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Los Angeles, California; Thursday, April 25, 2019

10: 05 a. m

ADM NI STRATI VE LAW JUDGE BRAVHALL: We're ready
to go on the record.

This is the appeal of Scott L. Shafer, OTA
Case No. 18010886. It's Thursday April 25th at 10: 05.
|"m Doug Bramhall. [|'mthe |ead judge on the panel today.
Wth me are Judges Kenny Gast and Linda Cheng. W are
coequal decision makers on this appeal

W1l the parties now introduce yourself for the

record.

MR. SARCGENT: For the record, ny nanme is
Robert H. Sargent, Junior. |[|'man enrolled agent.

ADM NI STRATI VE LAW JUDGE BRAVHALL: For?

MR. SARCGENT: I'mhere to represent Scott L.
Shaf er.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Thank you

M5. LONG M nane is Veronica Long. Together
with CGro Imordi no, we represent the Franchi se Tax Board.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Thank you
The parties have agreed that the issues in this appeal are
as foll ows:

In Internal Revenue Code Section 1033 transaction

by a partnership, nmust the appellant partner recognize
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gain resulting froma distribution in excess of his basis
in his partnership interest under Sections 731 and 752.

If so is the partner tax liability an offset to
t he anount of partnership nortgage liability relieved.

Again, if gain is recognized, has appell ant
established error in the Franchise Tax Board's conputation
of appellant's partnership basis; and those are all issues
for the 2007 tax year.

In 2008 tax year, were the distributions by the
partnership nade as a partner |oan, or as a partnership
di stribution subject to Section 731.

Parties have al so agreed that the exhibit index,
whi ch I've handed out, showi ng Appellant's Exhibits 1, 2,
5 and 6, and FTB's Exhibits A through N are acceptable for
the record w thout objection.

(Appellant's Exhibits 1, 2, 5, 6 were

received in evidence by the Admi nistrative

Law Judge.)

(FTB's Exhibits A-N were received in

evi dence by the Adm nistrative Law

Judge.)

Suppl ementing Exhibit 5 for the appellant was a
handout today that is a clear or copy -- purported copy,
of the original exhibit.

The panel will take that additional information
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into the record and consider its weight when conpared to
t he original docunent in our deliberations. |[|'malso
admtting into the record only as argunent, Appellant's
Exhibits 3 and 4 and Franchi se Tax Board's Exhibit O

Parties agree to that?

M5. LONG  Yes.

MR SARCGENT: Yes.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Geat. So
wi t hout objection, M. Sargent are you prepared to begi n?

MR SARCGENT: | amnot used to this venue. |['ve
witten it down, so I'mjust going to read.

ADM NI STRATI VE LAW JUDGE BRAVHALL: The only
thing "Il ask you is that as you read, renenber that
we're recording, and so pace yourself.

MR, SARCENT: Perfect.

ADM NI STRATI VE LAW JUDGE BRAMHALL: Thank you

OPENI NG STATEMENT

MR, SARCENT: The taxpayer, an individual, was a
menber of several LLCs, which filed as partnerships for
tax purposes. In 2007 the City of Santa Monica purchased
several properties fromthese various entities under
threat of em nent domain. It should be noted here that
there was al so anot her taxpayer, and individual who is a

TIC, a tenant in comon, nenber -- not nenber -- but owner
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on a couple of the properties sold to the city.

That's inportant to renenber as | weave ny way
t hrough the nyriad of roadbl ocks designed by the FTB in
trying to deny nmy client the correct finding under the
law. Initially, the FTB clainmed it wasn't a 1033
transaction at all. They later acquiesced and rightfully
so, considering they were in essence arguing the taxpayers
were in collusion with the Cty of Santa Monica to defraud
the US Governnent and the State.

Usi ng a shotgun approach, they al so postul at ed
the partnership entities had relief of liability under
Section 752, and further clainmed the distribution anong
each of ny client created negative basis |eading to
t axabl e gain under Section 1031.

First 1'd like to review the purposes of 1033.

It was put into the code in 1921 to provide relief to

t axpayers whose property had been taken involuntarily in
Wrld War |. There's no question that many types of gains
are realized by other sections of the Internal Revenue
Code. But a Section 1033 transaction holds all other code
sections at bay.

If there's an invalid election, then there should
certainly be in position of tax. But not only is gain not
recogni zed, the strict reading of Section 1033(a)(1)

states that non-recognition of gain is mandatory. |If
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property is conpul sory or involuntarily converted into the
property simlar or related in service or use to the
property so converted, no gain shall be recognized.

And if that's not plain enough, in Treasury Reg
1.1033(a)-2(b), it explicitly says such non-recognition is
mandatory. Along the way in 1961, traceability was
excluded. That neans any cash received in a Section 1033
sale is not required to be reinvested into the replacenent
property as in a Section 1031 exchange. 1In short, the IRS
never intended the untended consequences bei ng sought here
by the Franchi se Tax Board.

Now, renenber the individual that | referenced
earlier. He had the sane sale, the sane relief of
l[iability, the same utilization of cash prior to
repurchase, and finally, replaced his property under
Section 1033 utilizing new nortgage debt not requiring a
utilization of a bulk of his funds obtained through the
sal e.

The FTB woul d argue that he is free fromhis tax
because he's an individual, and that ny client chose to
i nvest through an entity and has to live with the
consequences. Well, first of all, the entity nmy taxpayer
chose was an LLC. Tax is a pass through. Pass through
meani ng the transactions of the entity are taxed the sane

as if they happened to himas an individual. Choosing an
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entity should properly include income where called for but
never distorted. The FTB' s position is doing exactly
t hat .

To quote from Ms. Long's own del egati on paper,
"The legislative intent of Section 1033 is to defer gain
recognition. Section 1033 is a gain deferral statute
whose purpose is to allow taxpayers to put thenselves in
the same position as they were prior to the involuntary
conver si on.

By requiring the taxpayers to recogni ze gain,
Rul e 81-242 conflicts with that purpose and nay | eave
t axpayers unabl e to purchase repl acenent property.
Further, unlike nost gain deferral statues, Section 1033
shoul d be liberally applied to defer gain recognition
because it was intended to protect taxpayers fromthe
unanticipated tax liability of involuntary conversion."

That's all very well witten. She further
states, "Partners are the only individuals or entities
required to recogni ze gain under Section 1033 when they
fully reinvest their conversion proceeds. The effect of
Reg Rule 81-242 is to single out partnerships for
di sparately negative treatnent because partners are
required to recognize gain where they conpletely reinvest
t heir conversion proceeds, unlike other taxpayers.

Permtting liability netting for individuals and ot her

10
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entities while disallowing it for partners is unsupported
by legislative intent."

She tells you that as an advocate of the FTB, she
can't rely on her paper because it was sunmarily rejected
by the IRS. So now she banks her reliance on 81-252 and
further on Rev. Ruling 2003-56, two things that she railed
against in her paper. Initially, | thought there was a
valid argunent. She articul ates every point that needs to
be made, including the statenment that, "The proposal does
not create an admnistrative -- additional admnistrative
burden because taxpayers who recogni ze gai n under Section
1033 nust already file an amended tax return in the year
of gain recognition.”

Ironically, she now suggest we di sbelieve her
paper, since she argues the conpl ete opposite of what she
initially published. But then | have to give pause to the
fact that her paper was summarily dism ssed by the IRS
Certainly it couldn't have been di sm ssed because she was
wong on her prem se that Rev. Ruling 81-242 needed to be
reversed by the IRS, a new gui dance issued under 1033
al l owi ng taxpayers to be treated simlarly under Sections
1033 and 1031.

Yes, upon reflection, I was alnost |ed down the
same prinrose sanme path. But then |I stepped back and t ook

a look at the entirety of her paper, and then the history

11
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t hat caused her publication of that docunent. So that's
where | would like to go now, a little history lesson, if
you al |l ow ne.

First, there was the preexisting liability offset
rule for noney boot determi nation in |IRC Section 1031
transactions. Treasury Reg Section 1.1031(b)-1(c)
provi des that consideration in the formof an assunption
of liabilities or a transfer subject to a liability is to
be treated as other property or noney for the purposes of
1031(b). \Wherein an exchange described in Section
1031(b), each party either assunmes a liability of other
party, or acquires property subject to a liability.

Then in determ ning the anount of the property or
noney, consideration given in the formof an assunption of
l[iabilities or the receipt of property subject to a
liability, is offset against consideration received in the
formof an assunption of liability or transfer subject to
aliability. Thus, when there are nortgages on both sides
of the transaction, the nortgages are netted, and the
di fference becones recogni zed gain to the party
transferring the larger -- the property with a I arger
nort gage.

In 1979 there was a Private Letter Ruling,
7948087. The fact pattern on which Rev. Ruling 8242 is

based, which allowed I RC Section 752(b) liability netting

12
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in IRC Section 1033 transacti ons.

ADM NI STRATI VE LAW JUDGE BRAVHALL: WII you cite
t hat agai n?

MR, SARCGENT: Private Letter Ruling 7948087,
1979. In 1980 the IRS National Ofice staff draft Rev.
Ruling 81-242, which followed the PLR 7948087 and al | owed
| RC Section 752(b) liability netting in IRC Section 1033
transactions.

But in 1980 there was a General Counsel
Menmor andum 38389, in which Chief Counsel Gerald Cohen
reversed the conclusion in the IRS staff's draft Revenue
Ruling and disall owed I RC Section 1030 transaction based
on the fact that the problemwas in 752(b), and that it
operated whol |y i ndependent of Section 1033.

Now, at this point the IRS doesn't have
| egislative authority to interpret IRC Section 752 to
include liability netting under 752(b), and cannot do so
wi t hout such witten authority under | RC Section 752(b).
Not wi t hst andi ng, there being no liability offset
regul ation for IRC Section 1033 like there was at the tine
for IRC Section 1031. That general counsel nmeno and Rev.
Rul i ng 81-242, nonethel ess, effectively adopt liability
offset in finding there was no noney boot for purposes of
| RC Section 1033(a).

The transaction is wholly tax free under Section

13
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1033. The independent and sole problemis the partnership
provi sion I RC Section 752(b) and the resulting deened
di stribution under IRC Section 731. In 1981 the IRS
i ssued Rev. Ruling 81-242, not allow ng the netting under
1033, and not allowi ng the netting under 752(b) because of
the reasons that the general counsel stated; that they
didn't have authority to change 752(b).

So what cones next? 1984 the IRS gives Interna
Revenue Code Section 752(b) the authority. That was the
| ack of which caused the result in Rev. Ruling 81-242.
The Tax Reform Act of 1984 allow that. \Wherein, Congress
gave Treasury and the IRS broad ground of authority to
pronmul gate | egislative regul ati ons as opposed to nornal
interpretive regulations to | RC Section 752 regul ations to
interpret the statute in Section 752 however they see fit.

This effectively overcones the section 752(b)
probl emrai sed by Chief Counsel Cohen in his GCM 38389
regarding that Rev Rule. Then we fast forward to 1988.
In 1988 tenporary I RC Section 752(b) liability netting
regul ation was drafted. Section 1.752-1TJ3 and exanples 1
and 2 of Treasury Reg Section 1.752-2T(9)b) issued in
Decenber 3rd of 1988, the tenporary reg.

That proposed that I RC Section 752(b) liability
netting rule was finally -- excuse ne. That proposed that

the 752(b) liability netting rule be allowed. In 1991

14
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there were final IRC Section 752(b) regul ations. That
i ncluded Treasury Reg Section 1.752-1(f), which provides
in part as follows:

Treatment of partnership liabilities. F, netting
of increases and decreases in |liabilities resulting from
sanme transaction. |If as result of a single transaction a
partner incurs both an increase in the partner share of
the partnership liabilities or the partner's individual
liabilities, and the decrease in the partner's share of
the partnership liabilities, or the partner's individua
l[iabilities, only the net decrease is treated as a
distribution fromthe partnership. And only the net
increase is treated as a contribution of noney to the
part nership.

Now, we fast forward to 2003, Rev. Ruling
2003-56. The I RS issues gui dance under 752 treatnent of
certain liabilities. In issuing guidance under Treasury
Reg 1.752-1, the IRC -- the IRS allows |IRC Section 752(b)
liability netting in an I RC Section 1031 transaction. In
the listing of relative authorities in the | aw section of
Rev. Ruling 2003-56, Pietro Canestrelli the principle
aut hor of the ruling, references | RC Section 752(b), but
does not include 752 -- 1.752-1(f) in the list of relevant
aut horities.

Wel |, that makes absolutely no sense for Rev.

15
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Rul i ng that provides gui dance under Treasury Reg Section
1.752-1, because the liability netting rule of 1.752-1(f)
is obviously relevant authority, even if the Rev. Ruling
author was not relying on it for his conclusion. So in
stark contrast to the |lack of inclusion of any I RC Section
752 regulatory authority in the I aw section of Rev. Ruling
2003-56, the principle author does include the noney boot
liability offset in Treasury Reg 1.1031(b)-1(c) of the
i ncome tax regul ations, which provides that consideration
in the formof an assunption of liabilities or a transfer
subject to aliability is to be treated as other property
or noney for the purposes of 1031(b).

There is no GCMto explain the reasoning of his
ruling as was provided for in 81-242. Now, in the
anal ysis section of Rev. Ruling 2003-56, after concl uding
that the liabilities are netted for purposes of
determ ning I RC Section 1031(b) noney boot from any
assunption of liabilities, it states the liability
of fsetting rule of 1.1031(b)-1(c) also is taken into
account purposes of determ ning the anount of any decrease
in a partner share or partnership liability under 752(b),
which is treated as a deened distribution of noney to the
part ner.

Accordingly, if a partnership enters into a 1031

exchange that straddles two taxable years of the

16




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

25

partnership, each partner's share of relinquished
liability is offset with each partner's share of the

repl acenent liability for purposes of determ ning any
increase in a partner share of liability under Section
752(b). A net decrease is taken into account in the first
t axabl e year of the partnership since it is attributable
to the transfer of the relinquished property subject to
the relinquished year liability in that year.

So given the fact that nunber one, Rev. Ruling
2003-56 i s guidance issued under Section 752(b) and
Section 1.752-1. Two, there's no nmention of the direct
l[iability netting rule of Treasury Regul ation 1.752-1(f)
inthe list of relevant authorities in the |aw section.
And three, the principle author borrowed the offset rule
from 1031 regul ations for an I RC Section 752(b)
concl usi on.

That's an approach that's conpletely contrary to
the directive that we tal ked about, 38389, which again
states Section 752(b) operates wholly independent of the
deferred exchange provisions of the code. Wich is the
underlying basis for I RC Section 752(b) problemthat was
raised in 81-242. So to ne it appears the principle
aut hor was either unaware of the existence of the direct
l[iability netting rule 1.752-1(f) and |ikely GCM 38389.

O perhaps a less likely explanation is principle author

17
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of the Rev. Ruling wanted to nmake the point that the
l[iability netting would be permtted in Section 1031
transactions even in the absence of a direct liability
netting rule in IRC Section 752 because the indirect
l[iability offset rule for noney boot in Section
1.1031(b)1(c) preexisted the 1991 pronul gati on of the
direct liability netting rule for IRC Section 752(b) in
Treasury Reg 1.752-1(f).

So despite the GCM s |etter which says 752(b)
operates conpl etely i ndependent of the deferred exchange
provisions and that there is no reason for an I RC section
752(b) Rev. Ruling addressing and I RC Section 1031
transaction to address or inpact a 30-year-old Rev. Ruling
addressing | RC Section 1033 transactions, | believe the
FTB is interpol ating sonething into 2003-56 that sinply is
not there.

By interpreting the fact that 81-242 adopted a
liability netting conclusion, the fact that he in 2003-56
adopted the noney boot liability offset rule in Treasury
Reg 10311 to nean that the I RC nust now first adopt a
sim|l|ar noney boot liability offset rule in IRC Section
1033 in order to apply the direct rule of |aw and
l[iability netting of Reg Section 752-1(f) to I RC 1033
transactions.

Well, to me, first of all, rather tortured | ogic.

18




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

25

So here's the thing. To get to Ms. Long' s published
article and nmy initial reliance thereon, she in her

readi ng of Rev. Ruling 2003-56, published an article

calling for the IRS to pronmulgate a liability offset rule

under I RC Section 1033 to fix the IRC Section 752(Db)
problemcreated in Rev. Ruling 81-242.
In retrospect it's not surprising that proposa

was summarily rejected by the Treasury Departnent. The

shane here is that it didn't shed light on the actual |aw

that had already corrected the problem Instead it
brought up an irrel evant sol ution which has caused many,
me included, to initially mss the mark.

You see, the sinple truth is that I RC Section

752(b) problemthat was created in Rev. Ruling 81-242 was

al ready been fixed. It was fixed in the 1991 promnul gation

of the direct liability netting regulation under |IRC
Section 752(b) in Reg Section 1.752-1-1(f). And during
the nearly 40 years since Rev. Ruling 81-242 was i ssued,
the IRS has not litigated a single case proposing an
assessnment of liability under I RC Section 752(b) and 731

based on Rev. Ruling 81-242.

In fact, nmy understanding is that they don't even

raise this issue in exam nation or audit. Still, the FTB

at its insistence, perhaps with Ms. Long and a few ot her

col l eagues, is trying to purpose their erroneous theory of

19
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the inpact of Rev. Ruling 2003-56 on Rev. Ruling 81-242
into federal law. And despite the fixed Rev. Ruling
81-242 inplemented by the I RS through the inclusion of
1.752-1(f), the FTBis nowtrying to base ny client's
proposed tax increase in part on the refusal to
acknow edge the fix.

Ms. Long admits in her briefs that I RC Section
752(b) operates wholly independently from I RC Section
1033. Wiich by the way is what it says in 38389 in the
general council nenorandum And that Treasury Depart nent
and I RS and others summarily rejected her proposal to
promul gate an I RC Section 1033 regulation to fix IRC
Section 752(b) created in Rev Rule 81-242.

She doesn't provide any explanation as to why the
Treasury Departnent's 1991 pronulgation of the liability
netting rule in Treasury Reg 1.752-1(f) isn't the fix.
It's the fix in IRC Section 752(b) problemthat was raised
in 81-242. O why, based solely on her reading of Rev.
Rul i ng 2003-56, she woul d have you believe that the
Treasury Departnment's fix to the I RC Section 752(b)
l[iability netting problemthat was caused in 81-242 is now
whol |y deep in the change that nust cone in the formof an
| RC Section 1033 liability offset rule.

Such an approach based solely on reading

sonmething into 2003-56 that clearly isn't there, can't be

20
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squared with the direct reasoning of Rev. Ruling 81-242
that was provided in the general counsel's nenb. And if

t hat weren't enough, the FTB woul d have you believe

Section 1033 was excluded under Rev. Ruling 2003-56. The

truth is that a Rev. Ruling is applied to a specific set
of facts and circunstances.

Sinply put, 1033 was never excluded. It was
nmerely not included. Because there was nothing in the
request for ruling that would have called for its

conclusion. The FTB s argunment of that point is

di si ngenuous to the facts. |1've actually had opportunity

to speak to the author of that Rev. Ruling, Pietro

Canestrelli, who as an aside, | find it quite ironic that

his office is nowin Tenecula, which is the next city to
where ny office has been in for the |ast 40 years.

At any rate, he practices in Tenecula, and he
told nme that he considers his Rev. Ruling anal ogous to
Section 1033. So in ny opinion, the |aw conpels the FTB
to acquiesce that ny client is entitled to liability

netting under Section 1.752-1(f), which states if as a

result of the single transaction, a partner incurs both an

increase in the partner's share -- the partnership
liabilities or the partner's individual liabilities, and a
decrease in the partner's share of the partnership
l[iabilities, or the partner's individual liabilities, only

21
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the net decrease is treated as a distribution fromthe
partnership and only the net increase is treated as a
contribution of noney to the partnership.

Well, if netting is allowed as a result of a
single transaction under 1.752-1(f), was the taxpayer
involved in a step transaction, and therefore, allow the
netting provision provided for in that code section. The
answer is an enphatic yes. The entities and, therefore,
my client, the taxpayer, as a pass through was entitled --
was involved in a step transacti on.

|"d read to you fromthe Ofice Chief Counsel
I nternal Revenue Service Menorandum No. 200826004, which
was drafted in February of 2008 and rel eased in June of
2008, June 27th. In it she quotes, "Perhaps the nost
pervasive principle enployed in the application of the | aw
of taxation is the maxi mum that the substance rather than
the formin which a transaction is cast will govern its
t ax consequences."

She further states -- and | would argue this
aptly applies here just as readily. A particular
mani f estation of the principle that has found w despread
doctrine in the subchapter C arena is the step transaction
doctrine. This doctrine provides for an intervention of a
series of purportedly separate steps into a unified

transacti on.
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Al though, this rule is deceptively easy to state
and is immnently sensible application of the substantive
approach to the evaluation of tax consequences, the
ci rcunstances in which amal gamation is appropriate have
vari ed depending on the particular set of facts presented.
In this regard, it is generally conceded that the doctrine
can apply if any of the three alternative tests are net.
The end result test, the nutual interdependence test, or
the nore restrictive binding conmtnent test.

Under the end result approach to amal gamati on, a
series of steps will be telescoped if they were taken for
t he purpose of achieving a result sought by the
partici pants at the outset. The nutual interdependence
test wll result in integration only on the finding that
the steps were so interdependent, that the |egal relations
created by the initial step would have been fruitless
wi thout a conpletion of the series.

Finally, the binding commtnent test nmandates
amal gamation only if a legally enforceable obligation to
conplete the series was in place at the inception of the
transaction. In view of the fact that the end result test
is the least restrictive step transaction standard, a bias
in favor of integration is readily descendi bl e.

Neverthel ess, the end result test is often

nodified to require witten mani festati ons of a taxpayer's
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intentions yielding results that may vary fromthose that
woul d obtain through a pure application of the end result
approach. The additional requirenent that the taxpayer's
i ntentions be docunented has served to --

ADM NI STRATI VE LAW JUDGE BRAMHALL: M. Sargent.

MR SARCGENT: Yes.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Let ne
interrupt for a mnute. You' ve reached a half hour of
your time. So I'd like you to focus. Make your points a
l[ittle nore succinctly so you can wap up your
presentation.

MR, SARCGENT: All right.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Thank you

MR SARCENT: First of all, nmy clients had a firm
and fixed plan under the end result test. That firm and
fixed plan was drafted in the formof an agreenent by the
menbers prior to the conpletion of the sale to the Gty of
Santa Monica. They nmet the mutual interdependence test
because they made an election to report under Section
1033.

| f they hadn't nmade the el ection, they would have
been subject to capital gain in 2007. |If they had been
subject to that gain in 2007, we wouldn't even be here
because they woul d have been received capital gain in that

year, which therefore, would have stepped up ny clients’
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basi s.

They nmet the binding comm tnent test because once
they knew that the Cty of Santa Monica was going to
purchase the properties through the three entries, they
entered into a legally binding agreenent between the
menbers that outlined the terms. So since the taxpayer
met not just one of the single step transactions but all
three, there's no reason that's not considered a step
transacti on.

In fact the FTB argues single step transaction
doctrine in their assessnment of swap and drop transactions
in Section 1031. So if this was a single step
transaction, there's no obligation to be considered as a
single step -- as part one under 752. The fact is unlike
a 1031 transaction, 1033 allows the taxpayer to receive
the funding. And in doing so, the entity has to account
for its increase on the bal ance sheet.

So |'ve | ooked at Section 1-752141(a) and it
defines an obligation. It says an obligation for purposes
of 752 in the regs they are under, A, creates their
i ncreases the basis of any of the obligor's assets,
including cash. So ny clients received -- their entities
recei ved substantial anmounts of cash fromthe sale of the
properties that then had to be placed in their accounts,

whi ch were then integral to conpleting the exchange
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transacti on.

So the fact that that cash is obligated to be
used at the end of the transaction creates the step that's
required. The nexus is that when the transaction was
consummated -- actually before it was consumat ed, ny
t axpayer borrowed noney fromthe various entities fromthe
remai ni ng sale proceeds. He borrowed it under that
agreenent that was drafted prior to the sale, which gave
the obligation of what was to be done with those funds.

It became a debt instrunment. The mnute he
signed it and the mnute he took funds, the obligation was
that he would be obligated to put those funds back or to
help create -- to help conplete the 1033 transaction. So
she al so argues that there was -- it was not a debt
because there was no interest rate. The IRC inputes
interest rate if there's none actually drafted.

She argues that there was no date certain. Well
there was a date on there. It said that under the second
|l eg of the 1033 election that they would have to put the
money in within 90 days of a designated repl acenent
property. So there's an end date that's certainly, at the
very latest, the end of the 1033 el ecti on where they woul d
have to repurchase their properties.

So in summation the facts are as follows: MW

client was forced into selling his investnent properties.
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He wound up with transitory not permt relief of
liabilities. The FTB wants to tell you that he received
permanent relief. He did not. They argue that even

t hough 81-242 acknow edge there would be no gai n under
1033, but that Section 742 won't allow it because it
stands i ndependent .

Wel |, they' ve disregarded the rules under

1.752-1(f). They want to argue that 2003-56 requires 752

be fixed to beconme dependent on a rule change in 1033.
Well, 752 already has the rule init. It's stil
i ndependent as it was in 1981. It can't sonehow change
t hrough the course of history.

So the last thing is not only the fact that ny

client had a note, and | was able to recei ve an

affidavit -- although albeit too late. |If you allowne to

put it into |ater submission, | can do that -- fromthe
ot her partner who states exactly that this issue was a
| oan.

But they want you to believe that there was --
got off scot-free with the noney. He didn't get off
scot-free. At the end of the day they also want to say
that a note that was drafted in 2007 and perpetuated in
2008 sonehow nor phs into sonething conpletely different
because of a transaction that happened in 2013.

Well, 2011 and 2013 they replaced their

he
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properties. And as luck would have it, the banking rules
have changed that allowed themto use nore | everage. And
so ny client had to sign on to those loans in order to
repl ace the property. So in exchange for the noney back,
he applied the new liability to the partnership. It's the
sane basis that went in and out. He didn't get off
scot-free. He owes the noney.

The other thing is under USC v. Crane, as soon as
t hat noney was taken out -- even if it weren't a debt --
when that noney was taken out, it puts himon the hook to
give it back to the partnership. He has basis because
he's on the hook. So, you know, | just -- | think if they
applied 1.752-1(f), we wouldn't be sitting here.

| think if they -- granted the docunent that |
found, the agreenent that indicates the |oan cane |ate.
It came | ate because it was in a series of confidential
docunents, and | had to argue to get it unsealed so that I
can bring it. | have it. And in that docunent that |
printed out for you, the pertinent sections -- and you can
follow themright through the docunent section C, section
2, section 6. Al of themhighlight -- not highlight.

They are verbatimfromthat agreenment. And it
even references that when the replacenents under 1033 take
pl ace, those are requirenments of nmenbers one-third and

two-third obligation, respectively. So, A there's no
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liability relief under 752, which nmeans there's no
di stribution under 731. There's a valid note. There was
a repurchase of the properties in a step transaction. W
shoul dn't be here.
ADM NI STRATI VE LAW JUDGE BRAVHALL: Ckay. Thank
you.
Ms. Long, are you ready to present FTB s case?
M5. LONG  Yes.

ADM NI STRATI VE LAW JUDGE BRAMHALL: Thank you

OPENI NG STATEMENT

M5. LONG This case is about a partner who
recei ved distributions in excess of his basis in a
partnership. 1n 2007 appellant was a nmenber of three LLC
Taking the Fifth, Fifth in Arizona Investors, and Bayside
Dom nation. Al three LLCs sold real property under
t hreat of condemmation in 2007.

The LLCs used the funds to repay | oans on their
properties and the remai nder stayed with the LLCs. The
LLCs then distributed a portion of the funds to the
menbers. The LLCs in this case are taxed as partnershi ps,
so partnership taxes will apply.

|"mgoing to begin with a brief overview of
partnership basis principles. Partnerships are flow

through entities. The character of tax is determ ned by

29




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

25

the partnership entity level, and tax liability is
determ ned and paid at the individual |evel by partners.
Al'l partners have a basis in their partnership interest.
Oiginally basis will be equal to the partner's
contribution to a partnership

Addi tional contributions increase a partner's
basis in a partnership, and distributions decrease a
partner's basis in a partnership. Wen a partnership
takes out a loan, the liability for the loan is shared
anong the partners. Each partnerships -- each partner's
share of debt is a deed contribution to the partnership,
whi ch increases their basis in the partnershinp.

And any decrease in the partner's share in the
partnership debt is a distribution fromthe partnership,
whi ch decreases basis of the partnership. A
partnership's -- a partner's basis in a partnership cannot
be reduced bel ow zero. Once basis is depleted, the
partner nust recogni ze gain. Using these principles we
will work our way through the four issues in this case.

| ssue nunber one, in an | RC 1033 transaction by a
partnership, nust the appellant partner recognize gain
resulting froma distribution in excess of his basis in
his partnership interest under |IRC Sections 731 and 752.

When these partnerships do that al one to purchase

properties, appellant's basis in the partnership
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increased. Wen the property was sold and the | oan
repai d, appellant whose basis in partnership decreased.
The | aw does not allow basis to be |ess than zero. Once
basis is depleted, the law requires any further
distributions to be recogni zed as gai n.

CGeneral ly, the | oan increase and decrease woul d
be a wash, unless during the intervening tine the partners
have reduced there basis. That nmeans that when the | oan
is repaid the basis gets reduced bel ow zero. To that
extent, appellant nust recogni ze gain.

In this case appellant received distributions in
two forns; in cash and in reliability relief. These
di stributions exceeded appellant's basis in the
partnerships and to the extent that these distributions
exceeded his basis, appellant nust recognize gain.

Now, |'d like to address liability netting. Wen
the partnership repaid their |oans, the appellant wants to
of fset the old |loans on the relinquished properties
agai nst new | oans taken out on replacenent properties.

The | aw does not allow these to be netted. 1033 gain
deferral is conpletely separate fromthe partnership tax
f ramewor k.

Not hi ng in 1033 gain deferral isolates partners

fromthe separate partnership tax rules. The fact that a

partner must -- a partner who receives a distribution in
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excess of basis nust recognize gain is not effected by
1033. Netting is only permtted for 1031 |i ke kind
exchanges because of 1031 regul ations that explicitly
provide for offset.

The 752 regul ation di scussed by appellant only
applies to single transactions, where that regul ation
specifically provides if as the result of a single
transaction. The relinquishnment of property and, you
know, a handful of years later the replacenent property,

t hose are not sinultaneous transactions. So that
regul ati on does not apply.

The I RS has confirmed this result explicitly in a
Revenue Ruling. And as stated in our brief, the Ninth
Crcuit Court of Appeal has held that Revenue Rulings are
entitled to substantial judicial deference.

| ssue nunber two, if gain is recognized, has
appel | ant established error in FTB's conputation of
appel l ant' s partnership basis. Appellant's basis
conmputations are clearly flawed and i nconsistent as
di scussed in our briefing. For exanple, appellant
attenpts to re-characterize cash distributions as |oans,
including distributions that were reported on appellant's
K-1 as cash distributions. Sinultaneously, appellant
erroneously asserts his deferred gainis a liability.

FTB's conputation of appellant's partnership basis is in
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our exhibit of our opening brief.

This brings us to issue nunber three, is partner
tax liability an offset to the anpbunt of partnership
nortgage liability relieved. Deferred gain is not a
liability because 1033 is a gain deferral nmechani smthat
does not create tax liability. 1033 allows a taxpayer to
defer recogni zing gain when property is involuntarily
converted and proceeds are used to purchase repl acenent
property.

It just allows taxpayers to carryover their basis
into a converted property. It does not create gain.
Appel l ant is asserting that his basis should increase by
the proceeds received with the converted property into a
repl acenent property purchased; however, this is not
correct. If the partnership fails to conplete a 1033
exchange, then it nust anend returns for prior years when
the proceeds were received or report the sale of the
property. And that would result in tax liability to the
partners as individuals, but that is not the operation of
a 1033. That is nerely the partnership selling the
property.

The potential for future tax liability for the
partners as individuals does not increase appellant's
basis in a partnership for nultiple reasons. First,

partnerships are flow through entities. They don't have
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tax liability at the entity level. It flows through to
partners. Thus, the tax liability, if any, would bel ong
to a partner as individuals, not the partnership. Second,
unrecogni zed gain is not a liability within a 752
regul ati on because it does not create basis, or give rise
to an i medi ate deduction, or give rise to an expense.

| ssue nunber four, were the distributions by the
partnership in 2008 nade as a partner |oan or as a
partnership distribution subject to IRC Section 731. As
di scussed in issue two, appellant asserts cash
di stributions were | oans. Appellant support for this
appears to be appellant's Exhibit 5, the agreenent.

The Regul ati ons and Revenue Rulings provide that
a transfer of funds froma partnership to a partner wl|
only be considered a loan if at the tine the funds were
advanced, the partner is under an unconditional and
enforceabl e obligation to repay the funds at a fixed
state. As stated in the Ninth Crcuit Court of Appeals in
Wel ch, the Court considered various factors to determ ne
whet her a bona fide | oan exist.

Chi ef anong these factors are whether the prom se
to repay as evidence by a note or other debt instrunent,
whet her interest was charged, whether there's a fixed
schedul e of repaynents, and whether repaynents were nade.

Appel l ant asserts his Exhibit 5 the agreenent, is a | oan
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agreenent. However, at paragraph nunber 6 of the newy
suppl enmental information here, seens to provide that the
| oan repaynent itself is discretionary.

Further, the agreenent seens to overall provide
that he's -- that the appellant was only required to repay
funds when a repl acenent property was purchased. And from
par agraph nunber 6, it appears that it's purely
di scretionary and whet her the appellant chooses to
reinvest those funds. This is not a | oan agreenent.
Effectively, if anything, it would be a contribution to
capital.

No interest was charged. No paynent date was
provi ded, and even appellant did not treat the funds as a
| oan. Appellant did not repay when new property was
purchased. Instead the partnership took out new |l oans to
obtai n repl acement property. Appellant was never required
to repay. And at this point, when the partnership took
out new |l oans to purchase replacenent property, appell ant
shoul d have reported cancel |l ati on of debt inconme. But
appel | ant wanted benefits of a | oan di sbursenment wi thout
bei ng banned on negative tax consequences when they did
not repay and never reported cancellation of an incone.

Al'l of these factors denonstrate that this was
not a loan. Not only has appellant failed to establish

that funds or the |oans, the contenporaneous acts in
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appel lant's own tax returns reported that they were
di stributions. Therefore, they decrease this basis.

In short, appellant cannot escape tax liability
by attenpting to re-characterize his distributions as a
| oan, his deferred gain, as a liability. He has received
distributions and to the extent these distributions exceed
his basis, he nust recognize gain

ADM NI STRATI VE LAW JUDGE BRAVHALL: Ckay. Any
qguestions of either party?

ADM NI STRATI VE LAW JUDGE GAST: No.

ADM NI STRATI VE LAW JUDGE CHENG  Just one. Was
there a federal audit in this case?

MR. SARCENT: There was not.

M5. LONG |I'mnot aware of a federal audited in
this case.

MR SARCENT: Again, the federal governnent has
never brought up an audit in the all the history I've seen
that | researched under 81-242. It's a noot point to them
because it was fi xed.

ADM NI STRATI VE LAW JUDGE CHENG  Thank you

ADM NI STRATI VE LAW JUDGE BRAMHALL: Was the | oan
ever repaid?

MR SARCGENT: Parts of it went back in. Parts
were refinanced. By himsigning a recourse |oan, a

guarantee, it was tantanount to repaynent. Their options
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were when we went out to find financing, under 1033 you
can utilize funds or -- you're required to either utilize
funds or replace the property.

When they went out to replace the property, they
obt ai ned new debt, which they signed for personally under
the new debt. That took place in 2011 to 2013. The FTB
woul d have you believe that sonmehow a note that was a note
in 2007, 2008, changed in 2013 and was no | onger a note.

| got a '70 Chevelle. Wen | bought it, it was
red. | repainted it back to the original color. It was
still red when I got it. It hasn't changed.

ADM NI STRATI VE LAW JUDGE BRAVHALL: So was the
| oan repai d?

MR. SARCGENT: The | oan replaced -- the | oan was
repl aced with another |oan that the taxpayer signed for.

ADM NI STRATI VE LAW JUDGE BRAVHALL: Ckay. |If
there's no other questions, you may have 5 or 10 m nutes

to make your closing statenent.

CLOSI NG STATEMENT

MR. SARCGENT: The FTB wants you to believe that
my client is sonmehow the bad guy here because his property
got replaced. They read sonething in the 2003-56 that was
not there. They used -- they're hanging on that for bad

policy. Wrse, they are trying to create law in that
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sonehow Section 1033 needs to now hel p out Section 752
when the Rev. Ruling in '91 fixed all that.

This was a step transaction, and the FTB uses
step transactions all the time when they're enforcing swap
and drop transactions under 1031. Suddenly they don't
believe that you -- they can pick and choose what is and
what isn't a step transaction. M clients entered into an
agreenent. That agreenent was very clear.

It stated that they were going to get funds from
a 1033 transaction; that they were going to replace those
properties that were sold; that in interimthey were going
to be able to borrow noney, but they had to pay it back in
order to get the properties, repurchase, which had been
done.

My client utilizing a newloan to pay for the
| oan he had taken out. So it was all a single step. He's
never got off the hook. And the bottomline is this, that
t he you shoul dn't have anything that conmes out that woul d
obscure the inconme of a pass through to nmake it any
different or worse than what an individual woul d have
been. And that's what happened here.

My client went in, took the transaction fromA to
Bto Call under the terns of their agreenment and their
plan. They conpleted their plan. And now the FTB wants

to say, "Ch, no. Let's just count this one over here, and
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then we'll count this one over here. Then we'll count
this one over here."

Well, if you have the al phabet, you have to use
t he al phabet. You can't say no, we're just going to | ook
at A, and we're just going to look at F or Q If sonebody
has put the al phabet together, which they did under their
agreenent prior to the 1033 transacti on even being
conpl eted, that agreenent has to stand in place. And that
i ncludes the I ending. That includes the replacenent
property. A to Z, soup to nuts.

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

Cl osi ng?

M5. LONG Yes, thank you.

CLOSI NG STATEMENT

M5. LONG | want to respond to a few points nade
by appellant's representative. First, the 752 regul ation
he's discussing, | want to repeat that it requires to have
l[iability netting under that regulation. It nust be part
of a single transaction. Now, to get to a single
transaction, the appellant is asking you to recast his
relinqui shment replacenent property spread anong a handf ul
of years as a single transaction.

However, you know, step transaction doctrine is
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not going to apply in this case. You can't nerely recast

the transaction that you took in the formyou would Iike
it to have been in. As the Suprene Court has held in
Mol i ne, a taxpayer may choose the formin which they do
busi ness, and they can choose how their transactions are
shaped. But they are bound by that choice to accept the
advant ages and di sadvant ages.

Appel l ant has al so stated that partnerships are
treated unfairly in this. And | wll grant that the

partnershi p consequences are uni que to partnerships, but

the normal -- but the benefits of a partnership were
chosen by the taxpayer -- by the Appellants in this case
for the benefits in the formof a partnership, I'Il offer
you.

But the two primary fornms of business entities
formed by small businesses are either LLC taxable as

partnerships as in this case, or S corporations. And

want to contrast the treatnment here. Wat woul d happen if

this were an S corporati on.

How does an S corporation be -- liability would
not be shared anong the nenbers in the first place? So
you're not going to have the increase in basis and a
decrease in basis that occur on partnerships. Partners,
unli ke S corporations and other entities, get that basis

increase for their share of partnership liability. And
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then they get the decrease when the liability is paid off.

It's only if that during that intervening tine
the basis is depreciated that it will be bel ow zero.

O herwise, it would just be a wash. So it's -- it is a
uni que treatnment of partnerships, but it has its benefits.
It also has its disadvantages. And when you choose your
form of conducting business, you are bound by bot h.

MR IMMORDING | just want to add a couple of
poi nts regarding the 752 regul ati ons and 1031 regul ati ons.
It's inportant to note that these are two conpletely
separate set of regulations. The regul ations under
1.752-1(f), this is the codification of a single
transaction, which is discussed in General Counsel
Menmor andum 38389 and Rev. Ruling 81-242.

And, you know, in the General Counsel Menorandum
and Rev Rule, the IRS nmakes it very clear that the single
transaction rule only applies to these instantaneous
events. And when they codify the single transaction rule
in the 91 regulation in 1.752-1(f), the exanples in the
regul ation al so nmake that point; how there's an exanpl e of
contribution to a partnership. And it tal ks about the
various increases and decreases of liability and how t hose
get netted.

It also tal ks about a partnership nerge as the

ot her exanple. And again, these are instantaneous events.

41




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

25

I f you al so | ook at the treasury decision, which is behind
the 91 regul ations, these also tal k about the application
of a single transaction rule in the context of
i nstant aneous event. And they are consistent with the 81
Rev Rul e and the GCM

And then to go back to the other regul ations
which are at issue here, which is the 1031 regul ati ons.
These are liability netting rules which apply only for
1031. There's been no | aw which would allow themto be
applied for 1033. And | also note that if one were to go
down the path and apply those liability netting rules for
1033, in this case it would result in a massive anount of
gai n recognition

One of the issues between 1031 and 1033, the way
that replacenment works is it works conpletely differently
mechanically. In 1031 you have cash. You have liability
that get relieved. And the cash has to get reinvested in
new properties and the liability has to be assunmed under
the new property. But 1033 works under an entirely
di fferent mechani sm as appel |l ant has noted a nunber of
times.

When they had their property condemed in the
1033 transaction, the appellant received a | ot of cash,
and they didn't use that cash to purchase repl acenent

property. Instead in 1033 you just have to purchase a
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val ue of replacenent property which is equal to the val ue
of the property that was condemed.

And so in this case, the taxpayer kept nost of
the cash, and they used liability to purchase the
repl acenent property. Well, if the taxpayer wanted to
apply the liability netting rules in this case, they would
al so have to apply the liability netting rule, which
i nclude that you cannot offset cash boot with liability
boot. And that's what woul d have happened in this
i nst ance.

And so if one were to follow that analysis, it
woul d result in a massive anount of gain. But
nonet hel ess, there's no legal authority and there's -- and
no way for the 1031 liability netting rule to apply to
1033, especially as the law for the two. There's no
conparison. There's no simlar application

When 1031 and 1033 | aws are applied back and
forth, it's where they have the sane | egal standard. The
nost notable is the Iike kind standard. Under 1033(g) the
i ke kind standard can apply to certain replacenent
property in the conversion. So 1031 and 1033 have the
sane |ike kind standard.

In this instance, the Courts will cite |ike kind
law for the two cases -- or for the two statutes, you

know, regardl ess of which one -- which statute that |aw
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was from But there are not instances of other areas of
1031 or 1033 law being applied to each other where there's
not that sanme |egal standard, which is the case in
l[iability netting.

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

MR SARCENT: 1'd like to nmake a point here.

ADM NI STRATI VE LAW JUDGE BRAMHALL: Fina
rebutt al

MR, SARCGENT: Perhaps nmaybe it was just ne
listening to what he said and taking it verbatim but it
sounds to nme like he's just trying to say that there was
liability boot for cash -- for tracing of the cash in a
1033 transaction, which there's not. There never has
been. That traceability went away in 1961.

He's trying to say if |I replace a property, |
have to put the cash and the liability back in. But the
1033 allows ne to put -- | can -- | can keep all the cash
and replace it with 100 percent liability. 1 still owe
t hat noney because | owe it in the formof a |oan.

ADM NI STRATI VE LAW JUDGE BRAVHALL: | didn't hear
hi m say that.

MR, SARCGENT: He said that the way it acted was
you had to put the noney and the cash in.

ADM NI STRATI VE LAW JUDGE BRAVHALL: [In a 1031
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MR. SARCGENT: | don't know how they account for
752-1(f) under a single plan when they are saying
i nst ant aneous, and yet instantaneous you have an overl ap
of rules. Now under 2003-56, the fact that it didn't
i nclude 1033, that's not an instantaneous transaction.
It's the same anal ogous transacti on.

|'ve got a sale here and a replacenent here.

It's not instantaneous. Nowhere in it does it say it's

i nstantaneous. That's why they had to put the overl apping

rules in there. But the fact that it's not included does

not mean it's excluded, as what they would |l ead you to

bel i eve.

This was an entirely step transaction. They went

in. They had an agreenent before the property was sol d.
Look, we're going to get this noney, and we're going to
replace that. That's what they did, a single step. It

was never broken apart.

ADM NI STRATI VE LAW JUDGE BRAMHALL: Ckay. Thank

you.
Any questi ons.
ADM NI STRATI VE LAW JUDGE CHENG  No questi ons.
ADM NI STRATI VE LAW JUDGE GAST: No. | think I
good. Thank you.
ADM NI STRATI VE LAW JUDGE BRAVHALL: Al right.

So that concludes the hearing then. ['mgoing to close

m
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the record. The case is submtted for decision on
April 25th, 20109.

Thank you for your presentations they were both
clearly presented, your cases, and we appreciate that.
And we'l| take this under consideration and have a witten
opinion. Qur goal is within a 100 days. Thank you.

(Proceedi ngs adjourned at 11:04 A M)
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