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Sacranmento, California; Friday, Decenber 16, 2022
1: 08 p. m

ALJ LONG W are now on the record.

Good afternoon. | am Andrea Long, the | ead ALJ
for this appeal. W are here today for the consolidated
appeal s of McGarvey-Clark Realty, Inc., and Avis Budget
G oup, Inc. The OTA case nunber is 18083623 and
18083632. It is Friday, Decenber 16, 2022, and it is
1:08 p.m The hearing is taking place in Sacranento,

Cal i fornia.

W will begin with the parties stating their
names and who you represent for the record, and we w ||
start wwth FTB.

MR. LAISNE: M chael Laisne, Brian Wrking, and
Todd Watkins for Franchi se Tax Board, Respondent.

ALJ LONG And for Appellants?

MR. VESELY: Yes. Jeffrey Vesely and Zach
Atkins fromPillsbury Wnthrop Shaw Pittnman for
Appel | ant s.

ALJ LONG Thank you. And with ne on the panel
t oday are Judges Andrew Kwee and John Johnson. And with
no objections by both parties, Judge Kwee is
substituting in for Judge Lanbert.

I"'mthe lead ALJ for this appeal. | wll be

Kennedy Court Reporters, Inc.
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conducting the proceedings in this matter, but ny
co-panelists and | are equal participants. W wll be
review ng the evidence, asking questions, and reaching a
determ nation in this appeal. The parties have agreed
that the issues before us today are whether the
Franchi se Tax Board issued a tinely notice of proposed
assessnent to each Appell ant, whether Appellants’
transaction constitutes a statutory nerger that
qualifies as a tax-free organi zation under |IRC Section
368(a)(1) (A, and whether the late filing penalties were
properly inposed.

Appel l ant submts Exhibits 1 through 8 [sic]
whi ch are hereby admtted w thout objection; and FTB
submts Exhibits A through AA, which are hereby admtted
wi t hout obj ecti on.

(Appel lants' Exhibits 1 through 28 admtted.)

(FTB's Exhibits A through AA admtted.)

ALJ LONG Ckay. | think we are ready to begin
each party's presentation. Appellants, you have 60
m nutes to nmake your presentation, and you may begin
when you' re ready.

MR. VESELY: | want to make sure -- you said
Exhibits 1 through 28, not just 8? | thought --

ALJ LONG Correct.

MR. VESELY: Ckay. Thank you.

Kennedy Court Reporters, Inc.
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PRESENTATI ON
BY MR VESELY, Counsel for Appellant:

Good afternoon, and thank you for the
opportunity to present our appeal today. As you are
aware, the -- this appeal involves tax year 1999. There
are three issues involved. First, whether the notice of
proposed assessnents, the NPAs issued by the FTB to
Appel l ants, were tinme-barred by the statute of
limtations; second, even if the NPAs were tinely, which
we do not concede, whether the NPAs are invalid because
the AFLMC nerger -- which | will define bel ow --
qualified as a tax-free reorgani zati on under | RC Section
368(a)(1)(A); and finally, third, whether the delinquent
filing penalties assessed agai nst Appellants are
erroneous.

Now, the first issue, statute of limtations
issue. It is Appellant's position that an NPAs which
were issued in 2013 are nore than 13 years after the
returns were filed for the 1999 tax year are barred by
the statute of limtations.

Under California |law an NPA nust be issued
within four years after the return was filed. Bal ance
returns for 1999 were filed in 2000. No general waiver
of the statute of limtations was executed by Appellants

for 1999. Only a limted wai ver was executed. The

Kennedy Court Reporters, Inc.
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wai ver was limted to adjustnents resulting froma final
federal determ nation or adjustnents for 1999.

In order for the FTB's NPAs to be tinely, there
nmust have been a final adjustnent nade by the IRS to
Appel l ants' gross incone, penalty, credit or tax for the
1999 tax year related to the nmerger between PHH Hol di ngs
Corporation and Avis Fl eet Leasi nhg Managenent
Corporation, which is AFLMC. And that is the AFLMC
nerger that we're tal king about. There was no such
final adjustnent nade by the IRS for 1999 related to the
AFLMC nmerger. As such, the FTB's NPAs were untinely and
thus are invalid.

The second issue is assum ng W thout conceding
t hat the NPAs were sonmehow not tine barred, the FTB' s
NPAs are still erroneous because the AFLMC nerger was
tax-free. The nmerger occurred in 1999 and satisfy the
requi renments of | RC Section 368(a)(1)(A and Treasury
Regul ati ons Section 1.368-2(b)(1) existing at that tine.

In 1999 I RC Section 368(a)(1)(A) nerely
required that the transaction be a statutory nerger or
consolidation. In 1999 at the tinme of the nmerger, the
Treasury Regul ation Section 1.368-2(b)(1) sinply stated
that to qualify as a Type A reorgani zation or a tax-free
nerger, the transaction had to be a nerger effected

pursuant to the corporation laws of the United States,

Kennedy Court Reporters, Inc.
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or a state or a territory or the District of Col unbia.

The AFLMC nerger was carried out pursuant to
the corporation laws of the state of Texas, thus the
nerger satisfied the requirenents existing under federal
| aw and California law -- excuse nme -- in 1999 to be
consi dered a tax-free nerger.

And finally, the FTB' s inposition of the
delinquent filing penalty is inproper as Appellants do
not owe any additional tax for 1999 tax year. W wll
address each of these issues.

Now, the first issue is the statute of
[imtations issue. And under California | aw the
standard statute of limtations for issuing an NPA is
under Section 19057, which provides in pertinent part:
Every notice of proposed deficiency shall be mailed to
the taxpayer within four years after the return was
filed.

Now, that statute of limtations may be
extended by a waiver by the taxpayer, executed by the
taxpayer. And that's under Section 19067. No general
wai ver of the statute of limtations was executed by
Appellants in 1999. Only a limted wai ver based on a
final federal determ nation was executed. Appellants’
Exhibit 2 is a copy of the waiver that we're talking

about. We'll look at it alittle bit closer in a bhit.

Kennedy Court Reporters, Inc.
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Now, the statute of limtations for issuing an
NPA resulting froma final federal determ nation has a
nunber of statutes that we need to look at. And the one
that's as inmportant as anything in this case is 18622 of
t he Revenue Taxation Code. And subdivision (a) provides
in pertinent part: |If any itemrequired to be shown on
a federal tax return, including gross incone, deduction,
penalty, or tax for any year of any taxpayer is changed
or corrected -- and those are key words, changed or
corrected -- by the Comm ssioner of Internal Revenue
results in a change in gross incone or deductions, that
t axpayer shall report each change or correction wthin
six months after the due date of each final federa
determ nation of the change or correction.

Now, it's inportant to note not only the change
of correction | anguage but also the word "final" that's
in here. Only final federal determ nations are required
to be reported. And final neans final. Initial
positions by the IRS an audit that don't becone the
final determ nation are not final determ nations, and
that's inportant for this case -- excuse ne.

Now, another statute that starts to get into
the statute of limtations in this area is 19059(a), and
it provides in pertinent part: |f a taxpayer required

by subdivision (a) of Section 18622 -- which we just

Kennedy Court Reporters, Inc.
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read -- to report a change or correction by the
Comm ssi oner of Internal Revenue and does report the
change or correction within six nonths after the final
federal determnation, or the IRS reports that change or
correction within six nonths after the final federal
determ nation, a notice of proposed deficiency
assessnent resulting fromthose adjustnents -- again,
key words here that we need to keep in mnd, resulting
fromthose change or correction. |f you step back and
| ook at the statutes, they equate change or correction
wi th adjustnents, and that's what we've got to | ook at
here -- resulting fromthose adjustnments nay be nail ed
to the taxpayer within two years fromthe date when the
notice is filed with the FTB by the taxpayer or the |IRS.
Now, the next statute, 19060(b), is also
rel evant here, very relevant in this case, because it
tal ks about the notification being after the six-nonth
period. It provides: |If after the six-nonth period
required in Section 18622, a taxpayer or the IRS reports
a change or correction by the Conm ssioner of Internal
Revenue, a notice of proposed deficiency assessnent
resulting fromthe adjustnent may be mailed to the
taxpayer within four years fromthe date the taxpayer or
the IRS notifies the FTB of that change or correction.

Now, in this case the AFLMC nerger occurred on

Kennedy Court Reporters, Inc.
800. 231. 2682
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June 30th, 1999. The IRS did not nmake any changes or
corrections to Appellants' 1999 federal return rel ated
to the AFLMC nerger. No adjustnents. Thus under the

pl ai n | anguage of Section 18622, 19059 and 19060,
Appel l ants were not required to report any final federal
adj ustnent or determination related to the nmerger with
respect to the 1999 tax year since there was none.

Now, let's ook at this a little closer about
the reporting requirenent, and it's very cl ear under the
statutes that Appellants did not have a reporting
requi rement under 18622 with respect to the 1999 tax
year related the AFLMC nerger. Appellants' treatnent of
the AFLMC nerger as a tax-free nerger in 1999 on their
tax returns was not changed by the IRS. The only fina
federal determnation related to the nerger was the
federal closing agreenent entered into by the IRS and
Appel lants for tax years 1998 to 2002 and signed on
February 13, 2007. And that is Exhibit -- Appellants’
Exhibit 1, and we're going to go over that one pretty
cl osely here shortly.

Now, under California |law and actually --
actually regul ation 19059, a federal closing agreenent
is noted specifically under 19059(e) (1) as an exanpl e of
what is a final federal determnation. So it says the

follow ng: 19059(e) says: "A final determnation is

Kennedy Court Reporters, Inc.
800. 231. 2682
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irrevocabl e term nation or adjustnent on taxpayer's

federal tax liability fromwhich there exists no further

right of appeal either admnistrative or judicial. For
exanple." and then subdivision (1): "A closing
agreenent” -- as -- an exanple here -- "nmade under

Section 7121 of the Internal Revenue Code finally and
irrevocably adjusting and settling the taxpayer's tax
ltability." That's what we have here. W have a

cl osi ng agreenent under 7121.

Now, that same position with respect to that a
closing agreenent is a final determ nation here was al so
in Exhibit 21 for Appellants. W gave a copy of the
Chi ef Counsel Ruling 2001-1278, which specifically
states the sane there. And there's been case |law at the
Board of Equalization that also confirned that. One
exanple is Appeal of Meyer. That was 96- SBE-012. Al
of these things say the sane thing, that that is a final
determ nation -- a federal determ nation, excuse ne.

Now, in this case the federal closing agreenent
is crystal clear that the only tax year that the IRS
adj usted was 2002. Appellants' 1999 federal tax return
was not adjusted by the I RS under the closing agreenent.
A review of several key paragraphs of the closing
agreenent underscores the fact that the IRS did not

adj ust Appellants' 1999 federal tax return.

Kennedy Court Reporters, Inc.
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First, nost inportantly, nowhere in that
closing agreenent is there a final federal determ nation
that the AFLMC nerger in '99 was not tax-free. There's
a |l ot of whereas paragraphs but not the concl usion that
that was not tax-free. And that's page 5 through 7 of
t he cl osi ng agreenent.

Second, there was no additional tax liability
for the 1999 tax year under the closing agreenent. Only
for 2002, page 7, paragraph 8 is explicit in this
regard.

Third, the additional inconme tax assessed by
the I RS, which was approximately $60 m|lion under the
cl osing agreenent, was only for the 2002 tax year and
was related to a settlenent of a wide variety of issues.
See pages 6 and 7 of the closing agreenent.

Fourth, Appellants were not required to file an
anended return for 1999 under the closing agreenent.
Page 7, paragraph 7.

Fifth, indeed, Appellants were prohibited from
amendi ng their 1999 return to cl ai mdepreciation or
anortization deductions, which if the AFLMC nerger had
been taxabl e woul d have ot herw se been available to
them See page 7, paragraph 5.

Si xth, the sale of the European fleet assets in

2001 resulted in a gain of $621 mllion, an anount

Kennedy Court Reporters, Inc.
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cal cul ated using the original basis for those assets and
not a stepped-up basis, cost basis, had the AFLMC nerger
been a taxable transaction. See page 6, paragraph 1.

Appel l ants were required to pay federal tax on
the $621 million gain on the sale of European fl eet
assets, an amount significantly |arger than woul d have
been the case if the nerger, AFLMC nmerger, was nhot
tax-free and the assets had a stepped-up basis. It's
all in the closing agreenent.

Nunmber 7, Seventh, interest on the $60 million
tax amount due for the 2002 tax year only accrued from
March 15t h, 2003, the due date of the 2002 return, not
fromthe due date of the 1999 return. Page 7,
par agraph 9.

And finally, Appellants paid tax and interest
totaling $71.5 mllion for the 2002 tax year on
June 15th, 2006. And that's at page 7, paragraph 10.

Now, notably, if the AFLMC nmerger was not
tax-free, the gain fromthe transaction, the 1999
transacti on, would have been approximately 1.5 billion,
with a "B," dollars.

And the tax, the federal income tax on that
amount woul d have been roughly 525 mllion with
approximately 71 mllion of interest or a total of

al nost $600 mllion rather than the 71.5 mllion

Kennedy Court Reporters, Inc.
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Appel I ants paid under the closing agreenent. |In all,
the closing agreenent is very clear that there was no
adj ustnent, no change, no correction to the 1999 tax
filing position of tax-free nerger under the AFLMC
nmer ger under the cl osing agreenent.

Now, the key case in California is an old one,
and thank God it was before | started practicing. Even
it's called Montgonery Wards vs. the FTB 1970. And it
tal ks about the application of the predecessor of 19059.
And in that case -- | won't read it all to you, but I
strongly urge you read it again because it's a good one
to |l ook at of how the different statues of limtation
kick in with respect to federal adjustnents.

The FTB acknow edged in that case, at
Footnote 10, that the extension of the statute of
limtations under the predecessor of 19059 was limted
to adjustnents as may result from changes and
corrections made by the IRS to the taxpayer's federa
return.

Very inportant again: Results from changes and
corrections made by the IRS. Sane resulting from
federal adjustnent |anguage. Throughout that deci sion,
the Court of Appeal refers to deficiencies resulting
fromadjustnments to the taxpayer's federal return, not

to any return of a taxpayer but to "the" federal return.

Kennedy Court Reporters, Inc.
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And those are pages 168, 169, and 170.

Now, since Appellants' treatnent of AFLMC
nmerger as a tax-free statutory nerger was not changed by
the IRS under the closing agreenent, i.e., the I RS made
no adjustnents to Appellants' 1999 return, federal
return related to the nerger, Appellants had no
reporting requirenment under Section 18622 for 1999. And
since there were no final adjustnents for 1999 rel ated
to the AFLMC nerger, there was nothing for Appellants to
report to the FTB for 1999 -- excuse ne -- under 18622.
As such, the standard four-year statute of |imtations
under Section 19057 for issuing an NPA applies in this
case.

Now, since the 1999 return was filed on or

about Cctober 15th, 2000, the NPA for 1999 was required
to be issued on or about October 15th, 2004, four years
later. The FTB's NPA in this case was issued
Novenber 20, 2013, or over nine years later. Now, as
noted previously and this is a very inportant fact in
this case, Appellants did not agree to extend the
California statute of limtations for all purposes.
They only executed a limted waiver for the issuance of
an NPA resulting froma final federal determ nation for
1999 to 2002.

Now, Exhibit 2 is a copy of that waiver, and it

Kennedy Court Reporters, Inc.
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is -- it is very inportant to take a | ook at that thing
because that exhibit has three things on the face of it.
At the top of it, it says -- the title says the "Consent
to Extend Statute of Limtations Wen Federal

Adj ustnents Reported.” In the body of the waiver, it
says -- makes references to Sections 19059 and 19060.
Both the statutes deal with adjustnents fromfina
federal determ nations.

And finally, at the bottom of the waiver on the
right, it has the terns "RAR waiver." This -- and
t hroughout the audit files it's very clear that the
auditor recognized that. So what we have here is a
wai ver that was very limted. It was [imted to sinply
the half -- fromsonething resulting froma fina
federal determ nation, not for all purposes. So since
there was no final federal determ nation for 1999 or
adj ust nent under 1999 for -- '"99 related to the nerger,
such wai ver does not say the FTB's NPA for 1999.

So in conclusion, the NPAs for 1999 are
untinely. There was no final federal determ nation or
adj ustnent nade for 1999 related to the AFLMC nerger.
Appel l ants' treatnent of the AFLMC nerger as a tax-free
statutory nmerger on its '99 return was not changed by

the IRS. Under Section 18622 there was nothing for

Appel lants to report related to the nerger for 1999.
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And finally, the waiver which was executed was
alimted wai ver and does not save the FTB's NPAs since
there was no final federal determi nation or adjustnents
under '99 made in '99, related to the nmerger, thus the
four-year statute under Section 19057 applies. The NPAs
were due in 2004. They were issued in 2013. They're
nine years | ate.

Now, I'd like to go to issue nunber two. So
I ssue nunber two has to do with whether the nerger was
tax-free or not. And assum ng w thout conceding -- and
bel i eve me, we don't concede this whatsoever -- that the
'99 NPAs were sonehow tinely, the AFLMC nerger qualified
as a tax-free statutory nerger under Section -- IRC
Section 368(a)(1)(A) and Treasury Regul ation Section
1.368-2(b)(1) in "99 when the nerger occurred. Ckay.

So what are the requirenents? Wat did those
provi sions say? |RC Section 368(a)(1)(A) provided and
still provides a quote: The term "reorganization" neans
a statutory nerger or consolidation.

California confornms to that under Section
17024.5(a), 23051.5(a)(1l), and Section 24451 of the
Revenue and Taxati on Code.

In 1999 -- this is key, a key fact here -- the
Treasury Reg Section 1.368-2(b)(1) provided the

following quote: In order to qualify as a

Kennedy Court Reporters, Inc. 19
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“reorgani zation" under Section 368(a)(1)(A), the
transaction nust be a nmerger or consolidation effected
pursuant to the corporation laws of the United States or
a state or aterritory or the District of Col unbia.

And we have a copy of that as Exhibit 11 in the
files.

Regul ations that the IRS -- or Treasury has
pronul gated are applicable for California purposes. As
you well know, 23051.5(d) is the statute for that under
t he Revenue and Tax Code. Most inportantly, for
pur poses of this appeal, in 1999 when the nerger
occurred, there was no requirenent under the IRC or the
Treasury regs that the target corporation had to be
| i qui dated or otherw se cease its separate | egal
exi stence for all purposes.

Now, the AFLMC nerger occurred on June 30,

1999, and was carried out pursuant to the corporation

| aws of the state of Texas which allowed the survival of
both PHH Hol di ngs and AFLMC after the nmerger, the two
parties to the nmerger. Texas |law, which was enacted in
1989 -- or ten years prior to this nmerger -- was in
effect in 1999, permtted both entities in the nerger to
survive. W have Exhibits 19 and 25. N neteen is
actually the official notice taken by the Ofice of Tax

Appeal s of the Texas statutes, and 25 is -- gives

Kennedy Court Reporters, Inc.
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Section -- Article 5.01, which allows a little nore
color toit. But both of themare very consistent.
There was no requirenent that the target corporation had
to be |iquidated.

Now, in this case there is no dispute that the
AFLMC nerger was done in accordance with Texas law. See
FTB' s opening brief at page 2. They do not take issue
with that. So under the plain | anguage of | RC Section
368(a)(1) (A and Treasury Reqgul ati on Section
1.368-2(b)(1), which were in effect on the date of the
nmerger June 30, 1999, the AFLMC nerger qualified as a
tax-free statutory nerger under |RC Section
368(a)(1)(A).

Now, the straightforward conclusion right from
the words of the statute and the regulations it is
further supported by the IRS anendnents to Treasury
Regul ation 1.368-2(b)(1) subsequent to 1999. | ndeed,
amendnents to the Treasury regul ati ons subsequent to ' 99
provi de conpel ling evidence that the AFLMC merger
qualified as a tax-free statutory nerger under
Section 368(a)(1)(A) of the IRC

First, on January 23, 2003, al nost four years
after the AFLMC nerger took place, the IRS anended its
Treasury regs to add a liquidation requirenment to the

definition of the term"statutory nerger or

Kennedy Court Reporters, Inc.
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consol i dation."

Now, see tenporary Treasury Regul ati on Secti on
1.368-2(t)(b)(1)(ii)(B), and that's Appellants’

Exhibit 18. Now, what's inportant there is not only the
addition of the liquidation requirenent there is the
effective dates, and those were -- those were crucial in
this case. So the effective date of the anendnent under
the Treasury regul ations, and indeed Subdi vi sion
(b)(1)(v) is explicit, says that it was January 24t h,
2003. The tenporary reg specifically provided that the
anmendnent applied to all transactions incurred --
incurring on or after January 24, 2003. Prospective.

Not retroactive, prospective. The regul ations,
tenporary regs go on to say, Well, what about
transactions before that date? Wuat do you use?

And it's -- the regs say that taxpayer should
apply Treasury Regul ation Section 1.368-2(b)(1) as in
effect before January 24, 2003. It's also on under
(b)(1)(v) of the tenporary regs. Now, that section
shoul d sound kind of famliar because that's the one
that's applicable to our years. The Treasury
Regul ations 1.368-2(b)(1) in effect before January 24th,
2003, as | said before, did not have a |iquidation
requirenment. That is the one that we need to be | ooking

at for our case here.
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Now, the IRS went on three years later, in
2006, January 26, 2006, and they issued fina
regulations in this area incorporating the |iquidation
requirement first introduced in the 2003 tenporary regs.
Exhibit 20 is a copy of those final regulations. And,
i ndeed, what you want to look to is final Treasury
Regul ation Section 1.368-2(b)(1)(ii)(b) and that sets
forth the liquidation requirenent in the regs. But
again, the key part for our case here today is that --
the effective dates that are laid out there and they are
under subdivision (b)(1)(v), again.

Ef fecti ve date of the anendnents was
January 23, 2006. And the final regs specifically
provi ded that the anendnent applied to transactions
occurring on or after January 23, 2006 prospective.
Seven years after our -- six years -- six and a half
years after our transaction. For transactions occurring
bef ore January 23, 2006, the final regulations, |ike the
2003 tenporary regul ations, instructed taxpayers to use
Treasury Regul ation Section 1.368-2(b)(1) as in effect
bef ore January 24, 2003. And that is under (b)(1)(v)
again. Again, that particular version of the
regul ations, which is what's in effect during our years,
did not have a liquidation requirenent. It was the

version that we need to be | ooking to here.
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Now, stepping back, by anmending the Treasury
regs and maki ng those anendnents prospective, the I RS
made it very clear that the liquidation requirenent was
a change in the law. This is further supported by the
| RS specifically instructing the taxpayers with
transacti ons occurring before January 24th, 2003, to use
the Treasury regul ati ons which were in existence at that
time and which had no |iquidation requirenent.

In summary, with respect to the nerger issue,
the AFLMC nerger was a tax-free statutory nerger. |t
fell directly within the plain | anguage of I RC Section
368(a)(1) (A and Treasury Reqgul ati on Section
1.368-2(b)(1) existing at that tinme. The subsequent
amendnents to Treasury Regul ations Section 1.368-2(b)(1)
in 2003 and finally in 2006 confirmthat result. The
nmerger was tax-free for our purposes.

Now, the final issue is the penalty issue.

Now, the inposition of delinquent filing penalty in this
case i s inproper because Appellants do not owe any

addi tional tax for 1999 because the NPAs were untinely
and thus invalid. Even if the NPAs were sonehow
determned to be tinely -- excuse nme -- the inposition
of the penalty would still be inproper because the
nmerger was a tax-free transaction and no additional tax

woul d be due for the 1999 tax year on that basis as
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wel | .

Section 19036 provides the follow ng:
“Notwi t hstandi ng any provision to the contrary, any
interest, penalty, or addition to tax, inposed under
Part 10 (commencing with Section 17001) Part 11 --
(commencing with Section 23001) or this part may be
assessed and collected in the same manner as if it were
a deficiency."”

Thus since there would be no tax deficiency in
this case because of untinely NPA or that the nerger is
tax-free, the NPAs would be invalid in all amounts --
tax, interest, and penalties, which were inposed --
proposed to be assessed nust be reversed. | would
reserve the rest of ny time for rebuttal. Thank you.

ALJ LONG Thank you. We wll go on to FTB's

presentation. You may begi n when you're ready.

PRESENTATI ON
BY MR, LAI SNE, Counsel for FTB:

Good afternoon. M chael Laisne, Brian Werking,
and Todd Wat ki ns appeari ng on behal f of Respondent
Franchi se Tax Board.

This case is a case first and forenost about
consi stency, consistency for California tax purposes

with the conclusion of an IRS audit resulting in an I RS
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cl osi ng agreenent and consi stency of a revenue ruling
Wi th previous historical context, |egislative history,
case |law, and | RS gui dance.

There are three overarching issues in this
appeal. First, whether the statute of limtations was
open at the tine the notice of proposed assessnent was
i ssued; second, whether the AFLMC transaction net the
requirenments for a tax-free statutory merger under |RC
Section 368(a)(1)(A), also known as a Type A nerger or
statutory nerger; and, three, whether the delinquent
filing penalty applies.

In this case, as outlined in the briefs, an
all eged tax-free statutory nerger was entered into under
the laws of Texas resulting in nultiple entities
surviving the nerger in 1999. The IRS audited
Appel l ants for tax years 1998 t hrough 2002. One of the
concl usions of the audit can be found in Form 886-A,
Respondent's Exhibit G which concludes that the nerger
failed both due to the I aw stated in Revenue
Rul i ng 2000-5 and because it did not nmeet the continuity
of sharehol der interest requirenents; however, a closing
agreenent was entered into by Appellants and the IRS
whi ch placed that liability in 2002.

['"l'l now let ny co-counsel Brian Wrking have

the floor to discuss the statute of limtations issue
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and the related facts in greater detail.

MR. VERKI NG Thank you, M chael.

PRESENTATI ON
BY MR VERKI NG Counsel for FTB:

The first issue in this appeal is whether
Respondent mail ed the 1999 proposed deficiency
assessnent within a open statute of limtations. The
1999 proposed deficiency assessnent nailed to Appellants
on Novenber 20th, 2013, was tinely mailed within an open
statute of Iimtations because the proposed deficiency
assessnent resulted froma federal determ nation that
the 1999 AFLMC transaction was a taxable sale, and
Appel lants tinely executed a waiver to extend the
statute of limtations to assess additional tax for the
1999 tax year until Decenber 31st, 2013.

Section 18622 requires taxpayers to report each
change or correction to any itemrequired to be shown on
a return, including tax within six nonths after the
final federal determ nation date. Subdivision (d) of
that statute specifies that the final federa
determ nation date that triggers the six-nonth period is
t he date on which each adjustnent or resol ution
resulting froman I RS exam nation i s assessed.

| RC Section 6203, the underlying regul ations
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and Revenue Ruling 2007-21 provide that the fina
federal determ nation date is the date on which the
adjustnent is reported as an assessnment on an |IMF or an
account transcript. This interpretation of the final
federal determ nation date has been affirnmed by the
Board of Equalization in its opinion denying a petition
for rehearing in the appeal of Unified Precious Mtals
adopt ed on August 25th, 2015, and by the OTA in the
appeal of Yazdinian adopted April 19, 2019, Appeal of
the Estate of Chewning adopted July 9th, 2019, and the
Appeal of Fonseca adopted Novenber 5th, 2021, and shoul d
simlarly be applied here.

If, after the six-nonth period required to
report a federal adjustnent, a taxpayer or the IRS
reports the change or correction, Section 19060 all ows
Respondent four years fromthe date of the notification
to mail a proposed deficiency assessnent resulting from
t he change or correction.

Pursuant to Section 19067 where a taxpayer
executes a state waiver before the statute of
limtations has expired, Respondent nay issue a proposed
defici ency assessnent during the waiver period.

In this case, the I RS exam ned Appellants' tax
year -- tax returns for taxable years 1998 through 2002.

During the exam nation, the IRS determ ned that the
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AFLMC transaction that occurred in 1999 was a taxable
sale and not a tax-free nerger. The IRS determ nation
is provided on the federal explanation of itens,
Respondent's Exhibit G page 4, captioned "Interna
Revenue Services' Position,” and within the recitals of
t he cl osi ng agreenent, Respondent's Exhibit H, page 3.

Appel lants and the IRS agree -- agreed in the
closing agreenment witten precisely to address the
taxability of the AFLMC transaction that occurred in
1999 and agreed the IRS woul d assess additional tax to
Appel I ants' 2002 tax account to conpensate the IRS for a
gain that Appellants would otherwi se have reported on an
amended 1999 return.

On July 17, 2006, in accordance with the terns
of the closing agreenent, the I RS assessed the
addi tional tax. Therefore July 17th, 2006 is the fi nal
federal determ nation date and Appellants were required
to report the federal adjustnent increasing its tax to
Respondent within six nonths of that date.

Appel l ants do not dispute that they did not
report the additional tax assessnent attributable to the
| RS determ nation that the 1999 AFLMC transacti on was a
taxable sale within six nonths after July 17th, 2006.

Si nce Respondent did not |learn of the additional tax

assessnent until it received the IRS revenue agent's
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report explanation of itens, on Cctober 20th, 2009,
Respondent had four years fromthat date to mail the
proposed assessnent resulting fromthe federal

adj ust nent pursuant to Section 19060.

By the terns of Section 19060, Respondent is
not limted to proposing an assessnent facts for the
sane tax year that | RS assessed tax although the
California tax effecting a federal adjustnent, is
usually in the sane tax year as at the federal -- as the
federal level, there are tines when the California tax
effect is in a different tax year. This may happen when
there are differences between state and federal law with
respect to a specific tax issue or as here, there was a
settl enent covering several taxable years that specified
a tax effect attributable to a transaction that occurred
in one tax year, in this case 1999, be posted to a
different tax year account, in this case 2002.

Respondent's ability to propose an assessnent
for the 1999 tax year, the year in which the transaction
occurred, is consistent not only with the result from
authority in Section 19060 but al so consistent with the
federal determ nation that the 1999 AFLMC transacti on
was a taxable sale as provided, as the IRS s position in
t he expl anation of itens, Respondent's Exhibit G

page 4.
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It is consistent with the recitals and the
terns and conditions in the closing agreenent. The
cl osing agreenent indicates: One, that the Appellants
reported no gain or loss in 1999 on the AFLMC
transaction; two, that if it had treated the AFLMC
transaction as a sale, it would have had reported
t axabl e gain fromthe AFLMC transaction; and three, the
| RS determ ned the AFLMC transaction was not a tax
neutral reorgani zation but instead a sale in 1999.

It is also consistent with the parties'
agreenent that instead of requiring appellants to file
an anended return for 1999 to report the gain fromthe
AFLMC sal e as otherw se required, Appellants would pay
additional tax on the 2002 tax year but be precluded
from deducting the depreciation and anortization
avail abl e from 1999 t hrough 2005 fromthe 1990 [sic]
transaction being a taxable sale but allow Appellants
anortization deductions beginning in 2006 through the
remai nder of the anortization period resulting fromthe
1999 transaction being a taxable sale.

Accordi ngly, Respondent correctly determ ned
that the transaction underlying the additional tax
assessed on Appellants' 2002 tax year account occurred
in 1999 and shoul d properly have been reported on

Appel lants' 1999 California return. Therefore, the
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proposed deficiency assessnents at issue for the 1999
tax year result fromthe federal determ nation and
addi ti onal tax assessed on Appellants' 2002 tax account.

Pursuant to Section 19060, the statute of
limtations to nail a proposed deficiency assessnent
resulting fromthe federal determ nation was
Cctober 20th, 2013, four years after the date Respondent
received the RAR information inform ng Respondent of the
federal adjustnents.

On Sept enber 25, 2012, before the expiration of
the statute of limtations to assess, Appellants’
executed a wai ver extending the statute of limtations
unti|l Decenber 31st, 2013. Accordingly, the 1999
proposed deficiency assessnent mailed to Appellants on
Novenber 20th, 2013, before the expiration of the waiver
was tinmely made.

And with that, | wll turn it back over to
M chael to address issues two and three.

MR. LAISNE: Thank you, Brian.

Moving on to the second issue, the Appellants
have nmet their burdens, the second issue as laid out in
the briefs can be broken down into three sub issues.

The first is whether Appellants showed Revenue Ruling
2000-5 shoul d not be applied retroactively. The second

i s whet her Appellants have shown that Revenue Ruling
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2000-5 shoul d not be given deference. And the third is
whet her the continuity of sharehol der interest
requi rement was sati sfied.

Regardi ng the burdens, the first itemto note
is that Respondent is followi ng the federal concl usion
in accordance with RTC Section 18622, so the IRS s
determ nation is presuned correct.

Al so, when California |aw conforns to federal
| aw, federal rulings applicable to the IRC are highly
persuasive authority. This revenue ruling is precisely
that type of persuasive authority that governs because
both California | aw and federal |aw are the sane.

From a federal perspective, as noted by the

Ninth Grcuit Court in Walt D sney Conpany vs.
Commi ssioner, IRS revenue rulings are entitled to great
def erence and have been said to have the force of |ega
precedent unl ess unreasonable or inconsistent wth the
provi sions of the IRC

Moving on to a discussion of the | aw and
gui dance applicable to I RC Section 368(a)(1)(A), under
the Internal Revenue Code a reorgani zation can qualify
for tax-free treatnent if it neets the requirenents of
| RC Section 368(a)(1)(A). |IRC Section 368(a)(1)(A
defines reorgani zation to include a statutory merger or

reorgani zation. The Treasury regul ations effective at
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the time of the AFLMC transaction stated a nerger nust
be effectuated pursuant to the corporation [aws of the
United States or a state or a territory or the District
of Colunbia. Additionally, continuity of sharehol der
interest is required for a tax-free Type A nerger.

The AFLMC transaction was not entitled tax-free
treat ment because the Texas statute used by Appellants
resulted in nultiple entities surviving the transacti on,
I nconsistent with the |aw contained in Revenue Ruling
2000- 5.

Now, noving on to Revenue Ruling 2000-5. It
disallows tax-free statutory nergers conpl eted pursuant
to state nerger statutes resulting in nultiple entities
surviving the transaction, such as the AFLMC
t ransacti on.

The revenue ruling provides a history of
rel evant statutes and di scusses their applicability. It
di scusses reorgani zation as defined in the 1921 Revenue
Act. It explains that in 1934 the 1921 provision
di scussing reorgani zations was split into two with the
1934 predecessor to I RC Section 368(a)(1)(C) being an
acqui sition by one corporation of substantially all the
properties of another corporation, which is the
equi val ent of the parenthetical the 1921 Act. The 1934

Act created a second category of statutory nergers,
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which is the predecessor to the current Type A nergers.

Revenue Rul i ng 2005 expl ai ns that because nost
corporate | aw nerger statutes ensure that one entity
continues to exist after a nerger, the surviving
corporation automatically acquired all of the target
corporation's assets. Historically, corporate |aw
nmerger statutes have operated to ensure, as stated in
Cortland Specialty Co. citing the ruling, that nerged
corporations cease to exist and the nerging corporation
al one survives, thus Congress did not need to add a
substantially all of the properties requirenent for Type
A nergers.

Revenue Ruling 2000-5 reasons further that
conpliance with State corporate nerger statutes is not
enough and states that in addition to busi ness purpose,
continuity of business enterprise, and continuity of
sharehol der interest requirenents, there's a requirenent
that only one entity survive the nerger.

The ruling then explains the history of
di visive nergers stating that Congress concl uded t hat
| RC Section 355 is the exclusive neans of achieving a
tax-free divisive nerger and there is no explicit
i quidation requirenent for statutory nergers because
Congress contenplated that only one entity would survive

under state corporate nerger statutes. Congr ess
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addressed this in both 1954 and 1984 according to the
cited Senate reports in the ruling.

In summary, Revenue Ruling 2000-5 provides
that: One, state corporate nerger statutes were
generally nmeant to require only one surviving
corporation; two, sinply conplying with a state nerger
statute is not enough to satisfy | RC Section
368(a)(1)(A); three, Congress intended for |IRC Section
355 to be the only path for a divisive tax-free nerger;
and four, for these reasons a purported State statutory
nmerger that does not satisfy | RC Section 355 as anot her
nmerger type does not qualify for tax-free treatnent.
There appears to be no dispute that pursuant to the
revenue ruling the AFLMC transaction is a taxable
transaction if it applies.

A few other historical facts worth noting are
that in 1920 the IRS stated in its solicitor Opinion 4
gquoting a federal court decision that a nerger of two or
nore corporations takes place when one of source -- one
of such corporations retains its corporate exi stence and
absorbs the other or others which, thereby, lose their
corporate existence. And that's Respondent's Exhibit N

Addi tionally, one of the purposes of the
Revenue Act of 1934 was to present tax avoi dance,

i ncluding Congress's desire to prevent taxable sales
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frombeing treated as tax-free reorgani zations. At the
time of the passing of the 1934 Act, one prom nent
comment at or specifically noted that a statutory merger
was a technical nmerger where only one entity survived
the nerger. Moreover, Black's Law Dictionary around the
tinme defined "nmerger” as only one entity surviving.

Further, in 1984 the Senate and Joint Comm ttee
made the comrent regarding the addition of |IRC Section
368(a)(2) (G when conparing a Type Cto a Type A nerger
stating in the case of a statutory nerger or
consolidation the transporter is |liquidated by operation
of the law. This further shows that Congress was not
anticipati ng and was not approving the idea that
statutory nergers would be divisive in transactions |ike
t hi s one.

Al so, the proposed regul ations, tenporary
regul ati ons and final regul ati ons under Treasury
Regul ati on Section 1.368-2(b) all adopt the requirenent
as contained in Revenue Ruling 2000-5. At the tine of
the rel ease of the revenue ruling, one big partner and
comentator went as far as to praise the ruling for its
consi st ency.

Further, the Anerican Bar Association did not
criticize the addition of the requirenent in the

regul ati ons, which one would expect if there were issues
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with the ruling to the extent clainmed by Appellants in
t he briefing.

Regarding retroactivity, generally revenue
rulings apply retroactively. And as noted in Baker vs.
U S cited by Appellants in their reply brief, the
revenue ruling needs to be devoid of rational basis to
not be applied. Gven the history discussed earlier,

t he reasoni ng and concl usion of the revenue ruling
shoul d not have been unexpect ed.

The Anderson factors brought up by Appellants
in the briefing are, one, whether or to what extent the
taxpayer justifiably relied on settled prior |aw or
policy and whether or to what extent the retroactive
regul ation alters that law, two, the extent, if any, to
whi ch the prior law or policy has been inplicitly
approved by Congress; three, whether retroactivity would
advance or frustrate the interest in equality of
treatment anong simlarly situated taxpayers; and, four,
whet her according retroactive effect would produce an
i nordinately harsh result.

In terms of the first factor, justified
reliance on settled prior |aw and to what extent the
retroactive regul ati on changes that |aw, there were
several exanples of legislative history and case |aw, as

just discussed. Then there's the history of IRS
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gui dance and case law, the definitions used to define
nmerger by practitioners, courts and dictionaries, the
pur pose of the 1934 Act to curb tax avoi dance, and the
fact that the only path to a tax-free divisive nerger
was through I RC Section 355. As stated by Congress,
Appel l ants' reliance was not justified based on these
poi nts, and the revenue ruling did not change the | aw,
it correctly interpreted the | aw

As to the second factor, as nentioned, Congress
in 1954 and 1984 stated that the only path to a divisive
nmerger was through | RC Section 355. Further, the Senate
and the Joint Conmttee nmade the statenent that Type A
nergers resulted in the liquidation of an entity by
operation of the law. This further shows that Congress
was not anticipating and was not approving the idea that
statutory nergers would be divisive in transactions |ike
t hi s one.

In addition, when exam ning the second factor,
the Court believed Congress did not give any indication
that it wanted to change the Iaw and found in favor of
t axpayers in that case.

Here, this is not a | aw change. In fact,
Congress neant for | RC Section 355 to be the sole path
for there to be a divisive reorgani zation; therefore,

this factor is in favor of granting the ruling
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retroactive treatnent.

Regardi ng Factors 3 and 4, 3 bei ng whet her
retroactivity would advance or frustrate the interest in
equality of treatnent anong simlar situated taxpayers;
and, 4, whether according retroactive effect would
produce an inordinately harsh result, there are many
exanpl es of legislative history, Treasury docunents, and
court cases that statutory nergers of this nature were
not permtted.

In Plymouth (phonetic), the Court found in
favor of the IRS regarding the third factor. Here, too,
there is no unequal treatnent of taxpayers. Al
taxpayers in the United States were bound by the sane
restrictions under Revenue Ruling 2000-5.

Finally, under the fourth factor, there's quite
a bit of history behind the law, which would indicate
that a divisive reorganization would not be permtted
under the statutory nerger provision. The
reasonabl eness present in Revenue Ruling 2000-5 can be
found in Appellants' own reason for their settlenent.

In appellants' I DR response contained in
Exhibit F, they stated that since the rules and their
interpretation in this area of taxation are conplex and
not definitively conclusive, the IRS and the taxpayer

decided to resolve the dispute via a settlenent. For
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all these reasons, Revenue Ruling 2000-5 shoul d be given
retroactive treatnent.

The Appellants in the briefing next contend
that the revenue ruling is not entitled to deference
under Skidnore. The first factor is the thoroughness
evident in the authority's consideration. The
t hor oughness presented in this case is acceptable given
t hat one of the purposes of the Revenue Act of 1934 was
to prevent tax avoi dance and Revenue Ruling 2000-5
properly focused on itens such as the requirenent that
Congress wanted Section 355 to be the sole path of a
di visive nerger as well as applicable case |aw cited.

The second factor is the validity of the
authorities' reasoning. For the reasons stated
previously regarding retroactivity and for Skidnore
Factor 1, the reasoning is also valid.

The third factor is consistency with earlier
and | ater pronouncenents. Respondent notes that Revenue
Ruling 2000-5 is consistent with earlier and | ater
pronouncenents. |It's consistent with | egislative
hi story, case law, and | RS gui dance. Wen considering
the consistency wwth | ater pronouncenents, the nost
relevant itens to exam ne are the proposed tenporary and
final Treasury regul ati ons under Section 1.368-2(b)(1)

that were rel eased around the tine of the revenue
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ruling. Al these |ater pronouncenents adopt Revenue
Rul i ng 2000-5"s concl usi on regardi ng the survival of
only one entity and | end a great deal of persuasive
wei ght .

Additionally, the IRS pursued this case under
2000-5 and received a settlenment. Further, for reasons
stated in our retroactivity argunent and then the first
Skidnore factor, there is nothing that materially harns
the consistency with previous and subsequent
pronouncenents.

The fourth factor considers all those factors
whi ch give the authority power to persuade, the
bl acki ng (phonetic) power to control. As discussed,
there was a great deal of historical context to this
revenue ruling and its conclusion. Further, at the tine
of the passing of the Revenue Act of 1934, one
comment at or specifically described the statutory nerger
as a technical nerger under a state statute to conplete
a successful tax-free statutory nerger with only one
entity surviving the nerger. For all these reasons,
Revenue Ruling 2000-5 should be entitled to deference.

For the third sub issue regarding continuity of
shar ehol der interest, the IRS cl osing agreenent,
Respondent's Exhibit H, stated as a fact that PHH

Hol di ngs recei ved stock equal in value to only
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11 percent of the total value of stock of hol dings
i mediately prior to the transaction.

El even percent is far below the required
m ni mumthreshold for a retained proprietary interest
for purposes of Treasury Regul ation Section 1.368-1(e)
as noted in Revenue Procedure 7737. The concl usion
regarding the lack of continuity of sharehol der interest
in the transaction based on the retention of only
11 percent proprietary interest was al so stated by the
| RS in Form 886-A, Respondent's Exhibit G

Third and finally, regarding the delinquent
filing penalty: There appears to be no dispute if
Respondent's assessnents are sustained, the penalty
applies and no defenses have been raised. |In the end
there should be consistency in what the I RS determ ned
with the California tax liability. Revenue Ruling
2000-5 is consistent, fair, reasonable, and thorough and
shoul d be gi ven deference and applied retroactively.

Finally, Appellants have not shown that the
continuity of sharehol der interest requirenment was
satisfied. For all these reasons, Respondent's
assessnent shoul d be sustai ned.

Thank you. And we're happy to take any
guesti ons.

ALJ LONG Thank you. Amgoing to turn to ny
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panel nenbers to see if they have any questions. We'l|
start with Judge Johnson.

ALJ JOHNSON: Thank you. | do have a -- can
you hear ne okay?

THE COURT REPORTER  (Nods affirmatively)

ALJ JOHNSON: | okay -- a question for
Appel l ants. Regarding the waiver of statute of
limtations 3570(c) waiver, if there were no
adj ustnents, federal adjustnents to the 1999 tax year,
why woul d Appell ants sign a waiver extending the statute
of limtations based on 18622 and 19060.

MR, VESELY: Well, there was an audit going on
at the tine, your Honor, that -- and the wai ver covers
1999 through '02, and that was the audit the FTB was
doi ng of Appellants at that tinme, and at that tinme the
decision -- we weren't there, but our understandi ng was
that the audit was going on and FTB was maki ng what ever
adj ustnents they were going to nmake, and the Appellants
agreed to do a waiver but only agreed to do a waiver
that was tied to federal adjustnents, so not a general
waiver. And | think that's the inportant part.

ALJ JOHNSON: Ckay. Thank you.

And then sonme nore questions. |It's going to be
for both parties, so | mght go back and forth a little

bit. "Il start with the Franchi se Tax Board. Which
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docunents -- we have cl osing agreenents the 886-A
explanation itens, the RARis nentioned -- | don't know
if we have it in the record or not as well as possible
Form 4549 docunents. Wich are we | ooking at that
represent the final federal determ nation?

MR. WERKING Well, the date of the final
federal determnation is |ocated on the BMF in this
case. That's Respondent's Exhibit J, page 28,
Transaction 300. But the substance of what -- you know,
why did the IRS assess this additional tax in 2008, it
really is the RS s determ nation that the 1999 AFLMC
transaction was a taxable transaction. And where do we
find that? Were do we see that. Wich | believe is
your question. And that is fromthe -- the -- the
886-A. W can see the IRS explains on page -- it's
Respondent's Exhibit G page 4. W can see the -- the
| RS's position that they determ ned that the 1999 AFLMC
transaction did not qualify as a reorgani zation. And
then we can also |look to the IRS s reasoning in that
docunent for why they agreed to their settlenent, which
is provided in pages 4 through 6 of that same exhibit,
where the I RS conpared the net present value of the
potential additional tax that would be coll ected where
the additional tax fromdeterm ning the 1999 transaction

was taxabl e being assessed in the 1999 taxable year and
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Appel lants' claimresulting in additional depreciation
and anortization of goodw Il for 1999 through 2014
conpared with also treating the 1999 AFLMC transacti on
as a taxabl e transaction but assessing the additional
tax in 2002 with Appellants being precluded fromtaking
t he additional depreciation and anortization deductions
for the taxable years 1999 through 2005 and al | ow ng
Appellants to claimthe remaining anortization
deductions that are avail abl e through 2014 because the
1999 transaction was taxable and al so foregoing a
deduction for the paynent of interest an additional tax
paynent in 2006. But based on the I RS s conparison,
they would realize a greater value of additional tax
assessing the tax in 2002 wth these additional
restrictions on Appellants than assessing the tax in
1999.

We can also ook to the recitals of
Respondent's Exhibit -- of the actual closing agreenent,
Respondent's Exhibit H, and there the I RS determ ned
that the 1999 transaction was a taxable transaction but
woul d assess the tax in 2002 with those limtations on
Appel lants, that they would only be able to claim
anortization deductions resulting fromthe 1999
transacti on being a taxable transaction, but only for

t axabl e years begi nning 2006 and forward. And this is
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found in Respondent's Exhibit H, page 7, Nunber 6,
par agr aph 6.

So the explanation of itens, the closing
agreenent, and referring to the BMF i s where we can
pi ece together what -- what is the basis for this fina
federal determ nation and what is the date of the fina
federal determ nation.

ALJ JOHNSON. Ckay. Thank you.

And for Appellants -- and part of the reason
why | ask this, | believe in your -- your briefs nmade a
point that the RARs were not final, they're not part of
the actual final determ nations.

So sane kind of question, are you | ooki ng at
cl osing agreenents and the 886-A as far as what
constitutes the final federal determ nation?

MR. VESELY: The final federal determ nation is
not 886-A. There's no way because that is not what the
final determnation was that's laid out in the closing
agreenent. Recitals in a closing agreenent nean
nothing. They're recitals. The actual determ nation in
the closing agreenent, and that is the final federal
determ nati on under the FTB's own regul ati ons, that
audit report, anything that's prelimnary |ike that,
unl ess that ends up being the final -- the final-final

here, which it did not, you know, there's no way that
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that is the final federal determnation in this matter.

It's real interesting when you | ook at the BMF
reports, your Honor. The date is really irrelevant for
our purposes of deciding this case, whether it's the
date of the -- of the closing agreenent or the date it
actually gets entered in the BMF report. [It's not
entered in 1999 in the BMF report. The liability,
that's $60 million plus the interest, is entered in the
2002 BMF report. There is nothing for 1999 related to
this merger in the BMF report for 1999.

So what ever, you know, counsel is arguing about

here, that's all well and good, but that doesn't get you

there. That's -- you can't piece this together. |
guess we go back to, like |I said in ny opening, if the
l[tability -- you know, if the nerger was taxable in

1999, it was 550 million, alnobst $600 million with
interest is what the tax liability was -- interest was,
not, you know, 71 mllion |ike what was, you know, the
final determ nation in the closing agreenent.

| think that's the problemis that when you
real ly parse through the cl osing agreenent, where do you
see that they adjusted anything having to do with the
nmerger in 1999? And that's our problemw th what the
FTB did in this case.

And I'Il be happy to talk nore about that, but
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that's -- that's our essence of our position.

ALJ JOHNSON: Ckay. Thank you.

MR. VESELY: Onh, your Honor, one nore thing.
"' msorry.

ALJ JOHNSON:  Sure.

MR. VESELY: Because counsel was referring to
the closing agreenent, | think it is inportant to | ook
at page 7, paragraph 7, "Taxpayer will not be required
to file an anended federal tax return for its 1999 tax
year to report its alleged $1.5 billion gain."

It's kind of inmportant that the word "all eged”
that's in there. That's not a recital. That is part of
the agreenent. So | think we have to really parse
t hrough that agreenent very carefully to see what was
exactly determ ned by the IRS.

ALJ JOHNSON: On that note, regarding the
adding alleged to the value of the transaction there,
going further down, | believe it's paragraph 13 on the
same page.

MR. VESELY: One second, your Honor.

ALJ JOHNSON:  Sure.

MR. VERKING  Okay. Exhibit H page 7.

MR VESELY: Onh, yeah. Ckay.

ALJ JOHNSON: Could it be that that adding
al l eged there was part of that paragraph 13 where the
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RS i s making no statenent as to the actual val ue, so,
therefore, they're not making a finding but they're
agreeing that this is the nunber that was discussed in
par agraph 7?

MR. VESELY: Your Honor, | don't know -- |
don't know. You know, when we enter into any kind of
cl osing agreenments or whatever, it's very common to not
have -- nobody's is giving up anything, you know. And
that's the way |'ve read that paragraph, frankly. You
know, | don't know if it means anything nore than that.
But, you know, again, you know, we agree to disagree
al nost kind of thing, if you will. But | don't know
that gets FTB off the hook here of the timng of all of
this. That's the problem And | think -- and | really
do think that -- that and waiver that we were | ooking at
before is really crucial here. So --

ALJ JOHNSON: 1'mgoing to kind of the
statenents agai n about cl osing agreenents, how they're
structured, put together. Really, the purpose of the
cl osing agreenent is kind of forego further audit,
litigation, attorney's fees and all that kind of stuff.
You're not necessarily trying to nail down specificities
as to howthe tax law is being applied but nore an end
result goal that both parties will agree to to forego

further costs and expenses. Seeing as how on this is a
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Form 886- A cl osi ng di sagreenent, it's closing out an
entire year, it's not a 906 that m ght cl ose out
specific issues, it's closing out '98 through 2002
resulting in one lunp sumadditional tax. It was
applied to 2002 tax year, not to 1999, does that affect
at all the inpact of how this closing agreenent that
cl oses out 1999 and resulted in additional tax for the
cl osing agreenent in the aggregate. | guess you could
say, does that show that potentially there were
contenpl ations of tax effects for 1999 that resulted in
changes?

MR, VESELY: Well, | think if you step back and
t hi nk about that for a second, if, indeed, there was tax
effects for 1999 that was contenpl ated here and they
were contenpl ati ng saying that that nerger was taxable,
t hen the taxpayer woul d have been al |l owed additi onal
depreciation -- or the Appellants, |'ll use a genera
term-- additional depreciation, additional anortization
and is specifically not, you know, allow to do that,
whi ch woul d have been there, you would have gotten a
st epped- up basi s.

You know so the 2001 transaction, which is
referenced in there, which they ended up having to pay
the whole tax on that, that thing in 2001 woul d have

been a I ot | ower gain. That would have been -- that was
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tied to the 1999. |If the 1999 nerger was taxable, there
woul d have been increased anortization depreciation
deductions, a stepped-up basis there. Generally
speaki ng, what the IRS woul d have required is you' ve got
to amend your 1999 return. They said, "Nope. You
can't -- you don't have to do that." And, oh, by the
way, you're prohibited fromgoing back in there to claim
addi ti onal depreciation and anortization deductions.

There are no adjustnents in '00 and '01 in that
cl osing agreenent if you notice there. So when you step
back and say, "Well, what did they exactly do here,"
what we do know is that they did not adjust 1999. They
did not change the filing position of tax-free that the
t axpayers had put forth in that closing agreenent. And
that is the final federal determ nation here. You know,
that's the problemthat FTB has, frankly, is that the
cl osi ng agreenent does neke a determ nation for 2002,
and that is the year that, you know, the anobunt is paid
in tax. That was reflected in the audit with the FTB,
t hat 2002 change and everythi ng el se.

So it's -- you know, |'ve | ooked at this thing
i nside and out and said, "Ckay. Were's the '99
change?" And so you still -- you think about it for a
second, and what FTB is trying to do in this case, which

| think is very -- it's -- it's -- there really aren't a
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whole lot of Iimts to how they can apply their fina
federal determ nation here, and kind of taken what | was
going to say on rebuttal, but I'll say it right nowis
that they |look at the "any year" |anguage in 18622, and
if you ook at that "any year," that is only |ooking at
t he federal side.

Soif we were to | ook at 18622, it tal ks about
the Feds or the I RS making an adjustnent in any year.
And the reason it was "any year" in there always was
that it was to deal with if they are going into an open
year, which is no big deal, or a closed year. Can IRS
go into a closed year? They can only go into it if it's
a annual carryover issue so that you've got to goin to
| ook at when was proper for the later years. Sane thing
with the credit carryover. And indeed, |I'lIl go into
this in nore detail for you with the history, but,
again, that "any year" does not apply to the FTB can
assi st, issue an assessnent for any year.

So if | got an assessnent that for federal
pur poses that's 2002 doesn't nean they can just go in
willy-nilly to any year, which is essentially what they
are doi ng here, frankly.

But the second part of it, and, you know,
counsel just referred to resulting fromthe adjustnents.

VWw. You know, let's think about that for a second.
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So we're tal king about resulting fromthe
adj ustnents to 2002, which basically in that closing
agreenent says you don't do all these things that you
would if it had been taxable in 1999. You don't get
addi ti onal depreciation. You don't get additional, you
know, anortization. You don't get a stepped-up basis.
You don't -- and all of that that's in the closing
agreenent sonehow results in them being able to assess
in 1999 that the nerger was taxable, you know, wth al
due respect, please. There's no limt to that. How
woul d a taxpayer ever know what should be reported and
when?

ALJ JOHNSON: And that's a question |I'll have
later on as well.

MR VESELY: Ckay.

ALJ JOHNSON: But going back to that point you
nmentioned earlier on, of course, giving up the step-up
in basis, the anortization and the other, benefits that
woul d happen later on were that 1999 AFLMC transaction
be not deened to be a tax-free nerger. And Respondent
earlier pointed to Exhibit G page 6, | believe. And we
had the | ast two paragraphs on there.

And what the IRS has done in that is the
expl anation of the itens, again on the Form 886-A.

They've said, if we're going to pursue -- |let ne see
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here -- the course of disallowing the nerger as a
368(a)(1)(A) reorganization, if we're going to disallow
that, they neasured out the tax effect of that, what

t hat woul d be.

Next paragraph, they went and conpared that to
what taxpayers were offering and -- which is a higher
anount, actually, it looks |like of tax that was going to
be paid or due. And they said based on that, we agree
to find taxpayer's resolution acceptable and we'll go
with that option. And | think what you see then,
perhaps, is in the closing agreenent, they kind of put a
stop on all the benefits you would get had the nerger
been seen as not tax-free, sort of to bal ance out --
bal ance out going with Appellants' position in the --

t he cl osi ng agreenent.

To that extent, does that add evidence or
suggest that the closing agreenent adjustnents were
based on what I RS saw as adjustnents that should be nade
to 1999?

MR VESELY: Well, | nean, | saw that as well,
your Honor. | guess what hits ne on this is we don't
know what went on exactly in all the discussions.
nmean, | wasn't there. You weren't there. You know, we
got what this is. This is not a final determ nation

though. | nean, ,this is -- this is, you know,
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docunents that -- that, you know, during the audit stage
and so on and so forth. But let's think about that for
a second though. Wen parties settle -- settle matters
an old FTB | awyer once said to nme, he said, well, you
know, you know what, Jeff? You can go talk Italian to
your clients and we'll talk French to mne and we'll
come -- | don't care how we get to the nunber
necessarily. So getting to the nunber is just fine, but
the idea here is: What is the adjustnent that is
supposed to be tied to 1999? Is it really that you al
of a sudden now have a taxable transaction in that year
and you're relying -- and supposedly you're relying on
this federal determnation to issue an NPA for that year
under a waiver that says resulting fromthe federa
adj ustnents, not for all purposes? There's nolimts to
di sposition. And as a result, | think they've got a
problem not only with whether this is really a tax-free
merger or not, which we'll talk about nore in ny
rebuttal, but the fact of the matter is, | think that
t hey have a problemw th their statute of limtations
because it's not resulting froma federal -- they don't
like the result in this closing agreenent. That's the
probl em

| nmean, let's cut to the chase. They want that

five -- you know, they want the 12 and a half mllion
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dol | ar assessnent in 1999 because of the, you know, they
didn't get it by follow ng the federal determ nation
here. So I -- 1 -- you know, they're asking you guys to
really junp through a |l ot of hoops to get to their
position, and | think that's a problemhere. | think
it's a problemboth on the tax-free nerger concl usion
and the statute of limtations, frankly.

ALJ JOHNSON: Sure. And |let nme gi ve Respondent
a chance on his questions as well.

MR VESELY: Sure.

ALJ JOHNSON: So you nentioned that the 886-A
explanation of itens is what you | ook at to explain what
the federal adjustnents were. O I'm--

MR. VWERKING Partial.

ALJ JOHNSON. Partially, correct, okay. And
then Exhibit H there, the closing agreenent itself, if
your sort of analysis was restricted just to that
cl osi ng agreenent and perhaps even not the "whereas"
statenments but the "hereby determ ne and agree to"
statenents at the second half of that, would you still
mai ntain that this federal adjustnment shows that the
statute of limtations is open for a state sided
adjustnment to the 1999 tax year?

MR WERKING | would. | think -- sorry. Yes,

| would. | think -- | think you can -- you can
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garner -- even -- even not |looking at the 886-A to rely
on as a primary docunent to determ ne what the final
federal determnation is, you can gain sone informtion
by | ooking at 886-A as to what is and the reason why the
information is contained in the cl osing agreenent.

But, specifically, when you do look at -- |'d
direct you to the closing agreenent, page 7, and it is
paragraph 6. That's an itemthat, you know, is earlier
addressed in the 886-A to kind of give us an idea of
what -- why is that there, what does that nean. That is
one of those itens that are -- the closing agreenent is
addressing that, yes, we're treating the taxable -- the
1999 transaction as a taxable transaction and,
therefore, there's this resulting -- this -- this
addi tional anortization deduction that will be avail able
to Appel | ants.

And, you know, the paragraphs 4 and 5 above are
al so those -- those Iimtations that were placed on
Appel l ants that were explained in the 886-A but are
contained within the ternms and conditions of this
cl osi ng agreenent, because taking the 1999 transaction
as a taxable transaction, Appellants would otherw se be
able to take those anortization and depreciation
deducti ons.

So | think that information, you know,
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clarifies and -- and indicates that, yes, the

determ nation was that there is -- the 1999 transaction
is a taxable transaction, but we're going to -- the IRS
is going to take this position to allow the tax to be
assessed in 2002 with the caveat that there's these
extra limtations to nmake it their benefit. But | think
it leans to show that, yes, that al one, that docunent

al one does show that the 1999 transacti on was determ ned
to be a taxable transacti on.

ALJ JOHNSON: Thank you. And to address part
of the concerns that were raised by Appellant, if you
have a cl osi ng agreenent, that doesn't nmake actual
concrete adjustnents to the tax year 1999, you know, it
makes adjustnents to a different year, perhaps, that are
all covered in the sanme closing agreenent, sort of in
general and perhaps to this case as well, what |evel of
specificity is going to be required to put a taxpayer on
notice that the requirenents to inform FTB under 18622
have been triggered?

MR. WERKING | nean, | think there you have to
| ook at all the information that is available. And in
this case, it was clear the adjustnent that was being
reviewed, the transaction, that was being revi ewed was
the 1999 transaction, whether that was a taxable

transaction or a tax-free nerger.
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And so by | ooking at the explanation of itens
in this case, you know, it was apparent and is clear
that the tax that results fromthat review of that item
in this case being assessed in 2002, but it resulted
fromthat exam nation of this particular item And so
that -- that puts the taxpayers on notice as to this is
the actual transaction that -- that |leads to the
addi ti onal tax being assessed. And then you have to
| ook to -- so under California law, if this is a taxable
transaction in 1999 as the IRS determ ned, what is the
resulting tax effect to report?

ALJ JOHNSON: Thank you. | guess under that
sanme |line of reasoning, obviously, Franchise Tax Board
was not a party to the closing agreenent, weren't at the
table for those discussions and there m ght be sone
agreenents that were nade that -- between those two
parties that FTB cannot try to enforce upon the
t axpayers perhaps since that's not an agreenent between
t he taxpayer and the Franchi se Tax Board. So once
the -- once those changes are made, the Franchi se Tax
Board, you're going to be looking at the California tax
effects that were just saying. |s that correct?

MR VERKING Exactly.

ALJ JOHNSON: kay. |Is there -- was there a

possibility -- maybe you don't know in this case -- of
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FTB to just say, "W're going to do the sane thing the
feds did and put it all in 2002?"

MR. WERKING | don't want to specul ate on
ot her instances, but in this case, because we had the
information that we knew, you know, what was the basis
for this change, for this adjustnent and additional tax
assessnent in 2002, because we have that infornation,
you know, the California tax effect of that
determ nation, that the 1999 transaction is taxabl e,
that, you know, should be placed in 1999. Perhaps with
different information or less information an assessnent
may follow the year in which the tax is actually
assessed.

ALJ JOHNSON: Okay. Thank you.

MR. VESELY: Your Honor, if |I may respond to a
coupl e things?

ALJ JOHNSON: Yeah. Just checking the -- |
think that's ny |ast question.

MR VESELY: Sure. [|'msorry.

ALJ JOHNSON: Go ahead. Go ahead and --

MR. VESELY: Ckay. All right.

ALJ JOHNSON: -- if you want to add a few
poi nt s.

MR. VESELY: Well, a couple things that counsel
just said were interesting. | nean, again, as | said in
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nmy opening, that we've got to read that cl osing
agreenent carefully. There's a lot of things in there
that we want to be real careful about here. And really,
| ook at the |ast paragraph of the closing agreenent on
paragraph 18. It says, "The closing agreenent contains
the conpl ete agreenent of the parties.”

W' re not tal king about that you all of a
sudden ki nd of overlay the 886-A which is not a final
federal determ nati on. | ndeed, under their own
regul ations, a final determination is an irrevocable
determ nati on of regulation 19059(e), irrevocable
determ nation or adjustnent of the taxpayer's federal
tax liability fromwhich there exists no further right
of appeal.

Under an 886, an RAR, that is not the case.
Those are not irrevocable by any neans. So when you
really talk about those two things here, if a taxpayer
is trying to piece together what do | need to report or
not report, this is not appropriate notice. This --
that's what it's all about. | nean, you've got to give
t he taxpayers noti ce.

And, frankly, if you think about it, you know,
the claimfor refund statute from federal
determ nations, 19311, is tied to the same stuff we're

tal king about. So how woul d you know whi ch years that a
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claimfor refund should be filed for? You know, should
| file for 2002? 1999? Wat should | do? Should I
take a guess? That's not the way to adm nister the | aw.
But anyway - -

ALJ JOHNSON: Ckay. Thank you both. No
further questions.

MR. VESELY: Ckay.

ALJ LONG Thank you.

Judge Kwee, do you have any questions for
ei ther party?

AL KWEE: This is Judge Kwee. Yes. Sorry.
" mjust collecting ny thoughts. So we have the $60
mllion assessnent for the year 2002. And then there
was the closing agreenent, and | guess |'mj ust
wondering, you know, what the closing agreenent,
asserting it for 2002, and then we have | RC Section
18622, which is that, you know, if an anmount reported
on -- or shown on a federal return for any years
changed, you have to report that to FTB. And | guess
| ooking at that "for any year" |anguage, you know, you
have this 60 m|lion assessnment for 2002 for fed
purposes, but | -- it's ny understanding of the
t axpayer's argunent is that you couldn't -- FTB couldn't
assert that 18622 for a different tax year for 1999,

when for exanple, like, there's, you know, a federal
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assessnent for 2002 but it would inpact it for the state
purposes for 1999. And | guess if that's the position,
|"mjust wondering if there is any sort of a legislative
history or sonething simlarly --

MR. VESELY: OCh, |1'd be happy to go through it

with you in great detail. 1've got -- we put it into
the briefs as well. But the fact of the matter is
18622, the predecessor to that -- and this was before

1967. And there was a legal ruling that the FTB i ssued,

and it's our Exhibit 3, Legal Rule 280 issued in 1964.
And that legal ruling was -- the reason for

that legal ruling was, under the law as it read at that

time, the taxpayer was required to report any

adj ustnents nade to the anmount of taxable incone

federally. So the terns were anmount of taxable incone

federally. The legal ruling | ooked at it and it al so

| ooked at the -- you know, analyzed the term "any year."
And if you -- if you |look at 18622, your Honor,
it's real interesting because | have to -- the nore

times we read all this jazz, you find sonething new.
And what 18622 says, and this is (a), "If any item
required to be shown on a federal tax return, including
gross incone, deduction, penalty, credit or tax for any
year of any taxpayer is changed" -- stop right there.

And it's "changed by the Comm ssioner of Internal
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Revenue,” I'msorry. The "any year" is tied to the
federal governnent |ooking at your tax returns, at those
years there. And it's not to talk about that you can
take an adjustnent in 2002 and apply it to 1999. That's
not what the statute says. There's no way -- no reading
of that statute that gets you there.

And what was done in that legal ruling back in
1964 -- because it only referred to taxable incone.

What they had in the legal ruling was a net operating
loss that -- well, the taxpayer had a zero taxable
incone. That's what the audit staff was aski ng about,
zero taxable inconme. The feds nmade an adjustnent there
to disall ow sone deductions, but they were already at
zero so there was nothing, you know, to add to it.

What the legal ruling concludes, it says, well,
since it says taxable inconme and there's no adjustnent
to taxabl e incone, the taxpayer does not have to report
t hat under the predecessor to 18622. That led to a
'67 -- 1967 anendnent where they changed it fromtaxable
i ncone to gross incone. And, you know, it's nmade a few
changes since then, but that was to take into account
the fact that if the IRS goes into a year and disall ows,
you know, deduction for sone reason, however, it has no
t axabl e effect for federal purposes because of NOLs or

sonething like that, California can pick that up as a

Kennedy Court Reporters, Inc.
800. 231. 2682

65



https://www.kennedycourtreporters.com

© 00 N oo o A~ W N

N N N N NN P B P R P PP PP
o b W N P O © 0 N O 00 A W N P O

report. The taxpayer has to report that adjustnent

under the current law for that year. That's really --

that's all it's really getting to. And what it has to

is that where does this effect for other

tax years cone

in? It's not just w de open, you know, well, wld west

show to hit any tax year

The FTB in their own Manual of Audit

Procedures -- actually, also in the other |egislation

that came afterwards, which is in our briefs. There's a

Senate Finance report which | could -- 1"l

read for you

here that tal ks about, well, this carries over from

the -- if you' ve got carryovers.

So they naeke an adjustnent, you know, in one

year and there's NOL carryovers that actually affect

then, the later years or a credit carryover in |later

years, those adjustnments can be done. But that's the

limted exception to the general rule that

i f the Feds

adj ust sonething in 2002, then California can adjust it

for 2002 if indeed it follows the rules that way.

It doesn't nean you can just go into any year.

The "any year"” in that statute has to do with what the

Feds are | ooking at, not what California can do. That's

nowhere in there. And | think that's one of the

problens with their position.

The second one is the resulting from federal
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adj ustnents. Well, you know, by gosh. That -- that --
that -- that is a termthat is being stretched and

strai ned beyond recognition right now by themin this
case. And resulting fromfederal adjustnents, we're
saying they could -- they could issue an assessnent
resulting froma federal adjustnent where the Feds never
took the position that the nerger was taxable in that
final federal determnation. Not in the audit report,
but the final federal determ nation. You know, that's
not what the |aw provides. Sinple as that.

So I'"'mnot sure if | answered your question.

' msorry.

ALJ KWEE: Oh, yeah. You provided a very
detail ed answer. Thank you. And |I apologize. |'m new
to this panel. I'mnewto this appeal so | was stil
trying to wap ny head around everything that was goi ng
on here.

MR VESELY: Sure.

AL KWEE: My concern really was just if that
were their interpretation of it could potentially, you
ability, create a | oophole where there's |like an
agreenent to assess sonething for one year, a different
year, or if there's, you know, |like a difference between
state and fed that, you know, potentially FTB woul d be,

you know, out of luck there just because of the way it
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was structured.

But | think you ve answered it, and | wll --
"1l review the Exhibit 3 and the docunentation that you
were referring to.

["'msorry. I1'mgetting a note that you can't
hear nme or the parties can't hear ne online.

But | did have one additional question and that
had to do with early on -- earlier on in your
presentation you were tal king about the waiver.

MR, VESELY: Mm hmm

AL KWEE: And there were two aspects there. |
t hi nk one you had referred to at the very end, and |
think this was the Exhibit 2. | don't renenber the page
nunber. On the very bottomright, there was the like it
indicated -- it was titled RAR you know --

MR VESELY: Right.

ALJ KWEE: -- the revenue agent report.

MR. VESELY: Yeah. |It's our Exhibit 2 and
actually FTB's Exhibit L, I think, or sonething |ike

that. It's the sanme wai ver.

AL KWEE: Ckay. Well, that wasn't -- |'I] get
to nmy question again and then I'll let you --

MR VESELY: [|'msorry. |I'msorry.

AL KWEE: 1'Il tell you when, yeah, | have ny
guesti on.
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But yeah. So | did see that. And then on the
top right, | noticed on the top right of the title it's
also referring to the, you know, the federal action or,
you know, federal adjustnents.

MR, VESELY: Mm hmm

ALJ KWEE: But if you | ook at the actual text
of the waiver, it didn't seemto include any limtation
on one -- it could be asserted by FTB, so it |ooks |ike,
you know, | guess one interpretation mght be that this
was maybe the title they gave the formor the formthat
they used in this certain situation, but it didn't | ook
i ke there was an actual limtation substantively, if
you go to the actual text, that only applies. So I
guess maybe | -- or nmaybe that's maybe where |' m aski ng,
if -- if there was sonething -- if you wanted to address
that, the actual text of the waiver seened pretty
ext ensi ve.

MR VESELY: Well, it -- yeah. | nean, this
wai ver is a standard formfor the FTB. This is not a
formthat was nmade up for this case. And this is a --
this is quite different than the normal waiver, the
general waiver that exists. For exanple, in this waiver
they actually refer to the two case statutes in this
case, 19059 and 19060, right in the mddle there. Those

have to do with resulting froma federal adjustnent.
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Ckay. And, you know, this particular waiver -- and,
i ndeed, Franchise Tax Board's audit -- auditor went
t hrough an analysis in her reports -- or his reports.
|, forget who it is -- and tal ked about what is the
statute of Iimtations here, but resulting fromthe
federal adjustnents. This is not a general waiver under
California -- under FTB. You can ask themthat
guestion. They'll have to concede that. This is not
anything other than a limted waiver.

AL KWEE: Ckay. GCkay. Thank you.

I'"msorry. Judge Long, do you mnd if | ask a
guestion of FTB?

ALJ LONG  Yeah.

ALJ KWEE: Just -- | guess, FTB, did you want
to respond to that, or did you have a position on that?

MR. WERKING Yes. W do agree that this is a
limted waiver. It only extends the statute of
[imtations for, you know, assessing additional tax that
results froma federal adjustnent in this case. Qur
position is that the 2002 assessnent results fromthe
determ nation by the IRS that it's a -- the '99
transacti on was a taxable transacti on.

ALJ KWEE: Ckay. Perfect. Thank you.

Il will turn it back to Judge Long.

ALJ LONG Thank you. This is a question for
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FTB. M. Vesely nentioned earlier on about the -- the
cl osing agreenent, how it states in the recitals IRS s
determ nation that this is not a neutral tax
reorgani zati on; whereas, in the determne -- or in the
determnation it nentions that it's an all eged gain.

Do you have a response or a position to how we
shoul d be considering these statenents in the recita
versus the determ nation portion of the closing
agreenent ?

MR WERKING | think both are hel pful. Sane
wi th | ooking at the explanation of itens. |It's hel pful
I n understandi ng exactly why did the IRS agree to assess
tax in 2002. W -- that's what you need to know. \What
is the federal determ nation? Wat did they determ ne
to agree to this assessnent of tax in 2002 when they
believe the tax should be assessed in 1999?

And so |l ooking at the recitals is helpful. And
you can see that even in the terns and conditions of the
actual closing agreenent that -- that it does follow the
same information that is contained in that analysis in
t he expl anation of itens that conparing, you know, the
tax that woul d have been due had the taxpayer anended
the return in 1999, but instead, because of the, you
know, additional tax that -- that the IRS would coll ect

determ ned or allowed or decided or agreed to tax the --
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assess the tax in 2002 but with those Iimtations on
Appel lants' ability to take deductions for a period of
time resulting fromthe 1999 transacti on being a taxable
transaction but still allowing a portion of it as well
to continue, which | think is very inportant to -- to
| ook at to determ ne exactly why did the I RS assess tax
in 2002 and what would be the California tax effect of
t hat reason, that determ nation.

ALJ LONG Thank you. We will -- all right.
The next portion of our hearing is for the rebuttal, but
| ooks |Iike we're nearing the two-hour mark, so | think
now is a good tine for a 15-m nute break.

MR. VESELY: Okay.

ALJ LONG So | guess we will cone back around
3:05, if I did ny math correctly.

(Break taken at 2:50 p.m)

ALJ LONG We are back on the record. We wll
continue with Appellant's rebuttal, and you nmay begin
when you' re ready.

MR. VESELY: Thank you, your Honor.

REBUTTAL STATENMENT
BY MR VESELY, Counsel for Appellant:
Since we have spent a lot of tinme on the

statute of limtations issue, I'll cut down on that part
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of ny thing. But | do want to repeat a few things that
we need to keep in mnd. Here. | believe I've said it
a nunber of times here, 18622 and 19060 require the
notification if the feds, the IRS nakes an adjustnent in
a particular year on the taxpayer's federal return. The
taxpayer is required to report that.

In this particular case, the final federa
adj ustnent that was nmade is for the 2002 tax year.
Counsel has tal ked about the BMF report and ot her things
like that. He tal ked about 886-A.  Those are all well
and good. The 886-Ais not the final. It's not a final
determ nation. The BMF report has nothing to do with a
final determnation. It has to do with the date there.
The BMF report in this case only talks in terns of a
2002 anount bei ng assessed. 2002, not 1999.

So what do we have in this case? There's
not hi ng that counsel can point to in the closing
agreenent that says that the 1999 tax year was adj usted
under the closing agreenent. They did not change the
reporting of the nerger as tax-free for 1999, no matter
what counsel wants to say.

I think counsel kind of reversed hinself a bit
before the break, and he tal ked about the 2002 was
resulting fromthe 1999 nerger. Well, that's not the
analysis. Was the 2002 adjustnent -- what kind of an
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assessnent could FTB propose resulting fromthe 2002
adjustnent. And, frankly, nothing in the agreenent.
Recitals are not the agreenent. Recitals are just --
you know, they're -- they're not what parties agreed to.
So that's sonething -- you know, Judge Long, you asked
that question. That's not the agreenent. The agreenent
is the body of what was done here, and not hing was done
to the 1999 tax year. And that's crucial here because
that's what 18622 and 19060 require.

So when we step back one nore tine, the
treatment of the nerger as tax-free on the taxpayer's
1999 return, by the way. It was not adjusted. And I'm
tal ki ng about on the federal return. It was not
adj usted. Nothing was changed. And all the other
par agraphs that | nentioned that basically would go the
other way if it was taxable and we've already referred
to just to confirmthat point.

Now, Judge Kwee actually nade a comment t hat
caught ny attention and ny col |l eague's attention is
about a | oophole. There's no |oophole here for a
t axpayer. To be honest with you, it's the other way
around. If FTBis permtted to do this like that |,
that's creating a -- I'll call it a governnental
| oophol e because this -- it's opening a Pandora's box.

There's no limt to what year you would be applying a
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final federal determnation. That can't be the case.

| mentioned to you that the legislative history
was very clear from 1964, 1967, and then post that wth
respect to the predecessor to 18622. And basically

what -- what was said and what | think is real inportant
here is actually the FTB's own -- own words in their
manual .

And this is Exhibit 9, Appellant's Exhibit 9.
And it says -- it's the Manual of Audit Procedures. It
says, "The tax effect of a Revenue Agent Report
adjustnent nay apply to different years for California
pur poses than for federal purposes for such issues as
net operating |osses, tax credits and other carryover
itens."

It's not -- it's not a wide open thing. You' ve
got sone limts there and a reason -- there's a
rationale for that. Because you nay have an adj ust nent
in a year that is adjusting incone or deductions,
whatever it mght be, and it will affect the anount of
the NOL in that year that you carry over into another
year, or it mght affect the credits that woul d be
carried over into another year. That's the [imted
exception to saying if | adjust -- if the FTB or the IRS
adj usts 2002, you know, the FTB can adjust 2002 because

that's the nice and neat way it goes. That's what
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Mont gonery Ward is very clear about when you | ook at
t hat opi ni on.

So | think that that's the problem There's
t he | oophol e that we've got to be worried about here.
And | think that's the part that we are, you know, very
concerned about. This is -- this is not -- there's
not hi ng here that supports their position that they
shoul d be adjusting 1999.

And as | said earlier, one of biggest issues
that we've got and what FTB is really trying to do here
is they don't like the conclusion of what IRS did. They
don't like the fact that they didn't go full boar on
that being taxable in 1999. And they're going to do it
t hensel ves.

So let's step back and think about that. They
only can do 1999 under that limted waiver that we
tal ked about, and that Iimted waiver is required
resulting fromthe final federal determ nation. The
only final federal determination related to anything
renotely close to this is the 2002 final federal
det er m nati on.

Now, that determ nation was done where it's not
t axabl e, where the nerger is not taxable. So to say
that now that they can go into '99 and say, Wll, you

know what? We're going to go resulting fromthat
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federal adjustnent, which we are conpletely 180 degrees
opposite. W want to get that assessnent in 1999.
Well, they're too |ate because it's not resulting from
any final federal determ nation there; and therefore,
that |imted waiver does not save them So | think
that -- that itself is a major part of what we' ve got
here. | think that -- the other part that | think was
di scussed a bit. GCkay. What about the cal cul ati on of
the -- of the settlement with the IRS? WlIl, that's al
wel | and good, but that's not the final federal
determ nati on of how you calculated it. | nean, there's
nothing in there that says that '99 was adjusted. And
that, | think, is -- is -- that's crucial in this whole
matter. But let me -- let ne go on and | want to
address sone of the statenents nmade by counsel wth
respect to the nmerger issue.

Now, counsel relies very heavily on Revenue
Rul ing 2000-5. The problemw th that Revenue Ruling
2000-5 are manyfold. First of all, that was published
in January 31st, 2000, for approximtely seven nonths
after the AFLMC nerger. And the FTB is asking you fol ks
here to apply that revenue ruling retroactively to the
merger. |Its position nust be rejected for a nunber of
reasons.

First of all, it is in direct conflict, the
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conclusions in that revenue ruling, wwth the statute IRC
368(a)(1)(A) and the Treasury Regul ati on Secti on
1.368-2(b)(1) existing at that tinme. They can't -- they
can't disagree. That's exactly what those docunents --
they do not talk in ternms of a |iquidation requirenent.
The liquidation requirenent here -- and we
tal ked about it being settled law, et cetera. The only
thing that was settled law at that tine -- and we're
going to get into the Anderson factors here in a
second -- was that you needed a statutory nerger, since
1934. And we'll talk about it in a second. That was to

put people on notice: Wat do you need? But it was

al so contenplated that the state's -- the state's -- the
state's nerger statutes were not identical. They were
all over the place. It was understood there, and I'I|

point you to it where? Right in FTB' s own exhibits,
frankly.

So the liquidation requirenent that they want
to put in through the revenue ruling to go retroactive
to 1999, how do they square that with the subsequent
Treasury Reg changes in 2003 and '6? And if you notice
counsel never nentioned effective dates. All he
menti oned was, yeah, there's a |iquidation requirenent
in those regulations. That's true, there is. But the

i quidation requirenent for the 2003 tenporary regs was
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prospective after January 24, 2003, and if you did a
transaction before that date, you applied the forner
regul ati on.

God, | | ooked |Iike heck for -- to find Revenue
Rul i ng 2000-5 nentioned in these Treasury reg changes.
Not -- not even a senblance of it in there. Onh, by the
way, there's nothing about 2000-5 sonewhere in that
cl osing agreenent either. That's pretty interesting.
Where is it if it was so doggone inportant?

So when you | ook at the tenporary regs in 2003
and then you ook at the final regs in 2006, the
effective dates in both of those are crucial in this
case because what they're are asking you to do is to say
t hat revenue ruling sonehow trunps the regul ati ons and
say that that should be applied retroactively, where
regul ati ons say just the opposite. It says you apply
the old regulation which had no |iquidation requirenent.

So how does that work? Let's just tal k about
that a little bit. Were in the pecking order are
Treasury regs versus revenue rulings? Well, it's very
cl ear what they are? 26 CFR Section
601.601(d)(2)(b)(v)(d). Sorry about that, all those.

It basically says revenue rulings do not have the force
and effect of Treasury regulations. That's the IRS s

own words. A revenue ruling is nerely an official
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interpretation published by the IRS to provide
i nformati on and gui dance to taxpayers and I RS officials.

It doesn't take precedence over a Treasury
regul ation, but they're asking you to basically say that
it does here for the purposes of applying this thing
retroactively. | don't think that's a -- you know,
rendering an opinion that says that's going to be a
tough one, to be candid with you, |ike that.

But let's talk about this a little further.

You know, putting aside the fact that a revenue ruling
cannot trunp the -- oh, sorry about that -- cannot take
precedence over the -- over the Treasury regul ations
here, its liquidation requirenent cannot be applied
retroactively to the nerger here. The revenue ruling
nmerely set forth, as we said in our briefs, really a
l[itigating position of the IRS at that tinme. That's all
it didlike that. it was inconsistent wwth the statute
and the regs that existed at that tine.

The other part of it that's interesting is that
counsel did discuss the Anderson factors, but let's talk
about those a little nore in-depth here.

The first factor -- and this is a 1980 case,
and it was cited in the briefs. The first factor is
whet her and to what extent a taxpayer justifiably relied

upon settled prior law or policy and whether and to what
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extent he punitively -- the punitively retroactive
regul ation or revenue ruling alters that.

So what happened here? Appellant justifiably
relied on prior settled of law, policy which allowed | aw
tax-free nergers without requiring |iquidation of a
target corporation. Until the IRS published Revenue
Rul i ng 2000-5, there's nothing out there you can find
that they say this.

Now, they talk about a |lot of things, of how
this was a dictionary definition and other things |ike
that. That's not the law. The |aw here is what --
pursuant to a state nerger statute, which is the Texas
statute in this particul ar case which had been around
for ten years. There's no question about that and they
don't disagree with that.

The revenue ruling introduced a new |iquidation
requi renent. So when you take that and then you add on
t he subsequent anmendnents to the Treasury regs, which
just referred to in the 2003 and 2006, yes, they
i ntroduced the Iiquidation requirenent there, but they
don't all of a sudden say, "Well, you know what? Four
years prior to 2003, apply the revenue ruling." They
don't say that. You apply the prior regulation. Very
interesting. Wiy did they do that? There's not a

specific nention on the revenue ruling here. So why did
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the IRS instruct taxpayers to do so? WelIl, it certainly
wasn't to give retroactive effect to the revenue.
Ruling, that's for sure.

Now, the interesting thing here, FTB's own
Exhibit Q-- and this is the ABA tax section comments
regardi ng the 2006 final Treasury regul ations and the
i quidation requirenent that -- that cane up at that
point in tinme. But those comments are actually very
hel pful to our position in this thing.

Just a few excerpts. Page 11 of those
coments. Quote, W can find no evidence that Congress
intended in 1934 a target corporation nust strictly
cease its existence for all purposes in connection for a
Type A reorgani zati on.

Now, counsel seens to have said that, "Oh, this
has al ways been known that you have to have that."

Well, that's interesting. It's not exactly what these
guys are saying. And | think that they're, you know,
not -- these aren't just comrents out of the bl ue.
These are comments by wel | -respected group here.

The comments went on at page 12 to say, "In
1934 there was no uniformty regardi ng what was a nerger
in one State versus another in 1934." So we say that
you coul d have a |iquidation requirenent in one and not

inthe other? | nean, it was all over the place.
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But the one that really caught ny attention is
actual ly at page 16, Footnote 57. It says, "Therefore,
we do not see why the current cessation or |iquidation
requi rement shoul d be consi dered wel | -established and
deep-rooted principle for a Type A reorgani zation." Not
quite exactly what FTB is argui ng here.

Appel lants clearly satisfy this first Anderson
factor. They justifiably relied on settled |aw that
said you | ook to see whether there was a state or United
States or territory or District of Colunbia statute that
actually -- the nerger statutes there. That's what --
that's what the regs say.

And this one is the one that really gets you,
if you think about. Revenue Ruling 2005-5 changed
settled | aw wi thout any notice. So it canme out --
unli ke the subsequent anendnents that we have to the
Treasury regs in 2003 and '06, there was a whol e body of
coments and things like that in that wth those
regul ations, lots of notice. That's why it took so
long, frankly. It took until 2006 to get them
finalized.

So | think that the fact of the matter is even
wi t hout considering the subsequent anendnents to the
Treasury regs and really the precedence that they have

over the revenue ruling here, this factor weighs
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heavily, heavily in favor of invalidating the
retroactive of application of the revenue ruling.

The second Anderson factor is "The extent, if
any, to which the prior |law or policy has been
inplicitly approved by Congress as by | egislative
reenact ment of the pertinent Code provisions." Now, the
Treasury through its regul ations, has generally since at
| east 1955 interpreted a statutory nerger or
consolidation to nean a nerger or consolidation affected
pursuant to the corporation laws of the United States or
a state or territory or the District of Colunbia. Since
'55. That's pretty settled | aw

During the 65 years from 1934 to 2000, unti
the tine when the revenue ruling cane out, Congress had
anmended various provisions of Section 368 at |east 17
times, but each tinme decided agai nst changing the
definition of a Type A reorganization overriding the
Treasury's interpretation of a tape -- Type A
reorgani zation at the tine.

Again, let's ook at a couple of FTB' s
exhibits. Provide -- which provide additional support
regardi ng the 1934 anendnents where Congress added the
term"statutory" to the nerger statutes.

Exhibit M page 3, says, "The definition of a

reorgani zati on has been restricted so that the
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definition of will conformnore closely to the general
requi renments of corporate law." It goes to notice here.
That's noti ce.

Exhibit P, page 2, "In determning the tax
effects of a reorganization transaction, one has at the
a very outset to go to the statutory definition and to
ascertain whether the transaction is within the term as
they are defined.” Notice again.

Exhibit P, pages 2 and 3. Quote, A definition
of this character nust necessarily be specific inits
term otherw se, taxpayers cannot be advi sed in advance
of the tax effects of their business transactions. And
unl ess they are so advised, they will in nunmerous
i nstances not go forward with adjustnents, which are
necessary for the successful conduct of their business.

Al'l of these conments here in FTB' s own
exhibits go to providing prior notice. Wen you lay --
when you layer that on with the fact of failure of
Congress to amend 368(a)(1)(A) and keep it in place from
34 on, that's inplicit approval of the definition under
the regs itself. And that inplicit approval of the
t hen-exi sting | aw supports rejecting, one nore tinme, the
retroactive application of the revenue ruling in this
appeal. The Appellants satisfy the second factor.

Wth respect to the third factor, Anderson
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factor, that is where the retroactivity would advance or
frustrate the interest and equality of treatnent anong
simlarly situated taxpayers. Taxpayers who engaged in
Type A reorgani zations or statutory nmergers after
Revenue Ruling 2000-5 was issued were on notice of the
new | i quidation requirenent set forth in that revenue
ruling and thus were able to structure their
transactions to neet that new requirenent. However,
since the nerger in our case here occurred approxi mtely
seven nonths before the revenue ruling, Appellants were
not able to restructure anything. They're being treated
differently here. So the retroactive application of
Revenue Ruling 2000-5 would | ead to an unequal --
unequal treatnment between Appellants and other simlarly
situated taxpayers. This Anderson factor also weighs
heavi |y agai nst retroactive application.

And, finally, the last factor, Anderson factor,
whet her according retroactive effect would produce an
i nordinately harsh result. There's no question about
this one. Retroactive application of Revenue Ruling
2000-5 in this case produces an inordinately harsh
result because taxpayers were not -- Appellants were not
put on notice on the new |liquidation requirenent in the
revenue ruling and was thus prevented from structuring

the nerger differently.
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And again, putting aside the subsequent
anendnents of the Treasury regs, this is all with -- not
even | ooki ng at what happened there, which you can't
square the revenue ruling retroactive treatnent with
| ater changes to the Treasury regs. It would be an
abuse of discretion to apply the new |iquidation
requi rement retroactively w thout providing any prior
notice. So simlar to the other three Anderson factors,
this factor weighs heavily in favor of not permtting
the retroactive application of the revenue ruling.

Now, counsel all tal ked about deference as

well. Well, first of all, you know, it really was
nothing nore -- and we had sone articles that we
attached to our opening brief. It was nothing nore than
alitigating position for the IRS. It was in conflict

with the existing law, like |I nentioned, in 1999. And
it was directly contrary to the subsequent anendnents to
the Treasury reg. So this is -- now we're tal ki ng about
deference. Ckay? You're going to give deference to
retroactive application of a revenue ruling where it's
conpletely at odds with the later or the subsequent
enactnent of the -- or pronulgation of the Treasury regs
with their effective dates there. That doesn't nmke any
sense to ne.

And that |ast part, should it be given
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deference? Well, you know, frankly, it has to yield to
the Treasury regul ations, as | indicated before. 26 CFR
601. 601(d) (2)(b)(v)(d). It has to yield. It can't be
gi ven deference over the Treasury regs.

Ckay. The final -- the final itemthat counsel

brought up was the continuity of sharehol der interest

i ssue, and | would just point this -- your Honors to
four of the exhibits that we had attached to our -- or
four of our exhibits in this case, I'll put it that way.

The i ssue that counsel in their briefs had

poi nted to was whet her or not there was an additional $3

billion -- $3 billion in additional consideration for
the nerger that -- that -- that really would cause this
percentage. |It's 11 percent that counsel is referring
to here. There is no $3 billion in additional

consideration for the nerger, and their assertions are
really not -- not correct.

If you | ook at Appellants' Exhibit 24 -- and
that's the articles of nmerger filed on June 30, 1999,
with the Texas Secretary of State. |f you read annex

section | abel ed "Merger Consideration,” you won't find
that $3 billion as being consideration for this merger.
The sanme thing happens in Appellants' Exhibit 26, which
is the sent Form8-K filed July 15th, 1999. If you | ook

at page 2, item2, and as well as Exhibit 99.1, page 5,
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all part of that exhibit, they all talk in ternms of
what's the nerger consideration. You wll not find that
$3 billion nunber in there.

If you | ook at Appellants' Exhibit 27, the Avis
Rent-A-Car Form 8-K filed July 15th, 1999, and you | ook
at page 2, Item2., and if you |l ook at the agreenent and
pl an of nerger, Exhibit 2.1, Section 1.3, under "Merger
Consi deration,™ nowhere is the $3 billion nmentioned as
addi ti onal consideration.

And finally, Appellants' Exhibit 28, which is
the Avis Rent-A-Car Form 10-Q fil ed August 16th, 1999.
Note 4 under acquisition, paragraphs 3 and 6 speak in
terns of what was the consideration in this transacti on.
That $3 billion is not in there. So when you take that
out, that 11 percent changes, and that's not -- there's
no -- there's no issue with continuity of sharehol der
interest in this case.

So in conclusion for the nerger issue here,
under the plain | anguage of 368(a)(1)(A) of the IRC and
t he Treasury Regul ation Section 1.368-2(b)(1), which
were in effect on the date of the AFLMC nerger, the
merger qualified as a tax-free statutory nerger under
368(a)(1)(A). The 2003 tenporary regs and the 2006
final regs provide further support and conpelling

evi dence that the nmerger qualified as a tax-free
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statutory merger under 368(a)(1)(A).

In particular -- and | know you've heard it
fromme many tinmes already -- the effective dates are
everything here. The prospective application of the new
iquidation requirenment and the specific instructions to
t axpayers that for transactions occurring before
January 24, 2003, you're to look to the Treasury regs in
effect in our years, not |ook to Revenue Ruling 2000-5,
there was no |iquidation requirenment under the prior
regul ations. That's why they nade a change here. They
had to make sonething specific. It was a change in the
law. That is conpelling evidence in favor of this being
t ax-free.

The 2003 tenporary regs and the 2006 final regs
t ake precedence over Revenue Ruling 2000-5. And if you
applied that revenue ruling retroactively, like FTB
would like to do, it would be directly contrary to the
regs which takes precedence over them So how does t hat
wor k?

So the idea of applying the revenue ruling
retroactively under the Anderson factors, it just
doesn't fly. Everything about it points to not applying
it retroactively, and in particular, again, being
contrary to the Treasury regs.

So in all, the AFLMC nerger was a tax-free
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statutory nerger under federal and California |aw, and
the FTB's position nust be rejected on this basis as
wel | as because the NPAs are untinely. And the NPAs
nmust be reversed in their entirety. | welcone any
guesti ons.

ALJ LONG Thank you. |I'mgoing to turn to ny
panel nenbers for any questions for either parties at
this tine.

Judge Johnson, do you have any questions?

ALJ JOHNSON: No questions. Thank you.

ALJ LONG Judge Kwee?

ALJ KMEE: | don't have any questions. Thank
you.

ALJ LONG | do have a question for FTB.
Appel | ants spoke about the tenporary Treasury
regul ati ons and the final regulations and how t hey
perceive a conflict with the revenue ruling. Wat is
FTB's position?

MR. LAISNE: Well, for one thing, it's
inmportant to keep in mnd that regul ations are by
default prospective, revenue rulings are retroactive by
default. And so when the regulations are referring back
to followng the old regul ations, the revenue ruling was
retroactively being applied for those regul ati ons as

wel | .
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In addition, regarding the Skidnore factors and
inrelation to this basically, you know, there isn't a
case where there has been gui dance from an agency where
t hat gui dance was picked up by a regulation and then
t hat gui dance was overturned or not given deference
by -- by a Skidnore analysis. W had | ooked into that
and we al so gave an IDR to Appellants for that as well,
and that type of case doesn't exist.

ALJ LONG Thank you. | believe that concl udes
the hearing for today. | don't believe we have any | ast
guestions, do we?

| see no other questions. So thank you for
attending the hearing today. This will conclude the
hearing. The panel will neet and deci de the appeal
based on the briefings, the argunents presented, and the
exhibits admtted as evidence. W wll send both
parties our witten opinion within 100 days from today.

Agai n, thank you for your participation. The
case is submtted and the record is closed. And this
concludes the Ofice of Tax Appeal s, Friday,

Decenber 16th, 2022, hearing cal endar. Thank you.

MR. VESELY: Thank you.

(Concl usion of the proceedings at 3:40 p.m)

---000- - -
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       1      Sacramento, California; Friday, December 16, 2022

       2                          1:08 p.m.

       3   

       4            ALJ LONG:  We are now on the record.

       5            Good afternoon.  I am Andrea Long, the lead ALJ

       6   for this appeal.  We are here today for the consolidated

       7   appeals of McGarvey-Clark Realty, Inc., and Avis Budget

       8   Group, Inc.  The OTA case number is 18083623 and

       9   18083632.  It is Friday, December 16, 2022, and it is

      10   1:08 p.m.  The hearing is taking place in Sacramento,

      11   California.

      12            We will begin with the parties stating their

      13   names and who you represent for the record, and we will

      14   start with FTB.

      15            MR. LAISNE:  Michael Laisne, Brian Werking, and

      16   Todd Watkins for Franchise Tax Board, Respondent.

      17            ALJ LONG:  And for Appellants?

      18            MR. VESELY:  Yes.  Jeffrey Vesely and Zach

      19   Atkins from Pillsbury Winthrop Shaw Pittman for

      20   Appellants.

      21            ALJ LONG:  Thank you.  And with me on the panel

      22   today are Judges Andrew Kwee and John Johnson.  And with

      23   no objections by both parties, Judge Kwee is

      24   substituting in for Judge Lambert.

      25            I'm the lead ALJ for this appeal.  I will be
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       1   conducting the proceedings in this matter, but my

       2   co-panelists and I are equal participants.  We will be

       3   reviewing the evidence, asking questions, and reaching a

       4   determination in this appeal.  The parties have agreed

       5   that the issues before us today are whether the

       6   Franchise Tax Board issued a timely notice of proposed

       7   assessment to each Appellant, whether Appellants'

       8   transaction constitutes a statutory merger that

       9   qualifies as a tax-free organization under IRC Section

      10   368(a)(1)(A), and whether the late filing penalties were

      11   properly imposed.

      12            Appellant submits Exhibits 1 through 8 [sic]

      13   which are hereby admitted without objection; and FTB

      14   submits Exhibits A through AA, which are hereby admitted

      15   without objection.

      16            (Appellants' Exhibits 1 through 28 admitted.)

      17            (FTB's Exhibits A through AA admitted.)

      18            ALJ LONG:  Okay.  I think we are ready to begin

      19   each party's presentation.  Appellants, you have 60

      20   minutes to make your presentation, and you may begin

      21   when you're ready.

      22            MR. VESELY:  I want to make sure -- you said

      23   Exhibits 1 through 28, not just 8?  I thought --

      24            ALJ LONG:  Correct.

      25            MR. VESELY:  Okay.  Thank you.
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       1                        PRESENTATION

       2   BY MR. VESELY, Counsel for Appellant:

       3            Good afternoon, and thank you for the

       4   opportunity to present our appeal today.  As you are

       5   aware, the -- this appeal involves tax year 1999.  There

       6   are three issues involved.  First, whether the notice of

       7   proposed assessments, the NPAs issued by the FTB to

       8   Appellants, were time-barred by the statute of

       9   limitations; second, even if the NPAs were timely, which

      10   we do not concede, whether the NPAs are invalid because

      11   the AFLMC merger -- which I will define below --

      12   qualified as a tax-free reorganization under IRC Section

      13   368(a)(1)(A); and finally, third, whether the delinquent

      14   filing penalties assessed against Appellants are

      15   erroneous.

      16            Now, the first issue, statute of limitations

      17   issue.  It is Appellant's position that an NPAs which

      18   were issued in 2013 are more than 13 years after the

      19   returns were filed for the 1999 tax year are barred by

      20   the statute of limitations.

      21            Under California law an NPA must be issued

      22   within four years after the return was filed.  Balance

      23   returns for 1999 were filed in 2000.  No general waiver

      24   of the statute of limitations was executed by Appellants

      25   for 1999.  Only a limited waiver was executed.  The
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       1   waiver was limited to adjustments resulting from a final

       2   federal determination or adjustments for 1999.

       3            In order for the FTB's NPAs to be timely, there

       4   must have been a final adjustment made by the IRS to

       5   Appellants' gross income, penalty, credit or tax for the

       6   1999 tax year related to the merger between PHH Holdings

       7   Corporation and Avis Fleet Leasing Management

       8   Corporation, which is AFLMC.  And that is the AFLMC

       9   merger that we're talking about.  There was no such

      10   final adjustment made by the IRS for 1999 related to the

      11   AFLMC merger.  As such, the FTB's NPAs were untimely and

      12   thus are invalid.

      13            The second issue is assuming without conceding

      14   that the NPAs were somehow not time barred, the FTB's

      15   NPAs are still erroneous because the AFLMC merger was

      16   tax-free.  The merger occurred in 1999 and satisfy the

      17   requirements of IRC Section 368(a)(1)(A) and Treasury

      18   Regulations Section 1.368-2(b)(1) existing at that time.

      19            In 1999 IRC Section 368(a)(1)(A) merely

      20   required that the transaction be a statutory merger or

      21   consolidation.  In 1999 at the time of the merger, the

      22   Treasury Regulation Section 1.368-2(b)(1) simply stated

      23   that to qualify as a Type A reorganization or a tax-free

      24   merger, the transaction had to be a merger effected

      25   pursuant to the corporation laws of the United States,
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       1   or a state or a territory or the District of Columbia.

       2            The AFLMC merger was carried out pursuant to

       3   the corporation laws of the state of Texas, thus the

       4   merger satisfied the requirements existing under federal

       5   law and California law -- excuse me -- in 1999 to be

       6   considered a tax-free merger.

       7            And finally, the FTB's imposition of the

       8   delinquent filing penalty is improper as Appellants do

       9   not owe any additional tax for 1999 tax year.  We will

      10   address each of these issues.

      11            Now, the first issue is the statute of

      12   limitations issue.  And under California law the

      13   standard statute of limitations for issuing an NPA is

      14   under Section 19057, which provides in pertinent part:

      15   Every notice of proposed deficiency shall be mailed to

      16   the taxpayer within four years after the return was

      17   filed.

      18            Now, that statute of limitations may be

      19   extended by a waiver by the taxpayer, executed by the

      20   taxpayer.  And that's under Section 19067.  No general

      21   waiver of the statute of limitations was executed by

      22   Appellants in 1999.  Only a limited waiver based on a

      23   final federal determination was executed.  Appellants'

      24   Exhibit 2 is a copy of the waiver that we're talking

      25   about.  We'll look at it a little bit closer in a bit.
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       1            Now, the statute of limitations for issuing an

       2   NPA resulting from a final federal determination has a

       3   number of statutes that we need to look at.  And the one

       4   that's as important as anything in this case is 18622 of

       5   the Revenue Taxation Code.  And subdivision (a) provides

       6   in pertinent part:  If any item required to be shown on

       7   a federal tax return, including gross income, deduction,

       8   penalty, or tax for any year of any taxpayer is changed

       9   or corrected -- and those are key words, changed or

      10   corrected -- by the Commissioner of Internal Revenue

      11   results in a change in gross income or deductions, that

      12   taxpayer shall report each change or correction within

      13   six months after the due date of each final federal

      14   determination of the change or correction.

      15            Now, it's important to note not only the change

      16   of correction language but also the word "final" that's

      17   in here.  Only final federal determinations are required

      18   to be reported.  And final means final.  Initial

      19   positions by the IRS an audit that don't become the

      20   final determination are not final determinations, and

      21   that's important for this case -- excuse me.

      22            Now, another statute that starts to get into

      23   the statute of limitations in this area is 19059(a), and

      24   it provides in pertinent part:  If a taxpayer required

      25   by subdivision (a) of Section 18622 -- which we just
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       1   read -- to report a change or correction by the

       2   Commissioner of Internal Revenue and does report the

       3   change or correction within six months after the final

       4   federal determination, or the IRS reports that change or

       5   correction within six months after the final federal

       6   determination, a notice of proposed deficiency

       7   assessment resulting from those adjustments -- again,

       8   key words here that we need to keep in mind, resulting

       9   from those change or correction.  If you step back and

      10   look at the statutes, they equate change or correction

      11   with adjustments, and that's what we've got to look at

      12   here -- resulting from those adjustments may be mailed

      13   to the taxpayer within two years from the date when the

      14   notice is filed with the FTB by the taxpayer or the IRS.

      15            Now, the next statute, 19060(b), is also

      16   relevant here, very relevant in this case, because it

      17   talks about the notification being after the six-month

      18   period.  It provides:  If after the six-month period

      19   required in Section 18622, a taxpayer or the IRS reports

      20   a change or correction by the Commissioner of Internal

      21   Revenue, a notice of proposed deficiency assessment

      22   resulting from the adjustment may be mailed to the

      23   taxpayer within four years from the date the taxpayer or

      24   the IRS notifies the FTB of that change or correction.

      25            Now, in this case the AFLMC merger occurred on
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       1   June 30th, 1999.  The IRS did not make any changes or

       2   corrections to Appellants' 1999 federal return related

       3   to the AFLMC merger.  No adjustments.  Thus under the

       4   plain language of Section 18622, 19059 and 19060,

       5   Appellants were not required to report any final federal

       6   adjustment or determination related to the merger with

       7   respect to the 1999 tax year since there was none.

       8            Now, let's look at this a little closer about

       9   the reporting requirement, and it's very clear under the

      10   statutes that Appellants did not have a reporting

      11   requirement under 18622 with respect to the 1999 tax

      12   year related the AFLMC merger.  Appellants' treatment of

      13   the AFLMC merger as a tax-free merger in 1999 on their

      14   tax returns was not changed by the IRS.  The only final

      15   federal determination related to the merger was the

      16   federal closing agreement entered into by the IRS and

      17   Appellants for tax years 1998 to 2002 and signed on

      18   February 13, 2007.  And that is Exhibit -- Appellants'

      19   Exhibit 1, and we're going to go over that one pretty

      20   closely here shortly.

      21            Now, under California law and actually --

      22   actually regulation 19059, a federal closing agreement

      23   is noted specifically under 19059(e)(1) as an example of

      24   what is a final federal determination.  So it says the

      25   following:  19059(e) says:  "A final determination is
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       1   irrevocable termination or adjustment on taxpayer's

       2   federal tax liability from which there exists no further

       3   right of appeal either administrative or judicial.  For

       4   example." and then subdivision (1):  "A closing

       5   agreement" -- as -- an example here -- "made under

       6   Section 7121 of the Internal Revenue Code finally and

       7   irrevocably adjusting and settling the taxpayer's tax

       8   liability."  That's what we have here.  We have a

       9   closing agreement under 7121.

      10            Now, that same position with respect to that a

      11   closing agreement is a final determination here was also

      12   in Exhibit 21 for Appellants.  We gave a copy of the

      13   Chief Counsel Ruling 2001-1278, which specifically

      14   states the same there.  And there's been case law at the

      15   Board of Equalization that also confirmed that.  One

      16   example is Appeal of Meyer.  That was 96-SBE-012.  All

      17   of these things say the same thing, that that is a final

      18   determination -- a federal determination, excuse me.

      19            Now, in this case the federal closing agreement

      20   is crystal clear that the only tax year that the IRS

      21   adjusted was 2002.  Appellants' 1999 federal tax return

      22   was not adjusted by the IRS under the closing agreement.

      23   A review of several key paragraphs of the closing

      24   agreement underscores the fact that the IRS did not

      25   adjust Appellants' 1999 federal tax return.
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       1            First, most importantly, nowhere in that

       2   closing agreement is there a final federal determination

       3   that the AFLMC merger in '99 was not tax-free.  There's

       4   a lot of whereas paragraphs but not the conclusion that

       5   that was not tax-free.  And that's page 5 through 7 of

       6   the closing agreement.

       7            Second, there was no additional tax liability

       8   for the 1999 tax year under the closing agreement.  Only

       9   for 2002, page 7, paragraph 8 is explicit in this

      10   regard.

      11            Third, the additional income tax assessed by

      12   the IRS, which was approximately $60 million under the

      13   closing agreement, was only for the 2002 tax year and

      14   was related to a settlement of a wide variety of issues.

      15   See pages 6 and 7 of the closing agreement.

      16            Fourth, Appellants were not required to file an

      17   amended return for 1999 under the closing agreement.

      18   Page 7, paragraph 7.

      19            Fifth, indeed, Appellants were prohibited from

      20   amending their 1999 return to claim depreciation or

      21   amortization deductions, which if the AFLMC merger had

      22   been taxable would have otherwise been available to

      23   them.  See page 7, paragraph 5.

      24            Sixth, the sale of the European fleet assets in

      25   2001 resulted in a gain of $621 million, an amount
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       1   calculated using the original basis for those assets and

       2   not a stepped-up basis, cost basis, had the AFLMC merger

       3   been a taxable transaction.  See page 6, paragraph 1.

       4            Appellants were required to pay federal tax on

       5   the $621 million gain on the sale of European fleet

       6   assets, an amount significantly larger than would have

       7   been the case if the merger, AFLMC merger, was not

       8   tax-free and the assets had a stepped-up basis.  It's

       9   all in the closing agreement.

      10            Number 7, Seventh, interest on the $60 million

      11   tax amount due for the 2002 tax year only accrued from

      12   March 15th, 2003, the due date of the 2002 return, not

      13   from the due date of the 1999 return.  Page 7,

      14   paragraph 9.

      15            And finally, Appellants paid tax and interest

      16   totaling $71.5 million for the 2002 tax year on

      17   June 15th, 2006.  And that's at page 7, paragraph 10.

      18            Now, notably, if the AFLMC merger was not

      19   tax-free, the gain from the transaction, the 1999

      20   transaction, would have been approximately 1.5 billion,

      21   with a "B," dollars.

      22            And the tax, the federal income tax on that

      23   amount would have been roughly 525 million with

      24   approximately 71 million of interest or a total of

      25   almost $600 million rather than the 71.5 million
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       1   Appellants paid under the closing agreement.  In all,

       2   the closing agreement is very clear that there was no

       3   adjustment, no change, no correction to the 1999 tax

       4   filing position of tax-free merger under the AFLMC

       5   merger under the closing agreement.

       6            Now, the key case in California is an old one,

       7   and thank God it was before I started practicing.  Even

       8   it's called Montgomery Wards vs. the FTB 1970.  And it

       9   talks about the application of the predecessor of 19059.

      10   And in that case -- I won't read it all to you, but I

      11   strongly urge you read it again because it's a good one

      12   to look at of how the different statues of limitation

      13   kick in with respect to federal adjustments.

      14            The FTB acknowledged in that case, at

      15   Footnote 10, that the extension of the statute of

      16   limitations under the predecessor of 19059 was limited

      17   to adjustments as may result from changes and

      18   corrections made by the IRS to the taxpayer's federal

      19   return.

      20            Very important again:  Results from changes and

      21   corrections made by the IRS.  Same resulting from

      22   federal adjustment language.  Throughout that decision,

      23   the Court of Appeal refers to deficiencies resulting

      24   from adjustments to the taxpayer's federal return, not

      25   to any return of a taxpayer but to "the" federal return.
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       1   And those are pages 168, 169, and 170.

       2            Now, since Appellants' treatment of AFLMC

       3   merger as a tax-free statutory merger was not changed by

       4   the IRS under the closing agreement, i.e., the IRS made

       5   no adjustments to Appellants' 1999 return, federal

       6   return related to the merger, Appellants had no

       7   reporting requirement under Section 18622 for 1999.  And

       8   since there were no final adjustments for 1999 related

       9   to the AFLMC merger, there was nothing for Appellants to

      10   report to the FTB for 1999 -- excuse me -- under 18622.

      11   As such, the standard four-year statute of limitations

      12   under Section 19057 for issuing an NPA applies in this

      13   case.

      14            Now, since the 1999 return was filed on or

      15   about October 15th, 2000, the NPA for 1999 was required

      16   to be issued on or about October 15th, 2004, four years

      17   later.  The FTB's NPA in this case was issued

      18   November 20, 2013, or over nine years later.  Now, as

      19   noted previously and this is a very important fact in

      20   this case, Appellants did not agree to extend the

      21   California statute of limitations for all purposes.

      22   They only executed a limited waiver for the issuance of

      23   an NPA resulting from a final federal determination for

      24   1999 to 2002.

      25            Now, Exhibit 2 is a copy of that waiver, and it
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       1   is -- it is very important to take a look at that thing

       2   because that exhibit has three things on the face of it.

       3   At the top of it, it says -- the title says the "Consent

       4   to Extend Statute of Limitations When Federal

       5   Adjustments Reported." In the body of the waiver, it

       6   says -- makes references to Sections 19059 and 19060.

       7   Both the statutes deal with adjustments from final

       8   federal determinations.

       9            And finally, at the bottom of the waiver on the

      10   right, it has the terms "RAR waiver."  This -- and

      11   throughout the audit files it's very clear that the

      12   auditor recognized that.  So what we have here is a

      13   waiver that was very limited.  It was limited to simply

      14   the half -- from something resulting from a final

      15   federal determination, not for all purposes.  So since

      16   there was no final federal determination for 1999 or

      17   adjustment under 1999 for -- '99 related to the merger,

      18   such waiver does not say the FTB's NPA for 1999.

      19            So in conclusion, the NPAs for 1999 are

      20   untimely.  There was no final federal determination or

      21   adjustment made for 1999 related to the AFLMC merger.

      22   Appellants' treatment of the AFLMC merger as a tax-free

      23   statutory merger on its '99 return was not changed by

      24   the IRS.  Under Section 18622 there was nothing for

      25   Appellants to report related to the merger for 1999.
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       1            And finally, the waiver which was executed was

       2   a limited waiver and does not save the FTB's NPAs since

       3   there was no final federal determination or adjustments

       4   under '99 made in '99, related to the merger, thus the

       5   four-year statute under Section 19057 applies.  The NPAs

       6   were due in 2004.  They were issued in 2013.  They're

       7   nine years late.

       8            Now, I'd like to go to issue number two.  So

       9   issue number two has to do with whether the merger was

      10   tax-free or not.  And assuming without conceding -- and

      11   believe me, we don't concede this whatsoever -- that the

      12   '99 NPAs were somehow timely, the AFLMC merger qualified

      13   as a tax-free statutory merger under Section -- IRC

      14   Section 368(a)(1)(A) and Treasury Regulation Section

      15   1.368-2(b)(1) in '99 when the merger occurred.  Okay.

      16            So what are the requirements?  What did those

      17   provisions say?  IRC Section 368(a)(1)(A) provided and

      18   still provides a quote:  The term "reorganization" means

      19   a statutory merger or consolidation.

      20            California conforms to that under Section

      21   17024.5(a), 23051.5(a)(1), and Section 24451 of the

      22   Revenue and Taxation Code.

      23            In 1999 -- this is key, a key fact here -- the

      24   Treasury Reg Section 1.368-2(b)(1) provided the

      25   following quote:  In order to qualify as a
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       1   "reorganization" under Section 368(a)(1)(A), the

       2   transaction must be a merger or consolidation effected

       3   pursuant to the corporation laws of the United States or

       4   a state or a territory or the District of Columbia.

       5            And we have a copy of that as Exhibit 11 in the

       6   files.

       7            Regulations that the IRS -- or Treasury has

       8   promulgated are applicable for California purposes.  As

       9   you well know, 23051.5(d) is the statute for that under

      10   the Revenue and Tax Code.  Most importantly, for

      11   purposes of this appeal, in 1999 when the merger

      12   occurred, there was no requirement under the IRC or the

      13   Treasury regs that the target corporation had to be

      14   liquidated or otherwise cease its separate legal

      15   existence for all purposes.

      16            Now, the AFLMC merger occurred on June 30,

      17   1999, and was carried out pursuant to the corporation

      18   laws of the state of Texas which allowed the survival of

      19   both PHH Holdings and AFLMC after the merger, the two

      20   parties to the merger.  Texas law, which was enacted in

      21   1989 -- or ten years prior to this merger -- was in

      22   effect in 1999, permitted both entities in the merger to

      23   survive.  We have Exhibits 19 and 25.  Nineteen is

      24   actually the official notice taken by the Office of Tax

      25   Appeals of the Texas statutes, and 25 is -- gives
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       1   Section -- Article 5.01, which allows a little more

       2   color to it.  But both of them are very consistent.

       3   There was no requirement that the target corporation had

       4   to be liquidated.

       5            Now, in this case there is no dispute that the

       6   AFLMC merger was done in accordance with Texas law.  See

       7   FTB's opening brief at page 2.  They do not take issue

       8   with that.  So under the plain language of IRC Section

       9   368(a)(1)(A) and Treasury Regulation Section

      10   1.368-2(b)(1), which were in effect on the date of the

      11   merger June 30, 1999, the AFLMC merger qualified as a

      12   tax-free statutory merger under IRC Section

      13   368(a)(1)(A).

      14            Now, the straightforward conclusion right from

      15   the words of the statute and the regulations it is

      16   further supported by the IRS amendments to Treasury

      17   Regulation 1.368-2(b)(1) subsequent to 1999.  Indeed,

      18   amendments to the Treasury regulations subsequent to '99

      19   provide compelling evidence that the AFLMC merger

      20   qualified as a tax-free statutory merger under

      21   Section 368(a)(1)(A) of the IRC.

      22            First, on January 23, 2003, almost four years

      23   after the AFLMC merger took place, the IRS amended its

      24   Treasury regs to add a liquidation requirement to the

      25   definition of the term "statutory merger or
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       1   consolidation."

       2            Now, see temporary Treasury Regulation Section

       3   1.368-2(t)(b)(1)(ii)(B), and that's Appellants'

       4   Exhibit 18.  Now, what's important there is not only the

       5   addition of the liquidation requirement there is the

       6   effective dates, and those were -- those were crucial in

       7   this case.  So the effective date of the amendment under

       8   the Treasury regulations, and indeed Subdivision

       9   (b)(1)(v) is explicit, says that it was January 24th,

      10   2003.  The temporary reg specifically provided that the

      11   amendment applied to all transactions incurred --

      12   incurring on or after January 24, 2003.  Prospective.

      13   Not retroactive, prospective.  The regulations,

      14   temporary regs go on to say, Well, what about

      15   transactions before that date?  What do you use?

      16            And it's -- the regs say that taxpayer should

      17   apply Treasury Regulation Section 1.368-2(b)(1) as in

      18   effect before January 24, 2003.  It's also on under

      19   (b)(1)(v) of the temporary regs.  Now, that section

      20   should sound kind of familiar because that's the one

      21   that's applicable to our years.  The Treasury

      22   Regulations 1.368-2(b)(1) in effect before January 24th,

      23   2003, as I said before, did not have a liquidation

      24   requirement.  That is the one that we need to be looking

      25   at for our case here.
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       1            Now, the IRS went on three years later, in

       2   2006, January 26, 2006, and they issued final

       3   regulations in this area incorporating the liquidation

       4   requirement first introduced in the 2003 temporary regs.

       5   Exhibit 20 is a copy of those final regulations.  And,

       6   indeed, what you want to look to is final Treasury

       7   Regulation Section 1.368-2(b)(1)(ii)(b) and that sets

       8   forth the liquidation requirement in the regs.  But

       9   again, the key part for our case here today is that --

      10   the effective dates that are laid out there and they are

      11   under subdivision (b)(1)(v), again.

      12            Effective date of the amendments was

      13   January 23, 2006.  And the final regs specifically

      14   provided that the amendment applied to transactions

      15   occurring on or after January 23, 2006 prospective.

      16   Seven years after our -- six years -- six and a half

      17   years after our transaction.  For transactions occurring

      18   before January 23, 2006, the final regulations, like the

      19   2003 temporary regulations, instructed taxpayers to use

      20   Treasury Regulation Section 1.368-2(b)(1) as in effect

      21   before January 24, 2003.  And that is under (b)(1)(v)

      22   again.  Again, that particular version of the

      23   regulations, which is what's in effect during our years,

      24   did not have a liquidation requirement.  It was the

      25   version that we need to be looking to here.
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       1            Now, stepping back, by amending the Treasury

       2   regs and making those amendments prospective, the IRS

       3   made it very clear that the liquidation requirement was

       4   a change in the law.  This is further supported by the

       5   IRS specifically instructing the taxpayers with

       6   transactions occurring before January 24th, 2003, to use

       7   the Treasury regulations which were in existence at that

       8   time and which had no liquidation requirement.

       9            In summary, with respect to the merger issue,

      10   the AFLMC merger was a tax-free statutory merger.  It

      11   fell directly within the plain language of IRC Section

      12   368(a)(1)(A) and Treasury Regulation Section

      13   1.368-2(b)(1) existing at that time.  The subsequent

      14   amendments to Treasury Regulations Section 1.368-2(b)(1)

      15   in 2003 and finally in 2006 confirm that result.  The

      16   merger was tax-free for our purposes.

      17            Now, the final issue is the penalty issue.

      18   Now, the imposition of delinquent filing penalty in this

      19   case is improper because Appellants do not owe any

      20   additional tax for 1999 because the NPAs were untimely

      21   and thus invalid.  Even if the NPAs were somehow

      22   determined to be timely -- excuse me -- the imposition

      23   of the penalty would still be improper because the

      24   merger was a tax-free transaction and no additional tax

      25   would be due for the 1999 tax year on that basis as
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       1   well.

       2            Section 19036 provides the following:

       3   "Notwithstanding any provision to the contrary, any

       4   interest, penalty, or addition to tax, imposed under

       5   Part 10 (commencing with Section 17001) Part 11 --

       6   (commencing with Section 23001) or this part may be

       7   assessed and collected in the same manner as if it were

       8   a deficiency."

       9            Thus since there would be no tax deficiency in

      10   this case because of untimely NPA or that the merger is

      11   tax-free, the NPAs would be invalid in all amounts --

      12   tax, interest, and penalties, which were imposed --

      13   proposed to be assessed must be reversed.  I would

      14   reserve the rest of my time for rebuttal.  Thank you.

      15            ALJ LONG:  Thank you.  We will go on to FTB's

      16   presentation.  You may begin when you're ready.

      17   

      18                         PRESENTATION

      19   BY MR. LAISNE, Counsel for FTB:

      20            Good afternoon.  Michael Laisne, Brian Werking,

      21   and Todd Watkins appearing on behalf of Respondent

      22   Franchise Tax Board.

      23            This case is a case first and foremost about

      24   consistency, consistency for California tax purposes

      25   with the conclusion of an IRS audit resulting in an IRS
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       1   closing agreement and consistency of a revenue ruling

       2   with previous historical context, legislative history,

       3   case law, and IRS guidance.

       4            There are three overarching issues in this

       5   appeal.  First, whether the statute of limitations was

       6   open at the time the notice of proposed assessment was

       7   issued; second, whether the AFLMC transaction met the

       8   requirements for a tax-free statutory merger under IRC

       9   Section 368(a)(1)(A), also known as a Type A merger or

      10   statutory merger; and, three, whether the delinquent

      11   filing penalty applies.

      12            In this case, as outlined in the briefs, an

      13   alleged tax-free statutory merger was entered into under

      14   the laws of Texas resulting in multiple entities

      15   surviving the merger in 1999.  The IRS audited

      16   Appellants for tax years 1998 through 2002.  One of the

      17   conclusions of the audit can be found in Form 886-A,

      18   Respondent's Exhibit G, which concludes that the merger

      19   failed both due to the law stated in Revenue

      20   Ruling 2000-5 and because it did not meet the continuity

      21   of shareholder interest requirements; however, a closing

      22   agreement was entered into by Appellants and the IRS

      23   which placed that liability in 2002.

      24            I'll now let my co-counsel Brian Werking have

      25   the floor to discuss the statute of limitations issue
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       1   and the related facts in greater detail.

       2            MR. WERKING:  Thank you, Michael.

       3   

       4                         PRESENTATION

       5   BY MR. WERKING, Counsel for FTB:

       6            The first issue in this appeal is whether

       7   Respondent mailed the 1999 proposed deficiency

       8   assessment within a open statute of limitations.  The

       9   1999 proposed deficiency assessment mailed to Appellants

      10   on November 20th, 2013, was timely mailed within an open

      11   statute of limitations because the proposed deficiency

      12   assessment resulted from a federal determination that

      13   the 1999 AFLMC transaction was a taxable sale, and

      14   Appellants timely executed a waiver to extend the

      15   statute of limitations to assess additional tax for the

      16   1999 tax year until December 31st, 2013.

      17            Section 18622 requires taxpayers to report each

      18   change or correction to any item required to be shown on

      19   a return, including tax within six months after the

      20   final federal determination date.  Subdivision (d) of

      21   that statute specifies that the final federal

      22   determination date that triggers the six-month period is

      23   the date on which each adjustment or resolution

      24   resulting from an IRS examination is assessed.

      25            IRC Section 6203, the underlying regulations
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       1   and Revenue Ruling 2007-21 provide that the final

       2   federal determination date is the date on which the

       3   adjustment is reported as an assessment on an IMF or an

       4   account transcript.  This interpretation of the final

       5   federal determination date has been affirmed by the

       6   Board of Equalization in its opinion denying a petition

       7   for rehearing in the appeal of Unified Precious Metals

       8   adopted on August 25th, 2015, and by the OTA in the

       9   appeal of Yazdinian adopted April 19, 2019, Appeal of

      10   the Estate of Chewning adopted July 9th, 2019, and the

      11   Appeal of Fonseca adopted November 5th, 2021, and should

      12   similarly be applied here.

      13            If, after the six-month period required to

      14   report a federal adjustment, a taxpayer or the IRS

      15   reports the change or correction, Section 19060 allows

      16   Respondent four years from the date of the notification

      17   to mail a proposed deficiency assessment resulting from

      18   the change or correction.

      19            Pursuant to Section 19067 where a taxpayer

      20   executes a state waiver before the statute of

      21   limitations has expired, Respondent may issue a proposed

      22   deficiency assessment during the waiver period.

      23            In this case, the IRS examined Appellants' tax

      24   year -- tax returns for taxable years 1998 through 2002.

      25   During the examination, the IRS determined that the
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       1   AFLMC transaction that occurred in 1999 was a taxable

       2   sale and not a tax-free merger.  The IRS determination

       3   is provided on the federal explanation of items,

       4   Respondent's Exhibit G, page 4, captioned "Internal

       5   Revenue Services' Position," and within the recitals of

       6   the closing agreement, Respondent's Exhibit H, page 3.

       7            Appellants and the IRS agree -- agreed in the

       8   closing agreement written precisely to address the

       9   taxability of the AFLMC transaction that occurred in

      10   1999 and agreed the IRS would assess additional tax to

      11   Appellants' 2002 tax account to compensate the IRS for a

      12   gain that Appellants would otherwise have reported on an

      13   amended 1999 return.

      14            On July 17, 2006, in accordance with the terms

      15   of the closing agreement, the IRS assessed the

      16   additional tax.  Therefore July 17th, 2006 is the final

      17   federal determination date and Appellants were required

      18   to report the federal adjustment increasing its tax to

      19   Respondent within six months of that date.

      20            Appellants do not dispute that they did not

      21   report the additional tax assessment attributable to the

      22   IRS determination that the 1999 AFLMC transaction was a

      23   taxable sale within six months after July 17th, 2006.

      24   Since Respondent did not learn of the additional tax

      25   assessment until it received the IRS revenue agent's
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       1   report explanation of items, on October 20th, 2009,

       2   Respondent had four years from that date to mail the

       3   proposed assessment resulting from the federal

       4   adjustment pursuant to Section 19060.

       5            By the terms of Section 19060, Respondent is

       6   not limited to proposing an assessment facts for the

       7   same tax year that IRS assessed tax although the

       8   California tax effecting a federal adjustment, is

       9   usually in the same tax year as at the federal -- as the

      10   federal level, there are times when the California tax

      11   effect is in a different tax year.  This may happen when

      12   there are differences between state and federal law with

      13   respect to a specific tax issue or as here, there was a

      14   settlement covering several taxable years that specified

      15   a tax effect attributable to a transaction that occurred

      16   in one tax year, in this case 1999, be posted to a

      17   different tax year account, in this case 2002.

      18            Respondent's ability to propose an assessment

      19   for the 1999 tax year, the year in which the transaction

      20   occurred, is consistent not only with the result from

      21   authority in Section 19060 but also consistent with the

      22   federal determination that the 1999 AFLMC transaction

      23   was a taxable sale as provided, as the IRS's position in

      24   the explanation of items, Respondent's Exhibit G,

      25   page 4.
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       1            It is consistent with the recitals and the

       2   terms and conditions in the closing agreement.  The

       3   closing agreement indicates:  One, that the Appellants

       4   reported no gain or loss in 1999 on the AFLMC

       5   transaction; two, that if it had treated the AFLMC

       6   transaction as a sale, it would have had reported

       7   taxable gain from the AFLMC transaction; and three, the

       8   IRS determined the AFLMC transaction was not a tax

       9   neutral reorganization but instead a sale in 1999.

      10            It is also consistent with the parties'

      11   agreement that instead of requiring appellants to file

      12   an amended return for 1999 to report the gain from the

      13   AFLMC sale as otherwise required, Appellants would pay

      14   additional tax on the 2002 tax year but be precluded

      15   from deducting the depreciation and amortization

      16   available from 1999 through 2005 from the 1990 [sic]

      17   transaction being a taxable sale but allow Appellants'

      18   amortization deductions beginning in 2006 through the

      19   remainder of the amortization period resulting from the

      20   1999 transaction being a taxable sale.

      21            Accordingly, Respondent correctly determined

      22   that the transaction underlying the additional tax

      23   assessed on Appellants' 2002 tax year account occurred

      24   in 1999 and should properly have been reported on

      25   Appellants' 1999 California return.  Therefore, the
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       1   proposed deficiency assessments at issue for the 1999

       2   tax year result from the federal determination and

       3   additional tax assessed on Appellants' 2002 tax account.

       4            Pursuant to Section 19060, the statute of

       5   limitations to mail a proposed deficiency assessment

       6   resulting from the federal determination was

       7   October 20th, 2013, four years after the date Respondent

       8   received the RAR information informing Respondent of the

       9   federal adjustments.

      10            On September 25, 2012, before the expiration of

      11   the statute of limitations to assess, Appellants'

      12   executed a waiver extending the statute of limitations

      13   until December 31st, 2013.  Accordingly, the 1999

      14   proposed deficiency assessment mailed to Appellants on

      15   November 20th, 2013, before the expiration of the waiver

      16   was timely made.

      17            And with that, I will turn it back over to

      18   Michael to address issues two and three.

      19            MR. LAISNE:  Thank you, Brian.

      20            Moving on to the second issue, the Appellants

      21   have met their burdens, the second issue as laid out in

      22   the briefs can be broken down into three sub issues.

      23   The first is whether Appellants showed Revenue Ruling

      24   2000-5 should not be applied retroactively.  The second

      25   is whether Appellants have shown that Revenue Ruling
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       1   2000-5 should not be given deference.  And the third is

       2   whether the continuity of shareholder interest

       3   requirement was satisfied.

       4            Regarding the burdens, the first item to note

       5   is that Respondent is following the federal conclusion

       6   in accordance with RTC Section 18622, so the IRS's

       7   determination is presumed correct.

       8            Also, when California law conforms to federal

       9   law, federal rulings applicable to the IRC are highly

      10   persuasive authority.  This revenue ruling is precisely

      11   that type of persuasive authority that governs because

      12   both California law and federal law are the same.

      13            From a federal perspective, as noted by the

      14   Ninth Circuit Court in Walt Disney Company vs.

      15   Commissioner, IRS revenue rulings are entitled to great

      16   deference and have been said to have the force of legal

      17   precedent unless unreasonable or inconsistent with the

      18   provisions of the IRC.

      19            Moving on to a discussion of the law and

      20   guidance applicable to IRC Section 368(a)(1)(A), under

      21   the Internal Revenue Code a reorganization can qualify

      22   for tax-free treatment if it meets the requirements of

      23   IRC Section 368(a)(1)(A).  IRC Section 368(a)(1)(A)

      24   defines reorganization to include a statutory merger or

      25   reorganization.  The Treasury regulations effective at
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       1   the time of the AFLMC transaction stated a merger must

       2   be effectuated pursuant to the corporation laws of the

       3   United States or a state or a territory or the District

       4   of Columbia.  Additionally, continuity of shareholder

       5   interest is required for a tax-free Type A merger.

       6            The AFLMC transaction was not entitled tax-free

       7   treatment because the Texas statute used by Appellants

       8   resulted in multiple entities surviving the transaction,

       9   inconsistent with the law contained in Revenue Ruling

      10   2000-5.

      11            Now, moving on to Revenue Ruling 2000-5.  It

      12   disallows tax-free statutory mergers completed pursuant

      13   to state merger statutes resulting in multiple entities

      14   surviving the transaction, such as the AFLMC

      15   transaction.

      16            The revenue ruling provides a history of

      17   relevant statutes and discusses their applicability.  It

      18   discusses reorganization as defined in the 1921 Revenue

      19   Act.  It explains that in 1934 the 1921 provision

      20   discussing reorganizations was split into two with the

      21   1934 predecessor to IRC Section 368(a)(1)(C) being an

      22   acquisition by one corporation of substantially all the

      23   properties of another corporation, which is the

      24   equivalent of the parenthetical the 1921 Act.  The 1934

      25   Act created a second category of statutory mergers,

0035

       1   which is the predecessor to the current Type A mergers.

       2            Revenue Ruling 2005 explains that because most

       3   corporate law merger statutes ensure that one entity

       4   continues to exist after a merger, the surviving

       5   corporation automatically acquired all of the target

       6   corporation's assets.  Historically, corporate law

       7   merger statutes have operated to ensure, as stated in

       8   Cortland Specialty Co. citing the ruling, that merged

       9   corporations cease to exist and the merging corporation

      10   alone survives, thus Congress did not need to add a

      11   substantially all of the properties requirement for Type

      12   A mergers.

      13            Revenue Ruling 2000-5 reasons further that

      14   compliance with State corporate merger statutes is not

      15   enough and states that in addition to business purpose,

      16   continuity of business enterprise, and continuity of

      17   shareholder interest requirements, there's a requirement

      18   that only one entity survive the merger.

      19            The ruling then explains the history of

      20   divisive mergers stating that Congress concluded that

      21   IRC Section 355 is the exclusive means of achieving a

      22   tax-free divisive merger and there is no explicit

      23   liquidation requirement for statutory mergers because

      24   Congress contemplated that only one entity would survive

      25   under state corporate merger statutes.  Congress
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       1   addressed this in both 1954 and 1984 according to the

       2   cited Senate reports in the ruling.

       3            In summary, Revenue Ruling 2000-5 provides

       4   that:  One, state corporate merger statutes were

       5   generally meant to require only one surviving

       6   corporation; two, simply complying with a state merger

       7   statute is not enough to satisfy IRC Section

       8   368(a)(1)(A); three, Congress intended for IRC Section

       9   355 to be the only path for a divisive tax-free merger;

      10   and four, for these reasons a purported State statutory

      11   merger that does not satisfy IRC Section 355 as another

      12   merger type does not qualify for tax-free treatment.

      13   There appears to be no dispute that pursuant to the

      14   revenue ruling the AFLMC transaction is a taxable

      15   transaction if it applies.

      16            A few other historical facts worth noting are

      17   that in 1920 the IRS stated in its solicitor Opinion 4

      18   quoting a federal court decision that a merger of two or

      19   more corporations takes place when one of source -- one

      20   of such corporations retains its corporate existence and

      21   absorbs the other or others which, thereby, lose their

      22   corporate existence.  And that's Respondent's Exhibit N.

      23            Additionally, one of the purposes of the

      24   Revenue Act of 1934 was to present tax avoidance,

      25   including Congress's desire to prevent taxable sales
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       1   from being treated as tax-free reorganizations.  At the

       2   time of the passing of the 1934 Act, one prominent

       3   commentator specifically noted that a statutory merger

       4   was a technical merger where only one entity survived

       5   the merger.  Moreover, Black's Law Dictionary around the

       6   time defined "merger" as only one entity surviving.

       7            Further, in 1984 the Senate and Joint Committee

       8   made the comment regarding the addition of IRC Section

       9   368(a)(2)(G) when comparing a Type C to a Type A merger

      10   stating in the case of a statutory merger or

      11   consolidation the transporter is liquidated by operation

      12   of the law.  This further shows that Congress was not

      13   anticipating and was not approving the idea that

      14   statutory mergers would be divisive in transactions like

      15   this one.

      16            Also, the proposed regulations, temporary

      17   regulations and final regulations under Treasury

      18   Regulation Section 1.368-2(b) all adopt the requirement

      19   as contained in Revenue Ruling 2000-5.  At the time of

      20   the release of the revenue ruling, one big partner and

      21   commentator went as far as to praise the ruling for its

      22   consistency.

      23            Further, the American Bar Association did not

      24   criticize the addition of the requirement in the

      25   regulations, which one would expect if there were issues
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       1   with the ruling to the extent claimed by Appellants in

       2   the briefing.

       3            Regarding retroactivity, generally revenue

       4   rulings apply retroactively.  And as noted in Baker vs.

       5   U.S. cited by Appellants in their reply brief, the

       6   revenue ruling needs to be devoid of rational basis to

       7   not be applied.  Given the history discussed earlier,

       8   the reasoning and conclusion of the revenue ruling

       9   should not have been unexpected.

      10            The Anderson factors brought up by Appellants

      11   in the briefing are, one, whether or to what extent the

      12   taxpayer justifiably relied on settled prior law or

      13   policy and whether or to what extent the retroactive

      14   regulation alters that law; two, the extent, if any, to

      15   which the prior law or policy has been implicitly

      16   approved by Congress; three, whether retroactivity would

      17   advance or frustrate the interest in equality of

      18   treatment among similarly situated taxpayers; and, four,

      19   whether according retroactive effect would produce an

      20   inordinately harsh result.

      21            In terms of the first factor, justified

      22   reliance on settled prior law and to what extent the

      23   retroactive regulation changes that law, there were

      24   several examples of legislative history and case law, as

      25   just discussed.  Then there's the history of IRS
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       1   guidance and case law, the definitions used to define

       2   merger by practitioners, courts and dictionaries, the

       3   purpose of the 1934 Act to curb tax avoidance, and the

       4   fact that the only path to a tax-free divisive merger

       5   was through IRC Section 355.  As stated by Congress,

       6   Appellants' reliance was not justified based on these

       7   points, and the revenue ruling did not change the law,

       8   it correctly interpreted the law.

       9            As to the second factor, as mentioned, Congress

      10   in 1954 and 1984 stated that the only path to a divisive

      11   merger was through IRC Section 355.  Further, the Senate

      12   and the Joint Committee made the statement that Type A

      13   mergers resulted in the liquidation of an entity by

      14   operation of the law.  This further shows that Congress

      15   was not anticipating and was not approving the idea that

      16   statutory mergers would be divisive in transactions like

      17   this one.

      18            In addition, when examining the second factor,

      19   the Court believed Congress did not give any indication

      20   that it wanted to change the law and found in favor of

      21   taxpayers in that case.

      22            Here, this is not a law change.  In fact,

      23   Congress meant for IRC Section 355 to be the sole path

      24   for there to be a divisive reorganization; therefore,

      25   this factor is in favor of granting the ruling
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       1   retroactive treatment.

       2            Regarding Factors 3 and 4, 3 being whether

       3   retroactivity would advance or frustrate the interest in

       4   equality of treatment among similar situated taxpayers;

       5   and, 4, whether according retroactive effect would

       6   produce an inordinately harsh result, there are many

       7   examples of legislative history, Treasury documents, and

       8   court cases that statutory mergers of this nature were

       9   not permitted.

      10            In Plymouth (phonetic), the Court found in

      11   favor of the IRS regarding the third factor.  Here, too,

      12   there is no unequal treatment of taxpayers.  All

      13   taxpayers in the United States were bound by the same

      14   restrictions under Revenue Ruling 2000-5.

      15            Finally, under the fourth factor, there's quite

      16   a bit of history behind the law, which would indicate

      17   that a divisive reorganization would not be permitted

      18   under the statutory merger provision.  The

      19   reasonableness present in Revenue Ruling 2000-5 can be

      20   found in Appellants' own reason for their settlement.

      21            In appellants' IDR response contained in

      22   Exhibit F, they stated that since the rules and their

      23   interpretation in this area of taxation are complex and

      24   not definitively conclusive, the IRS and the taxpayer

      25   decided to resolve the dispute via a settlement.  For
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       1   all these reasons, Revenue Ruling 2000-5 should be given

       2   retroactive treatment.

       3            The Appellants in the briefing next contend

       4   that the revenue ruling is not entitled to deference

       5   under Skidmore.  The first factor is the thoroughness

       6   evident in the authority's consideration.  The

       7   thoroughness presented in this case is acceptable given

       8   that one of the purposes of the Revenue Act of 1934 was

       9   to prevent tax avoidance and Revenue Ruling 2000-5

      10   properly focused on items such as the requirement that

      11   Congress wanted Section 355 to be the sole path of a

      12   divisive merger as well as applicable case law cited.

      13            The second factor is the validity of the

      14   authorities' reasoning.  For the reasons stated

      15   previously regarding retroactivity and for Skidmore

      16   Factor 1, the reasoning is also valid.

      17            The third factor is consistency with earlier

      18   and later pronouncements.  Respondent notes that Revenue

      19   Ruling 2000-5 is consistent with earlier and later

      20   pronouncements.  It's consistent with legislative

      21   history, case law, and IRS guidance.  When considering

      22   the consistency with later pronouncements, the most

      23   relevant items to examine are the proposed temporary and

      24   final Treasury regulations under Section 1.368-2(b)(1)

      25   that were released around the time of the revenue
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       1   ruling.  All these later pronouncements adopt Revenue

       2   Ruling 2000-5's conclusion regarding the survival of

       3   only one entity and lend a great deal of persuasive

       4   weight.

       5            Additionally, the IRS pursued this case under

       6   2000-5 and received a settlement.  Further, for reasons

       7   stated in our retroactivity argument and then the first

       8   Skidmore factor, there is nothing that materially harms

       9   the consistency with previous and subsequent

      10   pronouncements.

      11            The fourth factor considers all those factors

      12   which give the authority power to persuade, the

      13   blacking (phonetic) power to control.  As discussed,

      14   there was a great deal of historical context to this

      15   revenue ruling and its conclusion.  Further, at the time

      16   of the passing of the Revenue Act of 1934, one

      17   commentator specifically described the statutory merger

      18   as a technical merger under a state statute to complete

      19   a successful tax-free statutory merger with only one

      20   entity surviving the merger.  For all these reasons,

      21   Revenue Ruling 2000-5 should be entitled to deference.

      22            For the third sub issue regarding continuity of

      23   shareholder interest, the IRS closing agreement,

      24   Respondent's Exhibit H, stated as a fact that PHH

      25   Holdings received stock equal in value to only
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       1   11 percent of the total value of stock of holdings

       2   immediately prior to the transaction.

       3            Eleven percent is far below the required

       4   minimum threshold for a retained proprietary interest

       5   for purposes of Treasury Regulation Section 1.368-1(e)

       6   as noted in Revenue Procedure 7737.  The conclusion

       7   regarding the lack of continuity of shareholder interest

       8   in the transaction based on the retention of only

       9   11 percent proprietary interest was also stated by the

      10   IRS in Form 886-A, Respondent's Exhibit G.

      11            Third and finally, regarding the delinquent

      12   filing penalty:  There appears to be no dispute if

      13   Respondent's assessments are sustained, the penalty

      14   applies and no defenses have been raised.  In the end

      15   there should be consistency in what the IRS determined

      16   with the California tax liability.  Revenue Ruling

      17   2000-5 is consistent, fair, reasonable, and thorough and

      18   should be given deference and applied retroactively.

      19            Finally, Appellants have not shown that the

      20   continuity of shareholder interest requirement was

      21   satisfied.  For all these reasons, Respondent's

      22   assessment should be sustained.

      23            Thank you.  And we're happy to take any

      24   questions.

      25            ALJ LONG:  Thank you.  Am going to turn to my
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       1   panel members to see if they have any questions.  We'll

       2   start with Judge Johnson.

       3            ALJ JOHNSON:  Thank you.  I do have a -- can

       4   you hear me okay?

       5            THE COURT REPORTER:  (Nods affirmatively)

       6            ALJ JOHNSON:  I okay -- a question for

       7   Appellants.  Regarding the waiver of statute of

       8   limitations 3570(c) waiver, if there were no

       9   adjustments, federal adjustments to the 1999 tax year,

      10   why would Appellants sign a waiver extending the statute

      11   of limitations based on 18622 and 19060.

      12            MR. VESELY:  Well, there was an audit going on

      13   at the time, your Honor, that -- and the waiver covers

      14   1999 through '02, and that was the audit the FTB was

      15   doing of Appellants at that time, and at that time the

      16   decision -- we weren't there, but our understanding was

      17   that the audit was going on and FTB was making whatever

      18   adjustments they were going to make, and the Appellants

      19   agreed to do a waiver but only agreed to do a waiver

      20   that was tied to federal adjustments, so not a general

      21   waiver.  And I think that's the important part.

      22            ALJ JOHNSON:  Okay.  Thank you.

      23            And then some more questions.  It's going to be

      24   for both parties, so I might go back and forth a little

      25   bit.  I'll start with the Franchise Tax Board.  Which
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       1   documents -- we have closing agreements the 886-A

       2   explanation items, the RAR is mentioned -- I don't know

       3   if we have it in the record or not as well as possible

       4   Form 4549 documents.  Which are we looking at that

       5   represent the final federal determination?

       6            MR. WERKING:  Well, the date of the final

       7   federal determination is located on the BMF in this

       8   case.  That's Respondent's Exhibit J, page 28,

       9   Transaction 300.  But the substance of what -- you know,

      10   why did the IRS assess this additional tax in 2008, it

      11   really is the IRS's determination that the 1999 AFLMC

      12   transaction was a taxable transaction.  And where do we

      13   find that?  Where do we see that.  Which I believe is

      14   your question.  And that is from the -- the -- the

      15   886-A.  We can see the IRS explains on page -- it's

      16   Respondent's Exhibit G, page 4.  We can see the -- the

      17   IRS's position that they determined that the 1999 AFLMC

      18   transaction did not qualify as a reorganization.  And

      19   then we can also look to the IRS's reasoning in that

      20   document for why they agreed to their settlement, which

      21   is provided in pages 4 through 6 of that same exhibit,

      22   where the IRS compared the net present value of the

      23   potential additional tax that would be collected where

      24   the additional tax from determining the 1999 transaction

      25   was taxable being assessed in the 1999 taxable year and
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       1   Appellants' claim resulting in additional depreciation

       2   and amortization of goodwill for 1999 through 2014

       3   compared with also treating the 1999 AFLMC transaction

       4   as a taxable transaction but assessing the additional

       5   tax in 2002 with Appellants being precluded from taking

       6   the additional depreciation and amortization deductions

       7   for the taxable years 1999 through 2005 and allowing

       8   Appellants to claim the remaining amortization

       9   deductions that are available through 2014 because the

      10   1999 transaction was taxable and also foregoing a

      11   deduction for the payment of interest an additional tax

      12   payment in 2006.  But based on the IRS's comparison,

      13   they would realize a greater value of additional tax

      14   assessing the tax in 2002 with these additional

      15   restrictions on Appellants than assessing the tax in

      16   1999.

      17            We can also look to the recitals of

      18   Respondent's Exhibit -- of the actual closing agreement,

      19   Respondent's Exhibit H, and there the IRS determined

      20   that the 1999 transaction was a taxable transaction but

      21   would assess the tax in 2002 with those limitations on

      22   Appellants, that they would only be able to claim

      23   amortization deductions resulting from the 1999

      24   transaction being a taxable transaction, but only for

      25   taxable years beginning 2006 and forward.  And this is
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       1   found in Respondent's Exhibit H, page 7, Number 6,

       2   paragraph 6.

       3            So the explanation of items, the closing

       4   agreement, and referring to the BMF is where we can

       5   piece together what -- what is the basis for this final

       6   federal determination and what is the date of the final

       7   federal determination.

       8            ALJ JOHNSON:  Okay.  Thank you.

       9            And for Appellants -- and part of the reason

      10   why I ask this, I believe in your -- your briefs made a

      11   point that the RARs were not final, they're not part of

      12   the actual final determinations.

      13            So same kind of question, are you looking at

      14   closing agreements and the 886-A as far as what

      15   constitutes the final federal determination?

      16            MR. VESELY:  The final federal determination is

      17   not 886-A.  There's no way because that is not what the

      18   final determination was that's laid out in the closing

      19   agreement.  Recitals in a closing agreement mean

      20   nothing.  They're recitals.  The actual determination in

      21   the closing agreement, and that is the final federal

      22   determination under the FTB's own regulations, that

      23   audit report, anything that's preliminary like that,

      24   unless that ends up being the final -- the final-final

      25   here, which it did not, you know, there's no way that
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       1   that is the final federal determination in this matter.

       2            It's real interesting when you look at the BMF

       3   reports, your Honor.  The date is really irrelevant for

       4   our purposes of deciding this case, whether it's the

       5   date of the -- of the closing agreement or the date it

       6   actually gets entered in the BMF report.  It's not

       7   entered in 1999 in the BMF report.  The liability,

       8   that's $60 million plus the interest, is entered in the

       9   2002 BMF report.  There is nothing for 1999 related to

      10   this merger in the BMF report for 1999.

      11            So whatever, you know, counsel is arguing about

      12   here, that's all well and good, but that doesn't get you

      13   there.  That's -- you can't piece this together.  I

      14   guess we go back to, like I said in my opening, if the

      15   liability -- you know, if the merger was taxable in

      16   1999, it was 550 million, almost $600 million with

      17   interest is what the tax liability was -- interest was,

      18   not, you know, 71 million like what was, you know, the

      19   final determination in the closing agreement.

      20            I think that's the problem is that when you

      21   really parse through the closing agreement, where do you

      22   see that they adjusted anything having to do with the

      23   merger in 1999?  And that's our problem with what the

      24   FTB did in this case.

      25            And I'll be happy to talk more about that, but
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       1   that's -- that's our essence of our position.

       2            ALJ JOHNSON:  Okay.  Thank you.

       3            MR. VESELY:  Oh, your Honor, one more thing.

       4   I'm sorry.

       5            ALJ JOHNSON:  Sure.

       6            MR. VESELY:  Because counsel was referring to

       7   the closing agreement, I think it is important to look

       8   at page 7, paragraph 7, "Taxpayer will not be required

       9   to file an amended federal tax return for its 1999 tax

      10   year to report its alleged $1.5 billion gain."

      11            It's kind of important that the word "alleged"

      12   that's in there.  That's not a recital.  That is part of

      13   the agreement.  So I think we have to really parse

      14   through that agreement very carefully to see what was

      15   exactly determined by the IRS.

      16            ALJ JOHNSON:  On that note, regarding the

      17   adding alleged to the value of the transaction there,

      18   going further down, I believe it's paragraph 13 on the

      19   same page.

      20            MR. VESELY:  One second, your Honor.

      21            ALJ JOHNSON:  Sure.

      22            MR. WERKING:  Okay.  Exhibit H, page 7.

      23            MR. VESELY:  Oh, yeah.  Okay.

      24            ALJ JOHNSON:  Could it be that that adding

      25   alleged there was part of that paragraph 13 where the
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       1   IRS is making no statement as to the actual value, so,

       2   therefore, they're not making a finding but they're

       3   agreeing that this is the number that was discussed in

       4   paragraph 7?

       5            MR. VESELY:  Your Honor, I don't know -- I

       6   don't know.  You know, when we enter into any kind of

       7   closing agreements or whatever, it's very common to not

       8   have -- nobody's is giving up anything, you know.  And

       9   that's the way I've read that paragraph, frankly.  You

      10   know, I don't know if it means anything more than that.

      11   But, you know, again, you know, we agree to disagree

      12   almost kind of thing, if you will.  But I don't know

      13   that gets FTB off the hook here of the timing of all of

      14   this.  That's the problem.  And I think -- and I really

      15   do think that -- that and waiver that we were looking at

      16   before is really crucial here.  So --

      17            ALJ JOHNSON:  I'm going to kind of the

      18   statements again about closing agreements, how they're

      19   structured, put together.  Really, the purpose of the

      20   closing agreement is kind of forego further audit,

      21   litigation, attorney's fees and all that kind of stuff.

      22   You're not necessarily trying to nail down specificities

      23   as to how the tax law is being applied but more an end

      24   result goal that both parties will agree to to forego

      25   further costs and expenses.  Seeing as how on this is a
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       1   Form 886-A closing disagreement, it's closing out an

       2   entire year, it's not a 906 that might close out

       3   specific issues, it's closing out '98 through 2002

       4   resulting in one lump sum additional tax.  It was

       5   applied to 2002 tax year, not to 1999, does that affect

       6   at all the impact of how this closing agreement that

       7   closes out 1999 and resulted in additional tax for the

       8   closing agreement in the aggregate.  I guess you could

       9   say, does that show that potentially there were

      10   contemplations of tax effects for 1999 that resulted in

      11   changes?

      12            MR. VESELY:  Well, I think if you step back and

      13   think about that for a second, if, indeed, there was tax

      14   effects for 1999 that was contemplated here and they

      15   were contemplating saying that that merger was taxable,

      16   then the taxpayer would have been allowed additional

      17   depreciation -- or the Appellants, I'll use a general

      18   term -- additional depreciation, additional amortization

      19   and is specifically not, you know, allow to do that,

      20   which would have been there, you would have gotten a

      21   stepped-up basis.

      22            You know so the 2001 transaction, which is

      23   referenced in there, which they ended up having to pay

      24   the whole tax on that, that thing in 2001 would have

      25   been a lot lower gain.  That would have been -- that was
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       1   tied to the 1999.  If the 1999 merger was taxable, there

       2   would have been increased amortization depreciation

       3   deductions, a stepped-up basis there.  Generally

       4   speaking, what the IRS would have required is you've got

       5   to amend your 1999 return.  They said, "Nope.  You

       6   can't -- you don't have to do that."  And, oh, by the

       7   way, you're prohibited from going back in there to claim

       8   additional depreciation and amortization deductions.

       9            There are no adjustments in '00 and '01 in that

      10   closing agreement if you notice there.  So when you step

      11   back and say, "Well, what did they exactly do here,"

      12   what we do know is that they did not adjust 1999.  They

      13   did not change the filing position of tax-free that the

      14   taxpayers had put forth in that closing agreement.  And

      15   that is the final federal determination here.  You know,

      16   that's the problem that FTB has, frankly, is that the

      17   closing agreement does make a determination for 2002,

      18   and that is the year that, you know, the amount is paid

      19   in tax.  That was reflected in the audit with the FTB,

      20   that 2002 change and everything else.

      21            So it's -- you know, I've looked at this thing

      22   inside and out and said, "Okay.  Where's the '99

      23   change?"  And so you still -- you think about it for a

      24   second, and what FTB is trying to do in this case, which

      25   I think is very -- it's -- it's -- there really aren't a
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       1   whole lot of limits to how they can apply their final

       2   federal determination here, and kind of taken what I was

       3   going to say on rebuttal, but I'll say it right now is

       4   that they look at the "any year" language in 18622, and

       5   if you look at that "any year," that is only looking at

       6   the federal side.

       7            So if we were to look at 18622, it talks about

       8   the Feds or the IRS making an adjustment in any year.

       9   And the reason it was "any year" in there always was

      10   that it was to deal with if they are going into an open

      11   year, which is no big deal, or a closed year.  Can IRS

      12   go into a closed year?  They can only go into it if it's

      13   a annual carryover issue so that you've got to go in to

      14   look at when was proper for the later years.  Same thing

      15   with the credit carryover.  And indeed, I'll go into

      16   this in more detail for you with the history, but,

      17   again, that "any year" does not apply to the FTB can

      18   assist, issue an assessment for any year.

      19            So if I got an assessment that for federal

      20   purposes that's 2002 doesn't mean they can just go in

      21   willy-nilly to any year, which is essentially what they

      22   are doing here, frankly.

      23            But the second part of it, and, you know,

      24   counsel just referred to resulting from the adjustments.

      25   Wow.  You know, let's think about that for a second.

0054

       1            So we're talking about resulting from the

       2   adjustments to 2002, which basically in that closing

       3   agreement says you don't do all these things that you

       4   would if it had been taxable in 1999.  You don't get

       5   additional depreciation.  You don't get additional, you

       6   know, amortization.  You don't get a stepped-up basis.

       7   You don't -- and all of that that's in the closing

       8   agreement somehow results in them being able to assess

       9   in 1999 that the merger was taxable, you know, with all

      10   due respect, please.  There's no limit to that.  How

      11   would a taxpayer ever know what should be reported and

      12   when?

      13            ALJ JOHNSON:  And that's a question I'll have

      14   later on as well.

      15            MR. VESELY:  Okay.

      16            ALJ JOHNSON:  But going back to that point you

      17   mentioned earlier on, of course, giving up the step-up

      18   in basis, the amortization and the other, benefits that

      19   would happen later on were that 1999 AFLMC transaction

      20   be not deemed to be a tax-free merger.  And Respondent

      21   earlier pointed to Exhibit G, page 6, I believe.  And we

      22   had the last two paragraphs on there.

      23            And what the IRS has done in that is the

      24   explanation of the items, again on the Form 886-A.

      25   They've said, if we're going to pursue -- let me see
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       1   here -- the course of disallowing the merger as a

       2   368(a)(1)(A) reorganization, if we're going to disallow

       3   that, they measured out the tax effect of that, what

       4   that would be.

       5            Next paragraph, they went and compared that to

       6   what taxpayers were offering and -- which is a higher

       7   amount, actually, it looks like of tax that was going to

       8   be paid or due.  And they said based on that, we agree

       9   to find taxpayer's resolution acceptable and we'll go

      10   with that option.  And I think what you see then,

      11   perhaps, is in the closing agreement, they kind of put a

      12   stop on all the benefits you would get had the merger

      13   been seen as not tax-free, sort of to balance out --

      14   balance out going with Appellants' position in the --

      15   the closing agreement.

      16            To that extent, does that add evidence or

      17   suggest that the closing agreement adjustments were

      18   based on what IRS saw as adjustments that should be made

      19   to 1999?

      20            MR. VESELY:  Well, I mean, I saw that as well,

      21   your Honor.  I guess what hits me on this is we don't

      22   know what went on exactly in all the discussions.  I

      23   mean, I wasn't there.  You weren't there.  You know, we

      24   got what this is.  This is not a final determination

      25   though.  I mean, ,this is -- this is, you know,
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       1   documents that -- that, you know, during the audit stage

       2   and so on and so forth.  But let's think about that for

       3   a second though.  When parties settle -- settle matters

       4   an old FTB lawyer once said to me, he said, well, you

       5   know, you know what, Jeff?  You can go talk Italian to

       6   your clients and we'll talk French to mine and we'll

       7   come -- I don't care how we get to the number

       8   necessarily.  So getting to the number is just fine, but

       9   the idea here is:  What is the adjustment that is

      10   supposed to be tied to 1999?  Is it really that you all

      11   of a sudden now have a taxable transaction in that year

      12   and you're relying -- and supposedly you're relying on

      13   this federal determination to issue an NPA for that year

      14   under a waiver that says resulting from the federal

      15   adjustments, not for all purposes?  There's no limits to

      16   disposition.  And as a result, I think they've got a

      17   problem, not only with whether this is really a tax-free

      18   merger or not, which we'll talk about more in my

      19   rebuttal, but the fact of the matter is, I think that

      20   they have a problem with their statute of limitations

      21   because it's not resulting from a federal -- they don't

      22   like the result in this closing agreement.  That's the

      23   problem.

      24            I mean, let's cut to the chase.  They want that

      25   five -- you know, they want the 12 and a half million
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       1   dollar assessment in 1999 because of the, you know, they

       2   didn't get it by following the federal determination

       3   here.  So I -- I -- you know, they're asking you guys to

       4   really jump through a lot of hoops to get to their

       5   position, and I think that's a problem here.  I think

       6   it's a problem both on the tax-free merger conclusion

       7   and the statute of limitations, frankly.

       8            ALJ JOHNSON:  Sure.  And let me give Respondent

       9   a chance on his questions as well.

      10            MR. VESELY:  Sure.

      11            ALJ JOHNSON:  So you mentioned that the 886-A

      12   explanation of items is what you look at to explain what

      13   the federal adjustments were.  Or I'm --

      14            MR. WERKING:  Partial.

      15            ALJ JOHNSON:  Partially, correct, okay.  And

      16   then Exhibit H there, the closing agreement itself, if

      17   your sort of analysis was restricted just to that

      18   closing agreement and perhaps even not the "whereas"

      19   statements but the "hereby determine and agree to"

      20   statements at the second half of that, would you still

      21   maintain that this federal adjustment shows that the

      22   statute of limitations is open for a state sided

      23   adjustment to the 1999 tax year?

      24            MR. WERKING:  I would.  I think -- sorry.  Yes,

      25   I would.  I think -- I think you can -- you can
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       1   garner -- even -- even not looking at the 886-A to rely

       2   on as a primary document to determine what the final

       3   federal determination is, you can gain some information

       4   by looking at 886-A as to what is and the reason why the

       5   information is contained in the closing agreement.

       6            But, specifically, when you do look at -- I'd

       7   direct you to the closing agreement, page 7, and it is

       8   paragraph 6.  That's an item that, you know, is earlier

       9   addressed in the 886-A to kind of give us an idea of

      10   what -- why is that there, what does that mean.  That is

      11   one of those items that are -- the closing agreement is

      12   addressing that, yes, we're treating the taxable -- the

      13   1999 transaction as a taxable transaction and,

      14   therefore, there's this resulting -- this -- this

      15   additional amortization deduction that will be available

      16   to Appellants.

      17            And, you know, the paragraphs 4 and 5 above are

      18   also those -- those limitations that were placed on

      19   Appellants that were explained in the 886-A but are

      20   contained within the terms and conditions of this

      21   closing agreement, because taking the 1999 transaction

      22   as a taxable transaction, Appellants would otherwise be

      23   able to take those amortization and depreciation

      24   deductions.

      25            So I think that information, you know,
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       1   clarifies and -- and indicates that, yes, the

       2   determination was that there is -- the 1999 transaction

       3   is a taxable transaction, but we're going to -- the IRS

       4   is going to take this position to allow the tax to be

       5   assessed in 2002 with the caveat that there's these

       6   extra limitations to make it their benefit.  But I think

       7   it leans to show that, yes, that alone, that document

       8   alone does show that the 1999 transaction was determined

       9   to be a taxable transaction.

      10            ALJ JOHNSON:  Thank you.  And to address part

      11   of the concerns that were raised by Appellant, if you

      12   have a closing agreement, that doesn't make actual

      13   concrete adjustments to the tax year 1999, you know, it

      14   makes adjustments to a different year, perhaps, that are

      15   all covered in the same closing agreement, sort of in

      16   general and perhaps to this case as well, what level of

      17   specificity is going to be required to put a taxpayer on

      18   notice that the requirements to inform FTB under 18622

      19   have been triggered?

      20            MR. WERKING:  I mean, I think there you have to

      21   look at all the information that is available.  And in

      22   this case, it was clear the adjustment that was being

      23   reviewed, the transaction, that was being reviewed was

      24   the 1999 transaction, whether that was a taxable

      25   transaction or a tax-free merger.
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       1            And so by looking at the explanation of items

       2   in this case, you know, it was apparent and is clear

       3   that the tax that results from that review of that item

       4   in this case being assessed in 2002, but it resulted

       5   from that examination of this particular item.  And so

       6   that -- that puts the taxpayers on notice as to this is

       7   the actual transaction that -- that leads to the

       8   additional tax being assessed.  And then you have to

       9   look to -- so under California law, if this is a taxable

      10   transaction in 1999 as the IRS determined, what is the

      11   resulting tax effect to report?

      12            ALJ JOHNSON:  Thank you.  I guess under that

      13   same line of reasoning, obviously, Franchise Tax Board

      14   was not a party to the closing agreement, weren't at the

      15   table for those discussions and there might be some

      16   agreements that were made that -- between those two

      17   parties that FTB cannot try to enforce upon the

      18   taxpayers perhaps since that's not an agreement between

      19   the taxpayer and the Franchise Tax Board.  So once

      20   the -- once those changes are made, the Franchise Tax

      21   Board, you're going to be looking at the California tax

      22   effects that were just saying.  Is that correct?

      23            MR. WERKING:  Exactly.

      24            ALJ JOHNSON:  Okay.  Is there -- was there a

      25   possibility -- maybe you don't know in this case -- of
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       1   FTB to just say, "We're going to do the same thing the

       2   feds did and put it all in 2002?"

       3            MR. WERKING:  I don't want to speculate on

       4   other instances, but in this case, because we had the

       5   information that we knew, you know, what was the basis

       6   for this change, for this adjustment and additional tax

       7   assessment in 2002, because we have that information,

       8   you know, the California tax effect of that

       9   determination, that the 1999 transaction is taxable,

      10   that, you know, should be placed in 1999.  Perhaps with

      11   different information or less information an assessment

      12   may follow the year in which the tax is actually

      13   assessed.

      14            ALJ JOHNSON:  Okay.  Thank you.

      15            MR. VESELY:  Your Honor, if I may respond to a

      16   couple things?

      17            ALJ JOHNSON:  Yeah.  Just checking the -- I

      18   think that's my last question.

      19            MR. VESELY:  Sure.  I'm sorry.

      20            ALJ JOHNSON:  Go ahead.  Go ahead and --

      21            MR. VESELY:  Okay.  All right.

      22            ALJ JOHNSON:  -- if you want to add a few

      23   points.

      24            MR. VESELY:  Well, a couple things that counsel

      25   just said were interesting.  I mean, again, as I said in
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       1   my opening, that we've got to read that closing

       2   agreement carefully.  There's a lot of things in there

       3   that we want to be real careful about here.  And really,

       4   look at the last paragraph of the closing agreement on

       5   paragraph 18.  It says, "The closing agreement contains

       6   the complete agreement of the parties."

       7            We're not talking about that you all of a

       8   sudden kind of overlay the 886-A, which is not a final

       9   federal determination.  Indeed, under their own

      10   regulations, a final determination is an irrevocable

      11   determination of regulation 19059(e), irrevocable

      12   determination or adjustment of the taxpayer's federal

      13   tax liability from which there exists no further right

      14   of appeal.

      15            Under an 886, an RAR, that is not the case.

      16   Those are not irrevocable by any means.  So when you

      17   really talk about those two things here, if a taxpayer

      18   is trying to piece together what do I need to report or

      19   not report, this is not appropriate notice.  This --

      20   that's what it's all about.  I mean, you've got to give

      21   the taxpayers notice.

      22            And, frankly, if you think about it, you know,

      23   the claim for refund statute from federal

      24   determinations, 19311, is tied to the same stuff we're

      25   talking about.  So how would you know which years that a
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       1   claim for refund should be filed for?  You know, should

       2   I file for 2002?  1999?  What should I do?  Should I

       3   take a guess?  That's not the way to administer the law.

       4   But anyway --

       5            ALJ JOHNSON:  Okay.  Thank you both.  No

       6   further questions.

       7            MR. VESELY:  Okay.

       8            ALJ LONG:  Thank you.

       9            Judge Kwee, do you have any questions for

      10   either party?

      11            ALJ KWEE:  This is Judge Kwee.  Yes.  Sorry.

      12   I'm just collecting my thoughts.  So we have the $60

      13   million assessment for the year 2002.  And then there

      14   was the closing agreement, and I guess I'm just

      15   wondering, you know, what the closing agreement,

      16   asserting it for 2002, and then we have IRC Section

      17   18622, which is that, you know, if an amount reported

      18   on -- or shown on a federal return for any years

      19   changed, you have to report that to FTB.  And I guess

      20   looking at that "for any year" language, you know, you

      21   have this 60 million assessment for 2002 for fed

      22   purposes, but I -- it's my understanding of the

      23   taxpayer's argument is that you couldn't -- FTB couldn't

      24   assert that 18622 for a different tax year for 1999,

      25   when for example, like, there's, you know, a federal
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       1   assessment for 2002 but it would impact it for the state

       2   purposes for 1999.  And I guess if that's the position,

       3   I'm just wondering if there is any sort of a legislative

       4   history or something similarly --

       5            MR. VESELY:  Oh, I'd be happy to go through it

       6   with you in great detail.  I've got -- we put it into

       7   the briefs as well.  But the fact of the matter is

       8   18622, the predecessor to that -- and this was before

       9   1967.  And there was a legal ruling that the FTB issued,

      10   and it's our Exhibit 3, Legal Rule 280 issued in 1964.

      11            And that legal ruling was -- the reason for

      12   that legal ruling was, under the law as it read at that

      13   time, the taxpayer was required to report any

      14   adjustments made to the amount of taxable income

      15   federally.  So the terms were amount of taxable income

      16   federally.  The legal ruling looked at it and it also

      17   looked at the -- you know, analyzed the term "any year."

      18            And if you -- if you look at 18622, your Honor,

      19   it's real interesting because I have to -- the more

      20   times we read all this jazz, you find something new.

      21   And what 18622 says, and this is (a), "If any item

      22   required to be shown on a federal tax return, including

      23   gross income, deduction, penalty, credit or tax for any

      24   year of any taxpayer is changed" -- stop right there.

      25   And it's "changed by the Commissioner of Internal
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       1   Revenue," I'm sorry.  The "any year" is tied to the

       2   federal government looking at your tax returns, at those

       3   years there.  And it's not to talk about that you can

       4   take an adjustment in 2002 and apply it to 1999.  That's

       5   not what the statute says.  There's no way -- no reading

       6   of that statute that gets you there.

       7            And what was done in that legal ruling back in

       8   1964 -- because it only referred to taxable income.

       9   What they had in the legal ruling was a net operating

      10   loss that -- well, the taxpayer had a zero taxable

      11   income.  That's what the audit staff was asking about,

      12   zero taxable income.  The feds made an adjustment there

      13   to disallow some deductions, but they were already at

      14   zero so there was nothing, you know, to add to it.

      15            What the legal ruling concludes, it says, well,

      16   since it says taxable income and there's no adjustment

      17   to taxable income, the taxpayer does not have to report

      18   that under the predecessor to 18622.  That led to a

      19   '67 -- 1967 amendment where they changed it from taxable

      20   income to gross income.  And, you know, it's made a few

      21   changes since then, but that was to take into account

      22   the fact that if the IRS goes into a year and disallows,

      23   you know, deduction for some reason, however, it has no

      24   taxable effect for federal purposes because of NOLs or

      25   something like that, California can pick that up as a
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       1   report.  The taxpayer has to report that adjustment

       2   under the current law for that year.  That's really --

       3   that's all it's really getting to.  And what it has to

       4   is that where does this effect for other tax years come

       5   in?  It's not just wide open, you know, well, wild west

       6   show to hit any tax year.

       7            The FTB in their own Manual of Audit

       8   Procedures -- actually, also in the other legislation

       9   that came afterwards, which is in our briefs.  There's a

      10   Senate Finance report which I could -- I'll read for you

      11   here that talks about, well, this carries over from

      12   the -- if you've got carryovers.

      13            So they make an adjustment, you know, in one

      14   year and there's NOL carryovers that actually affect

      15   then, the later years or a credit carryover in later

      16   years, those adjustments can be done.  But that's the

      17   limited exception to the general rule that if the Feds

      18   adjust something in 2002, then California can adjust it

      19   for 2002 if indeed it follows the rules that way.

      20            It doesn't mean you can just go into any year.

      21   The "any year" in that statute has to do with what the

      22   Feds are looking at, not what California can do.  That's

      23   nowhere in there.  And I think that's one of the

      24   problems with their position.

      25            The second one is the resulting from federal
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       1   adjustments.  Well, you know, by gosh.  That -- that --

       2   that -- that is a term that is being stretched and

       3   strained beyond recognition right now by them in this

       4   case.  And resulting from federal adjustments, we're

       5   saying they could -- they could issue an assessment

       6   resulting from a federal adjustment where the Feds never

       7   took the position that the merger was taxable in that

       8   final federal determination.  Not in the audit report,

       9   but the final federal determination.  You know, that's

      10   not what the law provides.  Simple as that.

      11            So I'm not sure if I answered your question.

      12   I'm sorry.

      13            ALJ KWEE:  Oh, yeah.  You provided a very

      14   detailed answer.  Thank you.  And I apologize.  I'm new

      15   to this panel.  I'm new to this appeal so I was still

      16   trying to wrap my head around everything that was going

      17   on here.

      18            MR. VESELY:  Sure.

      19            ALJ KWEE:  My concern really was just if that

      20   were their interpretation of it could potentially, you

      21   ability, create a loophole where there's like an

      22   agreement to assess something for one year, a different

      23   year, or if there's, you know, like a difference between

      24   state and fed that, you know, potentially FTB would be,

      25   you know, out of luck there just because of the way it
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       1   was structured.

       2            But I think you've answered it, and I will --

       3   I'll review the Exhibit 3 and the documentation that you

       4   were referring to.

       5            I'm sorry.  I'm getting a note that you can't

       6   hear me or the parties can't hear me online.

       7            But I did have one additional question and that

       8   had to do with early on -- earlier on in your

       9   presentation you were talking about the waiver.

      10            MR. VESELY:  Mm-hmm.

      11            ALJ KWEE:  And there were two aspects there.  I

      12   think one you had referred to at the very end, and I

      13   think this was the Exhibit 2.  I don't remember the page

      14   number.  On the very bottom right, there was the like it

      15   indicated -- it was titled RAR, you know --

      16            MR. VESELY:  Right.

      17            ALJ KWEE:  -- the revenue agent report.

      18            MR. VESELY:  Yeah.  It's our Exhibit 2 and

      19   actually FTB's Exhibit L, I think, or something like

      20   that.  It's the same waiver.

      21            ALJ KWEE:  Okay.  Well, that wasn't -- I'll get

      22   to my question again and then I'll let you --

      23            MR. VESELY:  I'm sorry.  I'm sorry.

      24            ALJ KWEE:  I'll tell you when, yeah, I have my

      25   question.

0069

       1            But yeah.  So I did see that.  And then on the

       2   top right, I noticed on the top right of the title it's

       3   also referring to the, you know, the federal action or,

       4   you know, federal adjustments.

       5            MR. VESELY:  Mm-hmm.

       6            ALJ KWEE:  But if you look at the actual text

       7   of the waiver, it didn't seem to include any limitation

       8   on one -- it could be asserted by FTB, so it looks like,

       9   you know, I guess one interpretation might be that this

      10   was maybe the title they gave the form or the form that

      11   they used in this certain situation, but it didn't look

      12   like there was an actual limitation substantively, if

      13   you go to the actual text, that only applies.  So I

      14   guess maybe I -- or maybe that's maybe where I'm asking,

      15   if -- if there was something -- if you wanted to address

      16   that, the actual text of the waiver seemed pretty

      17   extensive.

      18            MR. VESELY:  Well, it -- yeah.  I mean, this

      19   waiver is a standard form for the FTB.  This is not a

      20   form that was made up for this case.  And this is a --

      21   this is quite different than the normal waiver, the

      22   general waiver that exists.  For example, in this waiver

      23   they actually refer to the two case statutes in this

      24   case, 19059 and 19060, right in the middle there.  Those

      25   have to do with resulting from a federal adjustment.
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       1   Okay.  And, you know, this particular waiver -- and,

       2   indeed, Franchise Tax Board's audit -- auditor went

       3   through an analysis in her reports -- or his reports.

       4   I, forget who it is -- and talked about what is the

       5   statute of limitations here, but resulting from the

       6   federal adjustments.  This is not a general waiver under

       7   California -- under FTB.  You can ask them that

       8   question.  They'll have to concede that.  This is not

       9   anything other than a limited waiver.

      10            ALJ KWEE:  Okay.  Okay.  Thank you.

      11            I'm sorry.  Judge Long, do you mind if I ask a

      12   question of FTB?

      13            ALJ LONG:  Yeah.

      14            ALJ KWEE:  Just -- I guess, FTB, did you want

      15   to respond to that, or did you have a position on that?

      16            MR. WERKING:  Yes.  We do agree that this is a

      17   limited waiver.  It only extends the statute of

      18   limitations for, you know, assessing additional tax that

      19   results from a federal adjustment in this case.  Our

      20   position is that the 2002 assessment results from the

      21   determination by the IRS that it's a -- the '99

      22   transaction was a taxable transaction.

      23            ALJ KWEE:  Okay.  Perfect.  Thank you.

      24            I will turn it back to Judge Long.

      25            ALJ LONG:  Thank you.  This is a question for
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       1   FTB.  Mr. Vesely mentioned earlier on about the -- the

       2   closing agreement, how it states in the recitals IRS's

       3   determination that this is not a neutral tax

       4   reorganization; whereas, in the determine -- or in the

       5   determination it mentions that it's an alleged gain.

       6            Do you have a response or a position to how we

       7   should be considering these statements in the recital

       8   versus the determination portion of the closing

       9   agreement?

      10            MR. WERKING:  I think both are helpful.  Same

      11   with looking at the explanation of items.  It's helpful

      12   in understanding exactly why did the IRS agree to assess

      13   tax in 2002.  We -- that's what you need to know.  What

      14   is the federal determination?  What did they determine

      15   to agree to this assessment of tax in 2002 when they

      16   believe the tax should be assessed in 1999?

      17            And so looking at the recitals is helpful.  And

      18   you can see that even in the terms and conditions of the

      19   actual closing agreement that -- that it does follow the

      20   same information that is contained in that analysis in

      21   the explanation of items that comparing, you know, the

      22   tax that would have been due had the taxpayer amended

      23   the return in 1999, but instead, because of the, you

      24   know, additional tax that -- that the IRS would collect

      25   determined or allowed or decided or agreed to tax the --
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       1   assess the tax in 2002 but with those limitations on

       2   Appellants' ability to take deductions for a period of

       3   time resulting from the 1999 transaction being a taxable

       4   transaction but still allowing a portion of it as well

       5   to continue, which I think is very important to -- to

       6   look at to determine exactly why did the IRS assess tax

       7   in 2002 and what would be the California tax effect of

       8   that reason, that determination.

       9            ALJ LONG:  Thank you.  We will -- all right.

      10   The next portion of our hearing is for the rebuttal, but

      11   looks like we're nearing the two-hour mark, so I think

      12   now is a good time for a 15-minute break.

      13            MR. VESELY:  Okay.

      14            ALJ LONG:  So I guess we will come back around

      15   3:05, if I did my math correctly.

      16            (Break taken at 2:50 p.m.)

      17            ALJ LONG:  We are back on the record.  We will

      18   continue with Appellant's rebuttal, and you may begin

      19   when you're ready.

      20            MR. VESELY:  Thank you, your Honor.

      21   

      22                      REBUTTAL STATEMENT

      23   BY MR. VESELY, Counsel for Appellant:

      24            Since we have spent a lot of time on the

      25   statute of limitations issue, I'll cut down on that part
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       1   of my thing.  But I do want to repeat a few things that

       2   we need to keep in mind.  Here.  I believe I've said it

       3   a number of times here, 18622 and 19060 require the

       4   notification if the feds, the IRS makes an adjustment in

       5   a particular year on the taxpayer's federal return.  The

       6   taxpayer is required to report that.

       7            In this particular case, the final federal

       8   adjustment that was made is for the 2002 tax year.

       9   Counsel has talked about the BMF report and other things

      10   like that.  He talked about 886-A.  Those are all well

      11   and good.  The 886-A is not the final.  It's not a final

      12   determination.  The BMF report has nothing to do with a

      13   final determination.  It has to do with the date there.

      14   The BMF report in this case only talks in terms of a

      15   2002 amount being assessed.  2002, not 1999.

      16            So what do we have in this case?  There's

      17   nothing that counsel can point to in the closing

      18   agreement that says that the 1999 tax year was adjusted

      19   under the closing agreement.  They did not change the

      20   reporting of the merger as tax-free for 1999, no matter

      21   what counsel wants to say.

      22            I think counsel kind of reversed himself a bit

      23   before the break, and he talked about the 2002 was

      24   resulting from the 1999 merger.  Well, that's not the

      25   analysis.  Was the 2002 adjustment -- what kind of an
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       1   assessment could FTB propose resulting from the 2002

       2   adjustment.  And, frankly, nothing in the agreement.

       3   Recitals are not the agreement.  Recitals are just --

       4   you know, they're -- they're not what parties agreed to.

       5   So that's something -- you know, Judge Long, you asked

       6   that question.  That's not the agreement.  The agreement

       7   is the body of what was done here, and nothing was done

       8   to the 1999 tax year.  And that's crucial here because

       9   that's what 18622 and 19060 require.

      10            So when we step back one more time, the

      11   treatment of the merger as tax-free on the taxpayer's

      12   1999 return, by the way.  It was not adjusted.  And I'm

      13   talking about on the federal return.  It was not

      14   adjusted.  Nothing was changed.  And all the other

      15   paragraphs that I mentioned that basically would go the

      16   other way if it was taxable and we've already referred

      17   to just to confirm that point.

      18            Now, Judge Kwee actually made a comment that

      19   caught my attention and my colleague's attention is

      20   about a loophole.  There's no loophole here for a

      21   taxpayer.  To be honest with you, it's the other way

      22   around.  If FTB is permitted to do this like that ,

      23   that's creating a -- I'll call it a governmental

      24   loophole because this -- it's opening a Pandora's box.

      25   There's no limit to what year you would be applying a
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       1   final federal determination.  That can't be the case.

       2            I mentioned to you that the legislative history

       3   was very clear from 1964, 1967, and then post that with

       4   respect to the predecessor to 18622.  And basically

       5   what -- what was said and what I think is real important

       6   here is actually the FTB's own -- own words in their

       7   manual.

       8            And this is Exhibit 9, Appellant's Exhibit 9.

       9   And it says -- it's the Manual of Audit Procedures.  It

      10   says, "The tax effect of a Revenue Agent Report

      11   adjustment may apply to different years for California

      12   purposes than for federal purposes for such issues as

      13   net operating losses, tax credits and other carryover

      14   items."

      15            It's not -- it's not a wide open thing.  You've

      16   got some limits there and a reason -- there's a

      17   rationale for that.  Because you may have an adjustment

      18   in a year that is adjusting income or deductions,

      19   whatever it might be, and it will affect the amount of

      20   the NOL in that year that you carry over into another

      21   year, or it might affect the credits that would be

      22   carried over into another year.  That's the limited

      23   exception to saying if I adjust -- if the FTB or the IRS

      24   adjusts 2002, you know, the FTB can adjust 2002 because

      25   that's the nice and neat way it goes.  That's what
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       1   Montgomery Ward is very clear about when you look at

       2   that opinion.

       3            So I think that that's the problem.  There's

       4   the loophole that we've got to be worried about here.

       5   And I think that's the part that we are, you know, very

       6   concerned about.  This is -- this is not -- there's

       7   nothing here that supports their position that they

       8   should be adjusting 1999.

       9            And as I said earlier, one of biggest issues

      10   that we've got and what FTB is really trying to do here

      11   is they don't like the conclusion of what IRS did.  They

      12   don't like the fact that they didn't go full boar on

      13   that being taxable in 1999.  And they're going to do it

      14   themselves.

      15            So let's step back and think about that.  They

      16   only can do 1999 under that limited waiver that we

      17   talked about, and that limited waiver is required

      18   resulting from the final federal determination.  The

      19   only final federal determination related to anything

      20   remotely close to this is the 2002 final federal

      21   determination.

      22            Now, that determination was done where it's not

      23   taxable, where the merger is not taxable.  So to say

      24   that now that they can go into '99 and say, Well, you

      25   know what?  We're going to go resulting from that
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       1   federal adjustment, which we are completely 180 degrees

       2   opposite.  We want to get that assessment in 1999.

       3   Well, they're too late because it's not resulting from

       4   any final federal determination there; and therefore,

       5   that limited waiver does not save them.  So I think

       6   that -- that itself is a major part of what we've got

       7   here.  I think that -- the other part that I think was

       8   discussed a bit.  Okay.  What about the calculation of

       9   the -- of the settlement with the IRS?  Well, that's all

      10   well and good, but that's not the final federal

      11   determination of how you calculated it.  I mean, there's

      12   nothing in there that says that '99 was adjusted.  And

      13   that, I think, is -- is -- that's crucial in this whole

      14   matter.  But let me -- let me go on and I want to

      15   address some of the statements made by counsel with

      16   respect to the merger issue.

      17            Now, counsel relies very heavily on Revenue

      18   Ruling 2000-5.  The problem with that Revenue Ruling

      19   2000-5 are manyfold.  First of all, that was published

      20   in January 31st, 2000, for approximately seven months

      21   after the AFLMC merger.  And the FTB is asking you folks

      22   here to apply that revenue ruling retroactively to the

      23   merger.  Its position must be rejected for a number of

      24   reasons.

      25            First of all, it is in direct conflict, the
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       1   conclusions in that revenue ruling, with the statute IRC

       2   368(a)(1)(A) and the Treasury Regulation Section

       3   1.368-2(b)(1) existing at that time.  They can't -- they

       4   can't disagree.  That's exactly what those documents --

       5   they do not talk in terms of a liquidation requirement.

       6            The liquidation requirement here -- and we

       7   talked about it being settled law, et cetera.  The only

       8   thing that was settled law at that time -- and we're

       9   going to get into the Anderson factors here in a

      10   second -- was that you needed a statutory merger, since

      11   1934.  And we'll talk about it in a second.  That was to

      12   put people on notice:  What do you need?  But it was

      13   also contemplated that the state's -- the state's -- the

      14   state's merger statutes were not identical.  They were

      15   all over the place.  It was understood there, and I'll

      16   point you to it where?  Right in FTB's own exhibits,

      17   frankly.

      18            So the liquidation requirement that they want

      19   to put in through the revenue ruling to go retroactive

      20   to 1999, how do they square that with the subsequent

      21   Treasury Reg changes in 2003 and '6?  And if you notice

      22   counsel never mentioned effective dates.  All he

      23   mentioned was, yeah, there's a liquidation requirement

      24   in those regulations.  That's true, there is.  But the

      25   liquidation requirement for the 2003 temporary regs was
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       1   prospective after January 24, 2003, and if you did a

       2   transaction before that date, you applied the former

       3   regulation.

       4            God, I looked like heck for -- to find Revenue

       5   Ruling 2000-5 mentioned in these Treasury reg changes.

       6   Not -- not even a semblance of it in there.  Oh, by the

       7   way, there's nothing about 2000-5 somewhere in that

       8   closing agreement either.  That's pretty interesting.

       9   Where is it if it was so doggone important?

      10            So when you look at the temporary regs in 2003

      11   and then you look at the final regs in 2006, the

      12   effective dates in both of those are crucial in this

      13   case because what they're are asking you to do is to say

      14   that revenue ruling somehow trumps the regulations and

      15   say that that should be applied retroactively, where

      16   regulations say just the opposite.  It says you apply

      17   the old regulation which had no liquidation requirement.

      18            So how does that work?  Let's just talk about

      19   that a little bit.  Where in the pecking order are

      20   Treasury regs versus revenue rulings?  Well, it's very

      21   clear what they are?  26 CFR Section

      22   601.601(d)(2)(b)(v)(d).  Sorry about that, all those.

      23   It basically says revenue rulings do not have the force

      24   and effect of Treasury regulations.  That's the IRS's

      25   own words.  A revenue ruling is merely an official
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       1   interpretation published by the IRS to provide

       2   information and guidance to taxpayers and IRS officials.

       3            It doesn't take precedence over a Treasury

       4   regulation, but they're asking you to basically say that

       5   it does here for the purposes of applying this thing

       6   retroactively.  I don't think that's a -- you know,

       7   rendering an opinion that says that's going to be a

       8   tough one, to be candid with you, like that.

       9            But let's talk about this a little further.

      10   You know, putting aside the fact that a revenue ruling

      11   cannot trump the -- oh, sorry about that -- cannot take

      12   precedence over the -- over the Treasury regulations

      13   here, its liquidation requirement cannot be applied

      14   retroactively to the merger here.  The revenue ruling

      15   merely set forth, as we said in our briefs, really a

      16   litigating position of the IRS at that time.  That's all

      17   it did like that. it was inconsistent with the statute

      18   and the regs that existed at that time.

      19            The other part of it that's interesting is that

      20   counsel did discuss the Anderson factors, but let's talk

      21   about those a little more in-depth here.

      22            The first factor -- and this is a 1980 case,

      23   and it was cited in the briefs.  The first factor is

      24   whether and to what extent a taxpayer justifiably relied

      25   upon settled prior law or policy and whether and to what
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       1   extent he punitively -- the punitively retroactive

       2   regulation or revenue ruling alters that.

       3            So what happened here?  Appellant justifiably

       4   relied on prior settled of law, policy which allowed law

       5   tax-free mergers without requiring liquidation of a

       6   target corporation.  Until the IRS published Revenue

       7   Ruling 2000-5, there's nothing out there you can find

       8   that they say this.

       9            Now, they talk about a lot of things, of how

      10   this was a dictionary definition and other things like

      11   that.  That's not the law.  The law here is what --

      12   pursuant to a state merger statute, which is the Texas

      13   statute in this particular case which had been around

      14   for ten years.  There's no question about that and they

      15   don't disagree with that.

      16            The revenue ruling introduced a new liquidation

      17   requirement.  So when you take that and then you add on

      18   the subsequent amendments to the Treasury regs, which I

      19   just referred to in the 2003 and 2006, yes, they

      20   introduced the liquidation requirement there, but they

      21   don't all of a sudden say, "Well, you know what?  Four

      22   years prior to 2003, apply the revenue ruling."  They

      23   don't say that.  You apply the prior regulation.  Very

      24   interesting.  Why did they do that?  There's not a

      25   specific mention on the revenue ruling here.  So why did
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       1   the IRS instruct taxpayers to do so?  Well, it certainly

       2   wasn't to give retroactive effect to the revenue.

       3   Ruling, that's for sure.

       4            Now, the interesting thing here, FTB's own

       5   Exhibit Q -- and this is the ABA tax section comments

       6   regarding the 2006 final Treasury regulations and the

       7   liquidation requirement that -- that came up at that

       8   point in time.  But those comments are actually very

       9   helpful to our position in this thing.

      10            Just a few excerpts.  Page 11 of those

      11   comments.  Quote, We can find no evidence that Congress

      12   intended in 1934 a target corporation must strictly

      13   cease its existence for all purposes in connection for a

      14   Type A reorganization.

      15            Now, counsel seems to have said that, "Oh, this

      16   has always been known that you have to have that."

      17   Well, that's interesting.  It's not exactly what these

      18   guys are saying.  And I think that they're, you know,

      19   not -- these aren't just comments out of the blue.

      20   These are comments by well-respected group here.

      21            The comments went on at page 12 to say, "In

      22   1934 there was no uniformity regarding what was a merger

      23   in one State versus another in 1934."  So we say that

      24   you could have a liquidation requirement in one and not

      25   in the other?  I mean, it was all over the place.
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       1            But the one that really caught my attention is

       2   actually at page 16, Footnote 57.  It says, "Therefore,

       3   we do not see why the current cessation or liquidation

       4   requirement should be considered well-established and

       5   deep-rooted principle for a Type A reorganization."  Not

       6   quite exactly what FTB is arguing here.

       7            Appellants clearly satisfy this first Anderson

       8   factor.  They justifiably relied on settled law that

       9   said you look to see whether there was a state or United

      10   States or territory or District of Columbia statute that

      11   actually -- the merger statutes there.  That's what --

      12   that's what the regs say.

      13            And this one is the one that really gets you,

      14   if you think about.  Revenue Ruling 2005-5 changed

      15   settled law without any notice.  So it came out --

      16   unlike the subsequent amendments that we have to the

      17   Treasury regs in 2003 and '06, there was a whole body of

      18   comments and things like that in that with those

      19   regulations, lots of notice.  That's why it took so

      20   long, frankly.  It took until 2006 to get them

      21   finalized.

      22            So I think that the fact of the matter is even

      23   without considering the subsequent amendments to the

      24   Treasury regs and really the precedence that they have

      25   over the revenue ruling here, this factor weighs
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       1   heavily, heavily in favor of invalidating the

       2   retroactive of application of the revenue ruling.

       3            The second Anderson factor is "The extent, if

       4   any, to which the prior law or policy has been

       5   implicitly approved by Congress as by legislative

       6   reenactment of the pertinent Code provisions."  Now, the

       7   Treasury through its regulations, has generally since at

       8   least 1955 interpreted a statutory merger or

       9   consolidation to mean a merger or consolidation affected

      10   pursuant to the corporation laws of the United States or

      11   a state or territory or the District of Columbia.  Since

      12   '55.  That's pretty settled law.

      13            During the 65 years from 1934 to 2000, until

      14   the time when the revenue ruling came out, Congress had

      15   amended various provisions of Section 368 at least 17

      16   times, but each time decided against changing the

      17   definition of a Type A reorganization overriding the

      18   Treasury's interpretation of a tape -- Type A

      19   reorganization at the time.

      20            Again, let's look at a couple of FTB's

      21   exhibits.  Provide -- which provide additional support

      22   regarding the 1934 amendments where Congress added the

      23   term "statutory" to the merger statutes.

      24            Exhibit M, page 3, says, "The definition of a

      25   reorganization has been restricted so that the
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       1   definition of will conform more closely to the general

       2   requirements of corporate law."  It goes to notice here.

       3   That's notice.

       4            Exhibit P, page 2, "In determining the tax

       5   effects of a reorganization transaction, one has at the

       6   a very outset to go to the statutory definition and to

       7   ascertain whether the transaction is within the term as

       8   they are defined." Notice again.

       9            Exhibit P, pages 2 and 3.  Quote, A definition

      10   of this character must necessarily be specific in its

      11   term, otherwise, taxpayers cannot be advised in advance

      12   of the tax effects of their business transactions.  And

      13   unless they are so advised, they will in numerous

      14   instances not go forward with adjustments, which are

      15   necessary for the successful conduct of their business.

      16            All of these comments here in FTB's own

      17   exhibits go to providing prior notice.  When you lay --

      18   when you layer that on with the fact of failure of

      19   Congress to amend 368(a)(1)(A) and keep it in place from

      20   34 on, that's implicit approval of the definition under

      21   the regs itself.  And that implicit approval of the

      22   then-existing law supports rejecting, one more time, the

      23   retroactive application of the revenue ruling in this

      24   appeal.  The Appellants satisfy the second factor.

      25            With respect to the third factor, Anderson
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       1   factor, that is where the retroactivity would advance or

       2   frustrate the interest and equality of treatment among

       3   similarly situated taxpayers.  Taxpayers who engaged in

       4   Type A reorganizations or statutory mergers after

       5   Revenue Ruling 2000-5 was issued were on notice of the

       6   new liquidation requirement set forth in that revenue

       7   ruling and thus were able to structure their

       8   transactions to meet that new requirement.  However,

       9   since the merger in our case here occurred approximately

      10   seven months before the revenue ruling, Appellants were

      11   not able to restructure anything.  They're being treated

      12   differently here.  So the retroactive application of

      13   Revenue Ruling 2000-5 would lead to an unequal --

      14   unequal treatment between Appellants and other similarly

      15   situated taxpayers.  This Anderson factor also weighs

      16   heavily against retroactive application.

      17            And, finally, the last factor, Anderson factor,

      18   whether according retroactive effect would produce an

      19   inordinately harsh result.  There's no question about

      20   this one.  Retroactive application of Revenue Ruling

      21   2000-5 in this case produces an inordinately harsh

      22   result because taxpayers were not -- Appellants were not

      23   put on notice on the new liquidation requirement in the

      24   revenue ruling and was thus prevented from structuring

      25   the merger differently.
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       1            And again, putting aside the subsequent

       2   amendments of the Treasury regs, this is all with -- not

       3   even looking at what happened there, which you can't

       4   square the revenue ruling retroactive treatment with

       5   later changes to the Treasury regs.  It would be an

       6   abuse of discretion to apply the new liquidation

       7   requirement retroactively without providing any prior

       8   notice.  So similar to the other three Anderson factors,

       9   this factor weighs heavily in favor of not permitting

      10   the retroactive application of the revenue ruling.

      11            Now, counsel all talked about deference as

      12   well.  Well, first of all, you know, it really was

      13   nothing more -- and we had some articles that we

      14   attached to our opening brief.  It was nothing more than

      15   a litigating position for the IRS.  It was in conflict

      16   with the existing law, like I mentioned, in 1999.  And

      17   it was directly contrary to the subsequent amendments to

      18   the Treasury reg.  So this is -- now we're talking about

      19   deference.  Okay?  You're going to give deference to

      20   retroactive application of a revenue ruling where it's

      21   completely at odds with the later or the subsequent

      22   enactment of the -- or promulgation of the Treasury regs

      23   with their effective dates there.  That doesn't make any

      24   sense to me.

      25            And that last part, should it be given
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       1   deference?  Well, you know, frankly, it has to yield to

       2   the Treasury regulations, as I indicated before.  26 CFR

       3   601.601(d)(2)(b)(v)(d).  It has to yield.  It can't be

       4   given deference over the Treasury regs.

       5            Okay.  The final -- the final item that counsel

       6   brought up was the continuity of shareholder interest

       7   issue, and I would just point this -- your Honors to

       8   four of the exhibits that we had attached to our -- or

       9   four of our exhibits in this case, I'll put it that way.

      10            The issue that counsel in their briefs had

      11   pointed to was whether or not there was an additional $3

      12   billion -- $3 billion in additional consideration for

      13   the merger that -- that -- that really would cause this

      14   percentage.  It's 11 percent that counsel is referring

      15   to here.  There is no $3 billion in additional

      16   consideration for the merger, and their assertions are

      17   really not -- not correct.

      18            If you look at Appellants' Exhibit 24 -- and

      19   that's the articles of merger filed on June 30, 1999,

      20   with the Texas Secretary of State.  If you read annex

      21   section labeled "Merger Consideration," you won't find

      22   that $3 billion as being consideration for this merger.

      23   The same thing happens in Appellants' Exhibit 26, which

      24   is the sent Form 8-K filed July 15th, 1999.  If you look

      25   at page 2, item 2, and as well as Exhibit 99.1, page 5,
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       1   all part of that exhibit, they all talk in terms of

       2   what's the merger consideration.  You will not find that

       3   $3 billion number in there.

       4            If you look at Appellants' Exhibit 27, the Avis

       5   Rent-A-Car Form 8-K filed July 15th, 1999, and you look

       6   at page 2, Item 2., and if you look at the agreement and

       7   plan of merger, Exhibit 2.1, Section 1.3, under "Merger

       8   Consideration," nowhere is the $3 billion mentioned as

       9   additional consideration.

      10            And finally, Appellants' Exhibit 28, which is

      11   the Avis Rent-A-Car Form 10-Q filed August 16th, 1999.

      12   Note 4 under acquisition, paragraphs 3 and 6 speak in

      13   terms of what was the consideration in this transaction.

      14   That $3 billion is not in there.  So when you take that

      15   out, that 11 percent changes, and that's not -- there's

      16   no -- there's no issue with continuity of shareholder

      17   interest in this case.

      18            So in conclusion for the merger issue here,

      19   under the plain language of 368(a)(1)(A) of the IRC and

      20   the Treasury Regulation Section 1.368-2(b)(1), which

      21   were in effect on the date of the AFLMC merger, the

      22   merger qualified as a tax-free statutory merger under

      23   368(a)(1)(A).  The 2003 temporary regs and the 2006

      24   final regs provide further support and compelling

      25   evidence that the merger qualified as a tax-free
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       1   statutory merger under 368(a)(1)(A).

       2            In particular -- and I know you've heard it

       3   from me many times already -- the effective dates are

       4   everything here.  The prospective application of the new

       5   liquidation requirement and the specific instructions to

       6   taxpayers that for transactions occurring before

       7   January 24, 2003, you're to look to the Treasury regs in

       8   effect in our years, not look to Revenue Ruling 2000-5,

       9   there was no liquidation requirement under the prior

      10   regulations.  That's why they made a change here.  They

      11   had to make something specific.  It was a change in the

      12   law.  That is compelling evidence in favor of this being

      13   tax-free.

      14            The 2003 temporary regs and the 2006 final regs

      15   take precedence over Revenue Ruling 2000-5.  And if you

      16   applied that revenue ruling retroactively, like FTB

      17   would like to do, it would be directly contrary to the

      18   regs which takes precedence over them.  So how does that

      19   work?

      20            So the idea of applying the revenue ruling

      21   retroactively under the Anderson factors, it just

      22   doesn't fly.  Everything about it points to not applying

      23   it retroactively, and in particular, again, being

      24   contrary to the Treasury regs.

      25            So in all, the AFLMC merger was a tax-free
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       1   statutory merger under federal and California law, and

       2   the FTB's position must be rejected on this basis as

       3   well as because the NPAs are untimely.  And the NPAs

       4   must be reversed in their entirety.  I welcome any

       5   questions.

       6            ALJ LONG:  Thank you.  I'm going to turn to my

       7   panel members for any questions for either parties at

       8   this time.

       9            Judge Johnson, do you have any questions?

      10            ALJ JOHNSON:  No questions.  Thank you.

      11            ALJ LONG:  Judge Kwee?

      12            ALJ KWEE:  I don't have any questions.  Thank

      13   you.

      14            ALJ LONG:  I do have a question for FTB.

      15   Appellants spoke about the temporary Treasury

      16   regulations and the final regulations and how they

      17   perceive a conflict with the revenue ruling.  What is

      18   FTB's position?

      19            MR. LAISNE:  Well, for one thing, it's

      20   important to keep in mind that regulations are by

      21   default prospective, revenue rulings are retroactive by

      22   default.  And so when the regulations are referring back

      23   to following the old regulations, the revenue ruling was

      24   retroactively being applied for those regulations as

      25   well.
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       1            In addition, regarding the Skidmore factors and

       2   in relation to this basically, you know, there isn't a

       3   case where there has been guidance from an agency where

       4   that guidance was picked up by a regulation and then

       5   that guidance was overturned or not given deference

       6   by -- by a Skidmore analysis.  We had looked into that

       7   and we also gave an IDR to Appellants for that as well,

       8   and that type of case doesn't exist.

       9            ALJ LONG:  Thank you.  I believe that concludes

      10   the hearing for today.  I don't believe we have any last

      11   questions, do we?

      12            I see no other questions.  So thank you for

      13   attending the hearing today.  This will conclude the

      14   hearing.  The panel will meet and decide the appeal

      15   based on the briefings, the arguments presented, and the

      16   exhibits admitted as evidence.  We will send both

      17   parties our written opinion within 100 days from today.

      18            Again, thank you for your participation.  The

      19   case is submitted and the record is closed.  And this

      20   concludes the Office of Tax Appeals, Friday,

      21   December 16th, 2022, hearing calendar.  Thank you.

      22            MR. VESELY:  Thank you.

      23            (Conclusion of the proceedings at 3:40 p.m.)

      24                          ---oOo---

      25   
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