sorry.

M. Reddick, you personally, individually, were paying
6 percent on the loans or MRRI was?

THE WTNESS: MR

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

ADM NI STRATI VE LAW JUDGE MARGCLI S: Was it
actually paid? Ws it owed, or was the interest actually
pai d back by MRRI to COLI?

THE W TNESS: Wen we got into problens and we
couldn't nake the premuns, that it was cashed out and
that was paid back with cash

MR MJDD:  No.

THE W TNESS: No?

111
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BY MR MJDD
Q The question was did you pay the interest on the
loans? Did MRRI pay interest on the loans that it got
fromOQLl ?
A Oh, | don't know. | don't think they did.
think I was to pay that.
MR HASKINS: My |?
ADM NI STRATI VE LAW JUDGE GAST:  Yes.
BY MR HASKI NS
Q M. Reddick, you testified that you gave
properties that you valued at $11, 000, 000-plus in order to

pay back the |oan --

A R ght.

Q -- fromOQLl to MRRI?

A Yes.

Q You gave them $11, 000, 000 for a $5, 400, 000 | oan?
A | wanted to nake sure there was enough noney to

cover the running of the conpany. | was trying to keep
t he conpany going any way that | coul d.

Q Wy did MRRI pay $1, 000,000 to OLI in nanagenent
fees in 2003 if the ESOP and COLI -- well, if OLI had been

formed in | ate Decenber and the ESOP was not in effect

until 20047
A | thought it -- | thought it had started, quite
frankly. | didn't realize that it was not until '04 that
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it was formally.

Q D dyou file an anended return correcting that?

A 1 don't think so.

MR HASKINS: For the panel's information, we
have no anended returns for that year

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

MR. HASKINS: M co-counsel would ask a few
guestions with your perm ssion?

ADM NI STRATI VE LAW JUDGE GAST: That's fine

MR HASKINS: Thank you.
BY MR CORNEZ:

Q M. Reddick, the loans -- the $5, 400,000 | oan was
fromOLl to MRRI?

A Yes.

Q D d you personally guarantee that |oan?

A No.

Q Nevertheless, you transferred property to repay
t he | oan?

A Yes.

Q AndI'malittle confused about which years. |
think you did that in nore than one year, but in total it
was $11, 000, 000?

A Yes.

Q D d you report taxable inconme on the repaynent of

t hat | oan of $11, 000, 000?
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A | don't know.

MR MJIDD: Didhe or did QLI ?
BY MR CORNEZ:

Q Dd M. Reddick report taxable incone on the
repayment of the |oans of the $5,400,000 | oan when you
repaid it by transferring property? Did you report
t axabl e i ncone?

ADM NI STRATI VE LAW JUDGE GAST: Wen you say
report taxable inconme, you nean cancell ation of
i ndebt edness?

MR CORNEZ: Well, it would either be
cancel l ati on of an indebtedness incone or an exchange
of -- but, yes. By paying back the | oan that you didn't
report taxable income when you received it. You have
t axabl e when you pay it back, or you paid it back after
tax dollars. One or the other, but there should have been
i nconme report ed.

ADM NI STRATI VE LAW JUDGE MARGOLI'S: |'m sorry.
"' mnot sure what you're saying.

MR. CORNEZ: Well, he cancelled his debt by
giving them property, so that would be a taxable event.

ADM NI STRATI VE LAW JUDGE MARGCOLI S:  But he may
not have had positive incone.

MR. CORNEZ: Correct. That's all the questions |

have.
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ADM NI STRATI VE LAW JUDGE GAST: Ckay.
M. Haskins, are you -- do you need nore tine?
MR HASKINS: | am checking on that right now

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

MR HASKINS: Again, | apologize. But with 2,500

pages of discovery, it's alittle tough. The FTB is done

with its cross-exam nation.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you

At this point ["'mgoing to open it up to the panel for
questions. Al right. 1'll go first.

M. Reddick or M. Midd, whichever one wants to
answer, the ESOP has an effective plan date of
January 1st, 20047

MR, MJDD: Correct.

ADM NI STRATI VE LAW JUDGE GAST: So but on the
2003 return for CLI, it's shown as the sol e sharehol der
Is there a provision in the law that allows that
retroactive ownership?

MR MJDD: Excuse ne. W is the sole
shar ehol der ?

ADM NI STRATI VE LAW JUDGE GAST: The ESOP

MR MJDD: Ch, okay.

ADM NI STRATI VE LAW JUDGE GAST: | can point to
you to the --

MR MJDD: Well, they wouldn't have gotten the
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stock before they were formed. So the reality is, for
2003, the noney that was contributed probably shoul d not
have been deducti ble, but put back by the notice. So
that's probably correct.

ADM NI STRATI VE LAW JUDGE GAST: So what's correct
t hen?

MR MJDD: $989, 000 that the Franchi se Tax Board
assessed on -- against M. -- or against MRRI for 2003
probably is correct because that noney woul d have been
contributed before the formal -- that $1, 000,000 woul d
have been contributed before the formal creation of the
ESOP. So transferring that noney to COLI at that point in
tinme, probably was not a deducti bl e expense.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

MR MJDD: So that the notice for 2003 is
probably correct. M. Reddick got $990, 000 back. The
adjustmrent is $989,000. That is probably correct. W
can't argue that. However, |I'mnot sure the statute was
ext ended or what happened to keep the 2003 referral.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Wth
respect to the transfer of enployees fromMR to O.l, was
that all of MRRI's enployees or a portion of then?

MR MJDD: It was a portion of themthat actually
began working for OLI. And M. Reddick doesn't recal

which portion it was, whether it was the executives or
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whether it was the rank and file secretaries or everyone

el se. He doesn't recall

But he says there were paychecks nmade by Marshal

Reddi ck Real Estate, and paychecks made by CLI. But he
doesn't recall howit was divided. It was just whatever
they told himto do.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. And were

all the enployees of OLI from 2003 to 2006 participants in

t he ESOP?

MR. MJUDD: That was hi s understanding, but
100 percent of Marshall Reddi ck Real Estate enpl oyees
recei ve stock in QLI

ADM NI STRATI VE LAW JUDGE GAST: Ckay. And then
with respect to M. Reddick's relationship with OLI, you
said that he was the CEO for all the years under review,
but then he relinquished that position in 20087

MR MJUDD: The IRS told himthat he needed to

relinquish that position.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. And during

that tinme period, did he sign checks on behalf of COLI?
Did he have any kind of authority or control over the

conpany?

MR, MJUDD: Did you run any day-to-day operations

of ALI?

THE W TNESS: No.
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MR. MJDD: Did you sign any checks?

THE W TNESS: No.

ADM NI STRATI VE LAW JUDGE GAST: And then the | oan
docunments -- you m ght have addressed this, and if |
m ssed it | apol ogi ze. Wat happened to those
menori al i zing the | oans?

MR MJUDD: | haven't been able to |ocate them
have requested them but the loans -- the actual |oans of
t he $5, 400,000 are the | oans nmade each year

MR HASKINS: | can answer that.

MR MJUDD: Ckay. Do you have thenf

MR, HASKINS: No.

MR MJDD: | wasn't able to | ocate them

MR HASKINS: They don't exist anynore. |In an
early -- early into this audit, the | oan docunents were
requested and FTB was infornmed that they had perished in a
fire at MRRI, at M. Reddick's accountant's office.

THE WTNESS: We did have a big fire, and he was
responsible for all this.

MR HASKINS: That would be in 2471, Bates
No. 2471. | believe it's paragraph 5 or 9 on that page.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you
And with respect to the | awsuit agai nst AZRA Fi nancial, do
you know what happened to that?

MR MJDD: | don't have any idea.
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THE WTNESS: Well, this was, | think, the
Chapter 11 was going on then, and the insurance conpany
paid half a mllion dollars, that | didn't get that. It
went to the Chapter 11. W were going to sue Chuck
Decker, but it was determ ned that it would be
non-col | ectible, that he didn't have assets.

ADM NI STRATI VE LAW JUDGE MARGOLI'S:  So QLI got
t he $500,000 fromthe I awsuit?

THE WTNESS: No. | think it was in Chapter 11.
So it we want to the people that we were trying to pay
back.

ADM NI STRATI VE LAW JUDGE GAST: Ch, so MRRI was
in Chapter 11.

THE WTNESS: Yeah. Right.

ADM NI STRATI VE LAW JUDGE MARGCOLIS:  So MRRI - -

sonething like that. | got you.
ADM NI STRATI VE LAW JUDGE GAST: [I'mtrying to see
if I have nore questions. | do have a question for the

FTB in terns of what you' re arguing exactly? Are you
di sputing that the ESOP, OLI, or MRRI were shamentities
or just the transactions that occurred between the
entities were shans?

In other words, was the ESOP validly created
under the law? Are you disputing that? O are you

arguing that the transacti ons between them the |oans, the
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life insurance policy prem uns were shans?

MR. HASKINS: In as a quick sunmary as | can, we
are not arguing that MRRI was not a valid S corp. W're
not arguing that OLI was an S corp. It may have been set
up as part of a fraudulent plan, but we're not debating
whet her or not OLI was or was not registered with the
Secretary of State.

We are al so not arguing that the ESOP apparently
was constructed properly as ESOP's shoul d be under the
federal law. And | think that was the thrust of the
di scussion of the IRS audit. And when you read those
docunents, what you find is what they were | ooking at was
purely the structure of the ESOP.

It's what you do with these structures that can
be abusive. That is our argunment. W're not arguing if
there's any list of transactions here. W're sinply
arguing that the actions taken | acked econom c substance
for a California business purpose.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you
That's it for nmy questions. Judge Margolis?

ADM NI STRATI VE LAW JUDGE MARGOLI'S: Wien were the
enpl oyees of Marshall Reddick Reality transferred over to
all?

THE W TNESS: When was what ?

ADM NI STRATI VE LAW JUDGE GAST: Wen did you
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actually transfer the enpl oyees over to QLI ?

THE WTNESS: | don't know. I'msorry. | just
don't know.

MR MJDD: Wuld it have been shortly after QLI
was formed when it becane an ESOP, or would it have been

sone other tine?

THE WTNESS: Well, | think it was as soon as we

could doit. Sol -- 1 just don't know. It |ooked like
we had sone actual transactions before the actual
st ocks --

MR MJDD: Well, the ESOP -- his testinony and
exhi bits, say the ESOP was forned in February 2004.

THE WTNESS: That seens |ate

MR MJDD: Well, if that was when it was forned,

when do you believe the enpl oyees were transferred?

ADM NI STRATI VE LAW JUDGE GAST: You had neetings

with the enpl oyees and expl ained to them about the whole
pl an?

THE W TNESS: Yes.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. You al so
made a $10, 000 | oan so they could water the stock of CLI
initially; is that correct?

THE W TNESS: Correct.

ADM NI STRATI VE LAW JUDGE GAST: Do you know i f

that | oan was ever paid off?
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MR MJUDD: Can | suggest, | don't think he knows.
| f you | ook at the contribution of $1,000,000, $990, 000
was paid back. So |I'm guessing that the difference of
$10, 000 had sonmething to do with that |oan, although, I
don't know. And he doesn't know either.

MR. HASKINS: My | nake a qui ck observation?

ADM NI STRATI VE LAW JUDGE MARGOLI' S:  Yes.

MR HASKINS: The $990, 000, quote, unquote,

"l oan,"” we have no docunentation that that actually
exi st ed.

ADM NI STRATI VE LAW JUDGE GAST: Let ne understand
that. You said the | oan docunents disappeared in a fire.

MR HASKINS: That was for the $5,400, 000 that
was | oaned fromOLl to Reddick Reality. |If they are
saying there's yet another |oan docunent for $990, 000, we
al so do not have that.

MR MJDD: Well, |ook at page 2115. Schedule L
shows that 2003 at the end of the year the bal ance of the
| oan to be paid to Ccean Living by Marshall Reddi ck Rea
Estate was $990, 000.

MR. HASKINS: [|I'maware of what it says on the
return. |'mdisputing --

ADM NI STRATI VE LAW JUDGE MARGOLI S: Ckay. Yeah
We can nove on fromthat. Question for the FTB, maybe

it's also for the taxpayer. How nmuch do you contend was
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actually | oaned back in some formor other fromOQLl to
Marshal | Reddi ck Reality?

MR, HASKINS: Judge, if you're speaking about
both the $5, 400,000 | oan and the insurance |oans --

ADM NI STRATI VE LAW JUDGE GAST:  Yes.

MR HASKINS: -- it's our contention that all of
the premuns paid for the insurance policies were returned
to M. Reddick, MRRI, or key enployees. And the
$5, 400,000 loan, it's not in dispute fromM. Reddick so
$5, 400, 000 and $7, 700, 000 cones to $13, 000, 000.

ADM NI STRATI VE LAW JUDGE MARGOLIS: So wait. The
$7, 700,000, that's the anobunt of insurance prem uns?

MR, HASKINS: Yes.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  But those
weren't paid to Marshall Reddick Reality. Those were paid
to the insurance conpany; right?

MR. HASKINS: From OLI with untaxed noney in the
nanme of M. Reddick and in the nanme of key individuals.
There's a $48, 000, 000 policy for M. Reddick, a
$23, 000, 000 policy and a $6, 000,000 policy, two of which
we have evi dence were borrowed agai nst.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ckay. And
how much were the borrow ngs agai nst the prem uns for
whi ch they paid $7, 700, 000? How rmuch were the borrow ngs?

MR. HASKINS: The information that | have, and it
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conmes from Appellant -- I'msorry. Appeal Exhibit A-12,

part of that exhibit | gave. It's an e-mail from Patrick
Fronte of Ccean Living, saying that -- and it's dated in
2010.

It's saying that, "W drew out a total of
$595,851 in loans." It then says, "W cashed out the
remai ni ng surrender values." But those |oans are crossed
out because we specifically only asked for the two | oans
that we know about, and it's part of a subpoena duces
tecum

ADM NI STRATI VE LAW JUDGE MARGOLI S:  So you don't
know t he anpbunt of surrendered val ue of the cash back?

THE WTNESS: | can give you the surrender val ues
at the time the |oans were nmade for the $23, 000, 000 | oan
and the $6,000,000. | do not know --

MR. CORNEZ: Policy.

MR HASKINS: Policy. Sorry. The policy I|oan.
| don't have any docunents on the $48, 000, 000 | oan.

ADM NI STRATI VE LAW JUDGE MARGOLI S: And you j ust
got the information straight off these docunents?

MR. HASKINS: Yes. The page you want to | ook at
is A5, and it would be in the upper section to the right.
And there's a line for |oan bal ance.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ckay. Do you

know when -- fromthese docunents, M. Haskins, do you
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know when Marshall Reddick Reality stopped payi ng prem uns
on these insurance policies?

MR. HASKINS: Yes. For that particular loan, it
| ooks Iike the last prem umwas paid February 28, 2006,
just shortly after the | oan was taken. And on the
$6, 000,000 loan, it looks like the |ast date of paynent
was 3/22/ 2006, again, shortly after |oan was taken.

ADM NI STRATI VE LAW JUDGE MARGCLI S: You nean when
the policy was taken?

MR. HASKINS: No. The policy |oan was taken.

The policy had been put in effect in 2003, but there's a
one-year noratoriumon borrowing against it. Plus it had
to build up sone cash value. And so the surrender val ue
in 2006 when the | oan was taken, appears to be about

$120, 000 and a $102,000 | oan was taken, according to page
AG.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ckay. Let ne
nove on for a second. | can |look at these |later and work
out the nunmbers. Can you respond to the M. Midd's
concern that he's not being allowed to even deduct the
paynents -- that MRRI and him because it passes through
to you individually. That the anmobunts that actually went
to the enployees that were working for QOLI, that he's not
getting deductions for those amounts; is that correct?

MR HASKINS: No, that's not correct. QLI
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deduct ed those enpl oyee wages on their return. So did
Marshal | Reddick Reality on its return deducted wages.
Bot h corporations deducted wages for enployees. Those
deductions were given. W' re not debating those
deductions. He was given all the deductions that were
allowed at that time. So no one has denied himthat
deduct i on.

MR MJUDD: May | say sonet hi ng?

ADM NI STRATI VE LAW JUDGE GAST: Go ahead.

MR MJDD: The deduction wasn't disallowed on the
return, but the transactions are allegedly a sham and al
of the noney that was paid over to O.LI was being
di sal | owed, which nmeans he wasn't -- Marshall Reddi ck Real
Estate -- OLI took the deductions for those wages. It
made no difference.

They' re saying the transaction was a sham and
that the noney OLI paid to -- or the noney that Marshal
Reddi ck Real Estate paid to OLI, paid those wages was | ost
because everything he gave to OLI was | ost.

ADM NI STRATI VE LAW JUDGE MARGOLI'S: |'m not sure
Maybe you can clarify this. The way | understood with
what the Franchi se Tax Board is doing here is that they
al  owed the deductions to OLI, and they're just noving
back to Marshall Reddick Reality the net incone; is that

correct?
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MR HASKINS: Exactly.

ADM NI STRATI VE LAW JUDGE MARGCOLIS:  So | think
what they're saying is that you' re already getting the
benefits of the ampbunts that went to the enpl oyees of QLI
| just want to nmake sure that's clear. There's no dispute
about that. Because | think by taking -- by only
real | ocating the debt incone, you' re already getting the
benefits of the anpbunts that were paid to the enpl oyees.

MR MJDD: | think that the deductions that were
di sal l owed on the notice at least, if I'"mnot mstaken, in
' 05 exceeds the anmount that was contributed to OLI

ADM NI STRATI VE LAW JUDGE MARGOLI S: [|s that
correct, M. Haskins?

MR, MJDD: | can |look that up

MR CORNEZ: We would have to | ook at the tax
returns for OLl and MRRI to clarify this. But | think
t heir understanding all along was, as Judge Margolis
stated, we only allocated to M. Reddick the net taxable
income of OLI, which was after deductions. But we would
have to ook at returns to clarify.

MR. HASKINS: That was al so discussed in one of
the reply briefs that we filed, specifically that very
guesti on why they were not being denied a deduction. W
specifically said it's the K-1 incone that you woul d have

earned after net inconme was nmade that we're putting back.
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ADM NI STRATI VE LAW JUDGE MARGOLI S:  That's ny

i mpression fromreading and talking, so that's basically

all the -- what they're saying is that they' re taking the

inconme of QLI and saying that well, we treated -- it was
treated as nontaxabl e because it went to the ESCP
They're saying that it was -- it should be treated as a
sham So the anount of incone after allowing all the
deducti ons goes back to MRRI

So | think that you' ve already got the benefits

of those deductions. W'Il|l check, but that's -- that's

what | think fromlooking at the docunents. So there may

be a bit of a m sunderstandi ng here.
Wiy did MRRI need all these |oans, M. Reddick?

THE W TNESS: From t he ESOP?

ADM NI STRATI VE LAW JUDGE GAST: Well, they didn

borrow fromthe ESOP directly. They borrowed from CLI
Wiy did MRRI need | oans from QLI ?

THE WTNESS: To grow the busi ness.

t

ADM NI STRATI VE LAW JUDGE MARGOLI S:  And when the

| oans canme back to MRRI, did MRRI | oan noney to you?
THE WTNESS: No. No. It was to growthe

business. W had trenendous growh. W doubled in

enpl oyees during this tinme. W had incredi bl e expenses.

We were doing semnars all over Southern California,

Northern California. W had an office building to pay
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for, and a conference center to pay for. W had

i ncredi bl e expense that allowed us to grow.
the ESOP. It benefited the enpl oyees. W
hire nore peopl e.

ADM NI STRATI VE LAW JUDGE MARGCOLI S

It benefited

were able to

kay.

THE WTNESS: It didn't conme to ne personally.

ADM NI STRATI VE LAW JUDGE MARGCOLI S

And you said

enpl oyee of QLI as well, fromny understanding. You

received a salary fromMRRI and QLI ?

THE WTNESS: Yeah. | wasn't supposed to. | had

no idea, and I don't know why ny accountants didn't catch

that. | just don't get it, but I didn't know better.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  What did you
do for OLI that you received a salary?

THE W TNESS: What ?

ADM NI STRATI VE LAW JUDGE MARGOLI S:  What did you
do for OLI that you received a salary for? Wat was
your --

THE WTNESS: Well, | was running the conpany. |
don't know. | nean, | was doing everything. | was
growi ng the business. | was providing all the incone.

ADM NI STRATI VE LAW JUDGE MARGCOLI S
trustee of the ESOP? Were you the trustee
THE WTNESS: | -- | don't know.

ADM NI STRATI VE LAW JUDGE MARGCOLI S

Who was t he

of the ESCOP?

kay.
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THE WTNESS: Janes was its adm nistrator of the
ESCP.

ADM NI STRATI VE LAW JUDGE MARGOLIS: | don't think
| have any questi ons.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.
Judge Hosey, do you have any questions?

ADM NI STRATI VE LAW JUDGE HOSEY: | think you have
covered everything at this point. Thank you.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. | think
that brings us to the closing argunents.

M. Mudd, whenever you're ready.

CLOSI NG STATEMENT

MR MJUDD: | think you scheduled 10 m nutes. |
don't know that 1'Il need 10 m nutes.

A couple of things that | would |Iike to point
out. You were shown page A6 on the docunments that were
provided today. It showed Marshall Reddick signed this as
policy owner on a | oan application for policy ending in
0032. If you can |l ook at the next page, page A7, this is
dated 12/22/05. WMarshall Reddi ck ensured Ccean Living,
Inc., is listed as the owner. So if he signed this, it's
obvi ously wong because their own records show
differently.

THE WTNESS: | mght nention that's ny stanp
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too. So anybody could have been stanped it. But --
MR MJDD: Well -- and also I'd |ike to point out
that on page Al2 --
THE WTNESS: |, you know, | didn't sign that.
If I had signed it, it would have been in ny signature.
So it was stanped by sonebody el se who didn't know better
MR MJDD: Page Al2 tal ks about the fact that the
cash values of the |oans were apparently used to repay the
bal ance of the loans of the policies. And if you | ook at
page Al10, it also shows a | oan bal ance on the $102, 000
| oan, the | oan bal ance is $112,000. The surrender val ue
was taken and $2,816 was left over. The same on the
$43, 000 | oan on page All.
It shows that surrendered for |apse of paynent,

but the cash value was used to pay off, leaving a

surrender value of $144,000. | think it's clear in there,
|"mnot sure the testinobny was -- or the questioning of it
was cl ear.

Nurmber one, as | said, the ESOP didn't exist in
'03. $1,000 paynent, the deduction he took -- the
$1, 000, 000 deduction that he took woul d not have been
deducti bl e as a paynent of the ESOP. There's no way
around that. The bal ance of the noney that M. -- that
Marshal | Reddi ck Real Estate benefited fromthese itens

was strictly the | oan values for '04, '05, and '06 was
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amount ed to roughly $5, 000,000 -- or $4, 400,000 went back
to take the $1, 000,000 for 2004 and 2003.

Even if he hadn't paid the |oans, that's the ful
val ue of any benefit he got as a result of all these
things. Al the rest of the noney went to O.I, and QLI
used it for paynent of wages or whatever. Apparently, he
had a pretty significant inconme, and O.LI as an ESOP was
entitled to their incone.

And even in 2008 when the I RS approved it, they
suggest ed sone changes had to be nmade, but they approved
the plan. | think the reality is that M. -- Marshal
Reddi ck Reality through Marshall Reddick fully intended to
have a programfor the benefit of enployees. The noney in
QLI and its profit was supposed to be for the enpl oyees.

They may have used a part of it for paynent of
life insurance, but not a bad -- at |east they were
infornmed that wasn't a bad investnent for the ESOP because
it would protect the ESOP in the event of the death of
Mar shal | Reddi ck. And then he woul d al ways be there to
make paynments or contributions to the ESOP and be there to
repay the | oan.

We don't have any idea, although, the State did
have sone indications that some of the properties that
M. Reddick provided to OLI were ultimately forecl osed on

It may be true, but there were properties that were free
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and cl ear, and they obviously got their noney on those
properties. The listing -- and they weren't objected to,
but the Iist of the ones that were free and clear are
listed in the docunent that we sent yesterday.

It's not a | arge nunber of them and are not high
val ue and they may have sold themfor a whole |lot |ess,
but it shows they were free and clear. Secondly, |
suspect, but |I'mnot sure, that the State i s suggesting
that there was an adjustnent of nore than 25 percent to
keep the statute open for '03 and '04. Oherw se '03 and
'04 statute woul d have expired because the returns were
tinely filed. Late, but the notebook was sent out in
Sept enber of ' 10.

'03 woul d have -- the extended date was August or
October of '04. Before it was October of '05. Both of
the statutes would have otherwi se expired in '09. | don't
t hi nk we woul d have been here at all had the real estate
mar ket not crashed and all the |oans are repaid and noney
was given to COLI. Al QLI enployees woul d have had big
retirement checks comng to themat this point.

| think the only reason that it all turned out
bad was because the real estate nmarket collapsed. And not
only did OLI |ose everything they m ght have gotten in the
future from Marshall Reddick -- Marshall Reddick hinself

and Marshall Reddick Real Estate |ost everything as well.
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| ask that you find that the ESOP was valid, and

| think we just heard themsay that, and that the
transacti ons nmade sense, and the only reason they didn't
i S because everything failed.

ADM NI STRATI VE LAW JUDGE GAST: Thank you

M . Haski ns.

MR HASKINS: Thank you. A few quick answers and

then 1'Il go into ny closing. For the panel's

clarification, page A6 of the packet that | distributed in

page A7, refer to two different loans. And that's pretty

obvi ous when you read the entire page. One of them says
the owner is Marshall Reddick
The ot her one says the owner is Ccean Living.

One is for $23, 000,000, and the other is for $6, 000, 000.

They're not the sane |oan. There is no discrepancy there.

Now, if | may.

CLOSI NG STATEMENT

MR. HASKINS: In closing -- and so that because
they're all on the record | don't need to say this, but
all of the filings fromFTB have pointed to the Economc
Substance Doctrine. 1It's a doctrine of |long history.
It's a doctrine that attenpts to interpret what actually
happened versus what the formof the transaction was.

In form these transactions may appear correct,
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but in substance, that's not what happened. The Econom c
Subst ance Doctrine has been articulated by courts for

al nost 100 years now. It's a well-developed law. It has
the foll ow ng:

I n determ ni ng whether a transaction | acks
econom ¢ substance, courts and adm nistrative board, such
as the BCE and this panel, have generally focused on the
follow ng principals: Wether taxpayer has denonstrated a
busi ness purpose for engaging in a transaction other than
t ax avoi dance; and two, whether the taxpayer has shown
that the transaction had econom ¢ substance beyond the
creation of tax benefits.

It is the taxpayer's burden of proving that the
transaction had econom c substance, and that was not done
here. And whether the taxpayer neets the economc
substance test is a factual finding for the Board. Here
inthe 9th Crcuit, and thus controlling for us, a
two-prong test is applied.

The prongs are not discrete. It's a -- you use
both prongs to cone to a decision as to what actually
happened. And that's Casebeer v Commi ssioner 1990,

909 F.2d 1360. So the test is applied here to determne
whet her the transacti ons between Reddick Reality, OLI, and
the ESOP had any practical economc effects other than tax

benefits, by exam ning whether the Appellant has shown a
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subj ecti ve busi ness purpose for entering into the
transactions, and that those transactions had objective
econom c subst ance.

Wth regard to this subjective business purpose
of the transactions, the evidence shows that the primary
pur pose of these transactions was to create tax benefits.
The all egations Appellant and Reddick Reality alleged in
the lawsuit filed against the pronoter of the ESOP
strategy, support a finding that Appellant intended from
t he beginning that the primary purpose of the transactions
was to shift taxable income to a nontaxable entity, and
t hen nove that incone back into his pocket for his own
use.

The formation of OLI, the purported execution of
t he managenent agreenent, the adoption of the ESOP, and
the sale of the OLI stock to the ESOP were all done in
closed proximty in |late Decenber 2003. In Melnik v
Conmi ssi oner Tax Court Meno 2006-25, such close timng was
a factor against finding a valid business purpose.

As for Appellant's assertion that the business
purpose was to provide a retirenent plan for the enpl oyees
of Reddick Reality, the creation of a managenent conpany
and the associated ESOP had no effect on that purpose.
Appel | ant has not shown why Reddick Reality could not have

created a pension plan, and as nentioned they already had
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one.

I n addition, Appellant has not denonstrated why
he needed to create a separate nanagenent conpany in the
first place. The managenent conpany provided the sane
services with the sane enpl oyees that were previously
provi ded when they were enpl oyed by Reddick Reality.

The | ack of a business purpose is also supported
by the fact that in 2003 Reddick Reality paid managenent
fees of $1,000,000 to OLI, even though CLI was in
exi stence for less than a nonth. Appellant has not shown
how Reddi ck Reality derived any econom c benefit from
paying OLI a total of $15,983,975 in the years at issue.
That was the total before tax deductions that we all owed.

There's no evidence that the managenent
arrangenent between Reddick Reality and COLI had a
subj ecti ve busi ness purpose other than to shift incone
from Reddick Reality to the tax-exenpt ESOP adopted by
OLl. Wth respect to the objective econonm c substance
prong, the evidence shows that the managenent fees paid to
QLI were rerouted back to Appellant through the paynent of
| arge i nsurance prem uns. And then Appellant got that
benefit by borrow ng agai nst those insurance poli cies.

Thus, the transactions did not change Appellant's
econom ¢ position in a nmeani ngful way, other than the

i ncome tax benefits or affects. Because Appel | ant
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recei ved the econom c benefit of the manager fees through
| oans agai nst the insurance policies.

Furthernore, Appellant -- yes. Furthernore,
Appel | ant received the econom c benefits of the |oans from
Ol directly to Reddick Reality to fund Reddick Reality's
operati ng expenses. For the enployees, the enpl oyees
received very little as they nerely received partially
al | ocated shares in a conpany which was apparently worth
only $10,000 at the time. The ESOP was created and had
very little cash or assets.

| f the panel refers to pages 1612 and 1626 during
your deliberations, you will note that on a payroll -- a
25 percent payroll in 2004, $293,831 was the benchmark for
rel easing shares to the ESOP, i.e. noney actually going
fromQOLl to the ESOP. That's the benefit that would go to
t he enpl oyees. The enpl oyees did not get any noney. It
sat in OLl. It had to be transferred to the ESOP

In this case the value of the shares released in
2004 was $1,000. 1In 2005 on a payroll of $3,161,062 and a
nmeasuring stick of 25 percent of that payroll was
$793,266. And yet OLI decided to allocate no shares.

None of the value earned in 2005 was contributed to the
ESOP for the benefit of the enpl oyees.
ADM NI STRATI VE LAW JUDGE MARGOLI S:  Counsel , why

was there a need to allocate shares? |'mnot sure if |
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understood. | thought the ESOP owned 100 percent of the
shar es.

MR HASKINS: In order for any participant in an
ESOP to derive value fromit, they have to be allocated
shares. |If the shares sinply sit in the underlying
conmpany or in the ESOP trust, the enployee benefits
nothing. There has to be a fornula, and it's set in |aw,
t hat determ nes what your neasuring stick can be.

But the choice to allocate any shares to any one
i ndi vi dual enployee is left to the trustee of the ESOP
And in this case, Appellant decided in one year that a
$1, 000 would go to the 40 different enployees. And in
2005, no noney would go to the enployees. It sinply sat
in the ESOP trust or in QLI

We know that it was | oaned back to Appellant, and
ot her funds were used to buy exorbitant whole life
i nsurance policies, against which he borrowed tax free.
And in reference to the | oans, although recogni zing
Appel l ant' s experience, Appellant has not provided
i ncredi bl e substanti ated evidence to support his assertion
that the value of the properties paid back anything to
oLl

In the notice -- I'msorry. 1In the decision by
BOE, they pointed out the fact that sone of these

properties weren't owned by OLI or M. Reddick. Sone of
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t hese properties were eventually forecl osed on, and

M. Reddick received a 1099 in years well|l beyond these tax

years, and beyond 2008 when he allegedly transferred them

to QLI in paynent of this loan, for which we have no
docunent ati on

In sum the evidence in the record suggest that
t he substance in effect of the ESOP strategy, the |oans,
and the insurance policy premumloans was solely to
provide tax benefits to Appellant. Keeping in mnd that
there was a plan put in place, and this plan was enacted
by M. Reddick. He and we find that that plan was an
abusi ve tax avoi dance transaction | acking any econom c
subst ance.

As for the NEST penalty, Revenue and Tax Code

Section 19774, inposes a penalty for noneconom c substance

transactions understatenents for any taxable year in an
anount equal to 40 percent of the understatenent. That

term "noneconom ¢ substance transaction understatenent,"

is defined in 17 -- revenue and tax code section 19774 as

t he disall owance of any |oss, deduction, or credit, or
addition to income attributable to a determ nation that

t he disallowance for addition is attributable to a
transaction or arrangenent that |acks econonm c substance.
A transaction shall be treated as | acking economc

substance if the taxpayer does not have a valid nontax
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Cal i fornia business purpose for entering into the
transacti on.

As di scussed above, the transaction | acked
econom ¢ substance and Appellant did not have a valid
nontax California business purpose for entering into the
transaction, thus the NEST penalty is applicable. And we
ask that this panel sustain it.

For the interest-based penalty for the years it's
appl i cabl e, the applicable statute was anended in 2005 to
add another, for lack of a better word, qualifying event
t hat can occur that will allow FTB to assess the penalty.
The penalty is 100 percent of the interest that has
accrued from when we send the notice.

ADM NI STRATI VE LAW JUDGE GAST: M. Haskins, |
t hi nk you exceeded the ten mnutes. Do you have a | ot
nore to go?

MR, HASKINS: No. No. I'mwthin half a mnute.

ADM NI STRATI VE LAW JUDGE GAST: Al right.

MR. HASKINS: In this case, there was a gross
m sstatenent within the neaning of Revenue and Tax Code
Section 19777. Because Appellant reported federal
adjusted gross incone -- this is Appellant's individual
tax return -- gross incone of $4,854,567 and negative
$2, 289,821 on his 2005 and '06 California individual tax

returns respectively.
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Reddi ck Real ity deducted managenent fees of
$6, 476,161 in 2005 and positive -- or deducted $3, 491, 393
in 2006. These anobunts are well over the 25 percent of
the gross incone required to be reported on Appellant's
return. On this bases, the interest-base penalty applies.

FTB request that the NPA's issued for tax years
2003 to 2006 be sustained except for the interest-based
penalty for tax years 2003 and '04. Thank you.

ADM NI STRATI VE LAW JUDGE GAST: Thank you
Judge Margolis has a question for the FTB.

ADM NI STRATI VE LAW JUDGE MARGOLIS:  First of all,
during your -- during, | think it was actually your
openi ng, you said that a notice that a deficiency was
determ ned against MRRI. |s there any evidence on that?
Has the FTB done that? | nean, because these adjustnents
only flow through to M. Reddi ck.

| nmean, one way they conme to M. Reddick is if it
is by virtue of ownership of Marshall Reddick, Inc., an
S corp. And I believe you said sonmething about a notice
being issued to that S corp.

MR. HASKINS: No. There was no issue. There was
no notice issued to Marshall Reddick Reality because COLI
was exam ned, and it was determned that it was an abusive
tax avoi dance transaction. Thus the noney was in effect

returned to MRRI and flowed through to its only
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sharehol der, M. Reddick. So the notices went to
M. Reddick as the only sharehol der of Reddick Reality.

ADM NI STRATI VE LAW JUDGE MARGOLIS: So there was
a one-half percent tax at the S corporation level. So
that didn't --

ADM NI STRATI VE LAW JUDGE GAST: | think they said
applied -- that QLI paid tax at 1.5 percent.

ADM NI STRATI VE LAW JUDGE MARGOLIS: Did MRRI get
a notice?

MR. HASKINS: Yeah, we should have.

MR CORNEZ: We did not assess it.

MR, HASKINS: | aminforned that we did not
assess MRRI any additional incone.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ckay. And
|"mnot sure if | understand the basis on what you cl aim
is on the statute of limtations. |It's open because there
was a 25 percent omi ssion on his return. That's what you
said in your closing.

MR. HASKINS: The 25 percent related to the
i nterest-based penalty.

ADM NI STRATI VE LAW JUDGE MARGOLI S:  Ch, okay.

MR HASKINS: For the statute of limtations it
sinply says that if we determine and it is sustained that
there was the use of an abusive tax avoi dance transaction

We may go back | onger than the normal four years. And
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that was all spelled out in the original audit

determ nation and in the protest determ nation. You have

a copy of the protest determ nation |etter anongst the
2,500 pages.
ADM NI STRATI VE LAW JUDGE MARGOLI S:  Thank you

very rmuch.

ADM NI STRATI VE LAW JUDGE GAST: M. Midd, you can

have a five-mnute rebuttal if you'd Iike.
MR. MJDD: | have a couple of itens that

Judge Margolis raised. Nunber one, the deductions in

t hese cases were all taken by MRRI. It would appear that

proper adjustnment woul d have been to MRRI, which

ultimately would have flowed in through to the taxpayer

But the amount of those adjustnments to MRRI are certainly

| ess than 25 percent of its gross incone. |In 2005 MRR
had an i ncone of $25,000,000. |In 2006 that inconme was
$23, 000, 000, nunber one.

Nunmber two, I'd |ike to point out that on the

Exhi bits Al through Al2 that were presented today, on Al2

the very last letter, it's aletter witten on behalf of
Ccean Living, Inc., that basically starts out saying to
t he person at the insurance conpany, "You previously

hel ped nme out regarding sone life insurance policy |oans
we had. Thus, | hope you can help again.” This is

witten on behal f of Ccean Living.
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| don't think there's any indication that any
| oans were made directly to Marshall Reddi ck, other than
the fact he signed the application on behalf of Ccean
Li ving, not on behalf of hinself.

ADM NI STRATI VE LAW JUDGE MARGOLIS: | think
that's clear. He puts his tax ID nunber rather than his
soci al security on the bottom of those forns.

MR MJDD: It's a very confusing case. ESOP' s
are generally entered into by businesses because there are
tax advantages in ESOPs. And an ESCP wth a C corp, the
portion of the stock that's applied for the ESOP, and the
shar ehol ders sign notices or other docunents to buy the
stock fromthe shareholder. And the noney that's
contributed by the conpany that owns the stock is actually
deducti bl e by the conpany when they pay to the ESOP for
t he purposes of buying back its own shares.

The page that explains that is one of the pages
in the docunent here. | don't have it in front of ne, but
it is one of them It explains how an ESOP generally
works. And then the owner of the stock, in this case had
MRRI been a C corp and he had allocated a portion of the
stocks, say 20 to 30 percent to an ESOP, the value of that
stock woul d have been set up in an ESOP, and the ESOP
woul d buy the stock from M. Reddick, MRRI would actually

give the noney to the ESOP, and then the ESOP woul d use
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that noney to buy the stock back, and then it would go
back to M. Reddick. And he's able to defer taxation of
that noney until sonme future tine.

So there are huge tax benefits to a conmpany to
use an ESOP. | think it's clear there were definitely tax
benefits the way the ESOP was set up, but it's not
prohi bited by anything else. And M. Reddick, the CEO of
the ESOP, | think, definitely had an intent to give noney
to the enployees, and that is econom c substance. | think
that's clear that was what his intent was.

D d sonebody ness it up? D d sonebody do it
wong? O were things done wong? Wre insurance
policies not to be purchased? | don't think that effects
t he econom c substance of the fact that M. Reddick's
intention was to create sonething for the enpl oyees.

Coul d he have done anot her pension plan?
Per haps, but he certainly could not have contributed as
much he did to the ESOP. He had a pension plan in 2003.
There's obviously a paynent fromhis 401K, but it's very
l[imted. The enployees are very limted what they can do
t hrough a 401K, There's a matching up to a certain limt
too. It's not all that nuch for an enpl oyee who's not
hi ghly pai d.

|"msorry. The ESOP returns are part of this

exhi bi t. | don't think | sawit.
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ADM NI STRATI VE LAW JUDGE MARGOLI S: There are
partial copies.

ADM NI STRATI VE LAW JUDGE GAST: Yeah, | think
there's partial copies in the file.

MR MJDD: But | didn't see anything in any of
t hese docunents to support the fact, to ny know edge,
support the fact that there is econom c substance and the
only purpose of all this was the tax purpose. |If the real
estate, as | said before, if the real estate nmarket had
not failed, | don't think we'd be here today.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. M. Midd,
is that it?

MR MJDD: That's it.

ADM NI STRATI VE LAW JUDGE GAST: Ckay. Thank you
very much. So any nore questions fromthe panel ?

ADM NI STRATI VE LAW JUDGE HOSEY:  No.

ADM NI STRATI VE LAW JUDGE GAST: GCkay. So this
concl udes the hearing. The Judges will neet and deci de
t he case based on the docunents and the testinony
presented, and we will aimto send a witten opinion
wi thin 100 day of today.

Wth that, the case is now submtted. And the
record is closed. Thank you.

(Proceedi ngs adjourned at 12:37 p.m)
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HEARI NG REPORTER S CERTI FI CATE

|, Ernalyn M Al onzo, Hearing Reporter in and for
the State of California, do hereby certify:

That the foregoing transcript of proceedi ngs was
taken before ne at the tine and place set forth, that the
testi nony and proceedi ngs were reported stenographically
by me and later transcribed by conputer-aided
transcription under ny direction and supervision, that the
foregoing is a true record of the testinony and
proceedi ngs taken at that tine.

| further certify that | amin no way interested
in the outcone of said action

| have hereunto subscribed ny nane this 16th day

of February, 2019.

ERNALYN M ALONZO
HEARI NG REPORTER

92

California Reporting, LLC
(510) 313-0610






