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SACRANMENTO, CALI FORN A
VEDNESDAY, FEBRUARY 22, 2023
9:33 a.m

ALJ KWMEE: Ckay. It looks Iike we are ready to go
the record, so we are opening the record in the appeal
of Adventures by the Sea. This matter is being held
before the Ofice of Tax Appeals. The OTA case nunber
Is 18083673. Today's date is Wdnesday, February 22nd,
2023. The time is approximately 9:33 a.m This
hearing is being conducted in Sacranmento, California.
And we're also streamng |ive on OTA s public YouTube
channel .

Today's hearing is going to be heard by a panel of
three admnistrative | aw judges. M nane is Andrew
Kwee, and | will be the lead adm nistrative |aw judge.
Judge Keith Long to ny right and Judge Sara Hosey to ny
left are the other nenbers of the panel. And we wll
all be neeting after today's hearing to discuss this
case, and we will produce a witten decision as equa
participants. Although | will be conducting this
hearing, any judge on this panel may ask questions and
ot herwi se participate to ensure that we have all the
information that we need to decide this appeal.

For the record, |I'd ask the parties to please state

Kennedy Court Reporters, Inc.
800. 231. 2682



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

their names and who they represent, and I'l|l start with
the representatives for the CDTFA

MR SMTH M nanme is Kevin Smth. |'mfrom CDOTFA
| egal departnent.

MR, HUXSOLL: Cary Huxsoll from CDTFA's | ega
depart nent.

MR. PARKER:. Jason Parker, chief of headquarters
operations bureau wi th CDTFA.

ALJ KWEE: Ckay. Thank you.

And for -- representatives for Appellant?

MR KIMSEY: M nane's Gary Kinsey. |'m
representing Adventures by the Sea.

M5. KNIGHT: |'m M chelle Knight, and |I' m one of
the taxpayers. |I'm--

MR. KNI GHT: And Frank Kni ght.

AL KWEE: Ckay. And | believe that | had noted
there would be a third -- a witness, Bill Jespersen, a
CPA for Appellant. 1Is he going to be here, or is he no
| onger going to testify here?

MR. KIMSEY: M. Jespersen wll not be here today.

AL KWEE: Ckay. GCkay. So I'mjust going to do a
qui ck recap before | nove on to the presentations to
ensure that we're all on the sanme page. So after the
preheari ng conference -- we net last nmonth -- |

provi ded a copy of the exhibits to the parties. W had
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di scussed Exhibits A through H for CDTFA and 1 through
11 for Appellants. M understanding was that there
were no objections to those exhibits that were

di scussed during the prehearing conference. And I'l
get to Exhibit 12 which was recently submtted, next,
but is that a correct understanding, there's no
objections to the exhibits that were discussed at the
conf erence?

MR KIMSEY: That's correct.

AL KVEE: Ckay.

MR SM TH. We have no objection.

ALJ KWEE: Ckay. So CDTFA's Exhibits A through H
and Appellant's Exhibits 1 through 11 are admtted into
evi dence.

(CDTFA' s Exhibits A through H received into
evi dence.)

(Appellant's Exhibits 1 through 11 received into
evi dence.)

ALJ KWEE: As for Exhibit 12, that was submtted
follow ng a prehearing conference, and it's a tine
line. And also there was a supplenent to Exhibit 12,
whi ch was submtted | ast week with additiona
information on the tinme |ine.

CDTFA, do you have any objections to their --

MR SMTH  No, we don't.

Kennedy Court Reporters, Inc.
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ALJ KNEE: -- Exhibit 12?7 GOkay. Geat. Thank
you. So Exhibit 12 is also admtted into evidence.

Al the exhibits were admtted w thout objection.

(Appellant's Exhibit 12 received into evidence.)

AL KWEE: So the other itemis the post-hearing,
post - conf erence subm ssions. During the prehearing
conference, Appellant had indicated that they believed
t hey had nade paynents towards the liability, and they
requested a summary of how many paynents were nmade
today -- to date.

And CDTFA had provided a sunmary of approxinmately
$67,000 in paynents. They also provided the renaining
tax liability plus interest and penalties. For
Appel lant's representative, did you have any additi onal
guestions or concerns about the remaining tax liability
bei ng asserted?

MR KI MSEY: No, we do not.

AL KNEE: Okay. Geat. So the issues, we
di scussed the issues during the m nutes and orders.
Those were sunmari zed at the prehearing conference.
Those were summari zed in the mnutes and orders.
They're also listed on our agenda.

W had al so di scussed sone itens which were no
| onger disputed, sone agreed itens, follow ng the four

re-audits. So | won't re-sunmarize those again, but

Kennedy Court Reporters, Inc.
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those were listed in the mnutes and orders. And |I'd
ask CDTFA, do you agree with the issue summary and
agreed itens listed in the mnutes and orders?

MR SMTH  Yes, we do.

AL KWEE: Ckay. And for Appellant's
representative, was that also an accurate sunmary of
what we di scussed for you?

MR KIMSEY: Yes. That's accurate.

AL KWEE: Ckay. Geat.

So the one other itemis during the prehearing
conference | had asked the parties to be prepared to
address two tine periods. That was Decenber 27th,
2018, to Cctober 28th, 2020, and January 26, 2018, to
August 30th, 2018. And |I'd asked the parties to be
prepared to address that during the hearing today.

It 1ooks Iike Appellant's Exhibit 12 partially
addressed sone of those itens. | just want to nake
sure there's -- CDTFA, are you al so prepared to address
that period during the hearing today?

MR SMTH. Yes. As part of our presentation, we
have -- we have statenments about both those tine
peri ods.

ALJ KWNEE: Okay. Geat. Thank you. So then I'l|
just do a quick recap of how the hearing is going to --

order is going to go today. So we had di scussed 15
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m nutes for Appellant's opening presentation, followed
by 30 mnutes for testinony from Appellant's two

Wi tnesses. Then we would turn to CDTFA for their
presentation, which would be allocated to 20 m nutes.
Afterwards each party woul d be allocated ten m nutes
for any final closing remarks.

Are there any questions or concerns about the tine
al l otment and the order of presentation that we had
arranged?

MR. KIMSEY: Since our preconference hearing, we
will probably need a little nore tinme for our
presentation. It's listed as 30 mnutes. W're
probably going to need nore |ike 45 m nutes.

ALJ KVEE: Ckay.

And, CDTFA, was the tine estimate that we had gone
over still accurate for you?

MR SMTH  Yeah. W'IlI| probably actually be |ess.
Probably closer to ten mnutes, so -- for the opening
present ati on.

AL KWEE: Ckay. So that's an increase of five

m nutes, so we have this -- this is the only hearing of

the norning, so | don't think that will be a problemto

accommpdate the additional tine. So that should be
fine.

So before we get started, one last item Since we

Kennedy Court Reporters, Inc.
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have two witnesses, |I'd just -- |'Il start by swearing
themin so that you could turn directly to witness
testimony when it's tine for that. So if -- | think
M. and Ms. Knight, if you would pl ease raise your
ri ght hand.

Do you swear and affirmto tell the truth, the
whol e truth and nothing but the truth today?

M5. KNI GHT: We do.

MR, KNI GHT: | do.
M5. KNI GHT: | do.
AL KWEE: Ckay. | have an affirmative from both

W tnesses, so we are ready to turn it over to
Appel lant's representative, M. Kinsey, for your

openi ng presentati on.

PRESENTATI ON
BY MR KI MSEY, Attorney on behal f of Appellant:

First of all, we'd like to thank you for giving us
this opportunity to plead our case and describe the
i ssues involved and why we believe after 14 years from
when this audit was first started by BOE auditors back
in 2009 that there's -- that there's still nontaxable
revenue that's included in the audited nmeasure of tax.
And during these 14 years, the audit staff has spent

time on the original audit, plus four re-audits that
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have been prepared. |It's taken thema lot of tine, a
| ot of effort.

Let nme describe briefly what Adventures by the Sea
does or --

THE COURT: Ch, M. Kinsey. Just could I
doubl e-check that your m crophone, the green light, is
on. Because they're having a hard tine hearing you on
the stream |If you could just bring it alittle
cl oser, then that woul d be nuch appreci at ed.

MR. KIMSEY: |Is that better now?

ALJ KWEE: That is, yeah, nuch better.

MR, KI MSEY: Ckay.

ALJ KWEE: Thank you.

MR, KIMSEY: Al right. Al right.

Adventures by the Sea is mainly in the business of
offering rentals of kayaks and surries, bicycles,
surfboards, boogie boards to the public in the
Monterrey Bay area. They al so provide various bicycle
and kayak tour packages, which included a guide,
equi pnrent that goes along with the kayaks, wetsuits,
paddl es, life vests. Those are all provided to the
cust oners.

So, now, in general terns, the remaining contested
i ssues involve three areas of concern. These areas

are, nunber one, whether adjustnents are warranted to

Kennedy Court Reporters, Inc.
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t he neasure of unreported taxable rental receipts;
nunber two, whether adjustnents are warranted to the
nmeasure of unreported taxable sales; and nunber three,
whet her interest relief is warranted.

The specific areas of contention in the first
i ssue, which woul d be unreported taxable rental
recei pts, include whether on the purchases of kayaks
did the vendor, which was Qutdoor -- Johnson Qutdoors,
have a responsibility to collect sales tax on the sale
of the kayaks to Adventures by the Sea. |If so, then
subsequent rental incone for the kayaks woul d be exenpt
fromtax.

In the alternative, we believe that a portion of
the rental receipts fromkayak rentals are not subject
to tax because purchases of life vests and wet suits,
whi ch are always included with the rental, were
purchased tax paid from California vendors. So that
portion, whatever that portion of the rental receipts
that represents would be exenpt fromthe tax because
t hat equi pnment had been tax paid.

Al so regardi ng the kayaks and bicycle tour incone,
we believe that the inconme fromthese tours i s not
subject to tax because this type of activity in our
m nd and our belief does not fall within the definition

of a rental or a | ease.
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Then in the area of unreported taxable sales, that
i ncl udes the over-reported taxable sales in the third
and fourth quarter of 2005 that CDTFA did not allow as
a credit in the audit.

And then for our contention regarding the relief of
interest, that should be granted. W believe relief of
i nterest should be granted for nore than -- nore than
the time period of January 1st, 2014, through May 31st,
2015, that CDTFA has already conceded to.

And during today's hearing, we intend to provide
testi nony and evi dence to prove our contentions. And
that's the end of ny opening statenent. Thank you.

AL KWEE: Okay. And | just realized that you have
an easel in front of you there, so | wasn't sure --
because | don't think we had discussed a presentation.
Did you have any additional docunentation to give?

MR, KIMSEY: The easel's for an exhibit. It's
Exhibit 12. It's the second part of Exhibit 12 that we
just wanted to put up here for -- so that Mchelle
Knight will be able to reference that.

AL KWEE: Ckay. Perfect. So then that's a copy
of the interest time |ine.

MR KI MSEY: Yes.

AL KWEE: Ckay. That's -- that's fine. And I

wll let you proceed with the witness testinony. Thank

Kennedy Court Reporters, Inc.
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you.

MR. KI MSEY: (kay.

For the adjustnents to unreported taxable rental
recei pts, which is issue one, the first sub-issue in
t hat category involves purchases of kayaks. All of the
kayaks owned by Adventures by the Sea were purchased
from Johnson Qutdoors Conpany headquartered in
Wsconsin. A tax was not charged to Adventure [sic] by
t he Sea when purchases were nade.

We believe and contend that Johnson Qutdoors had an
obligation and a duty to collect sales tax on these
transacti ons because they are considered to be doing
business in California. And that was because of the
follow ng facts: They had sal es representati ves,
agents, operate in California who regularly visited
Adventures by the Sea shops to show new equi pnent, to
solicit sales, and to take orders for products that
were sold by Johnson CQutdoors.

Adventures by the Sea did not issue a resale
certificate for the purchases, and the vendor is
engaged i n busi ness under the -- under the sal es tax
law in California by having nexus in the state. The
vendor woul d have had a |l egal obligation to collect tax
on the sale of the kayaks to Adventures by the Sea.

Johnson Qutdoors' |egal obligation to collect tax

Kennedy Court Reporters, Inc.
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on the sal es would have occurred prior to the tine
Adventure by the Sea had to act on their option either
to report tax on the cost of the kayaks or to collect
tax on the subsequent rentals of the kayaks. Johnson
Qutdoors' legal obligation to collect tax on the sale
to Adventure by the Sea woul d not be extinguished or
relieved just because Adventures by the Sea put these
kayaks into rental service.

So we believe Johnson Qutdoors Conpany had an
obligation to collect the tax on the cost of the kayaks
or to report -- let nme back up, sorry. W believe
Johnson CQut doors Conpany obligation to collect the tax
on the sale to Adventures by the Sea would trunp
Adventure by the Sea's option to either report tax on
the cost of the kayaks or to report tax on the
subsequent rentals.

The section of |law, which is 6203, indicates that
if an out-of-state retailer is engaged in business in
California by having sal es agents or representatives or
inventory, they clear -- they have an obligation to
collect tax on their sales to California residences.

They didn't live up to their responsibility under
6203, and if they had, then we wouldn't -- we wouldn't
be here today on this issue because tax woul d have been

collected by the seller. And actually, Section 6203

Kennedy Court Reporters, Inc.
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indicates that if a retailer is engaged in business in
California, they shall collect the tax. It doesn't
give theman option. They shall collect the tax unless
the sale is exenpt under sone other exenption, |ike
sale for resale by accepting a resale certificate.

They did not do that. They had a clear -- they had a
clear responsibility to collect the tax on this sale.
They did not.

And it's our belief that that obligation because
the section of law in the case that they shall collect
the tax. It doesn't say may collect the tax or should
have collected the tax. It says they shall collect the
tax. So it's our belief that that obligation trunps
Adventures by the Sea's obligation to either pay tax on
the cost or pay tax on the rental receipts for rentals
that take place after that initial sale in California.

Then the second issue involves tax paid rental
equi pnment that is included in the rentals of the kayaks
and whet her enough credit has al so been -- has been
allowed already for the tax paid portion of the
equi pment included in the rentals of the kayak.

CDTFA staff has conceded to a 2 percent all owance.
In other words, 2 percent of the rental receipts would
represent the tax paid cost of the life vests, the wet

suits in this case. |In the hourly and daily rental s of

Kennedy Court Reporters, Inc.
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t he kayaks and in the uses of the kayaks and kayak
tours, every custoner is provided a kayak, a paddle, a
wet suit, and a |life vest. The wet suits and the life
vests are all purchased tax paid fromCalifornia
vendors.

The wet suits are purchased from Kol atat [sic] --

(Court Reporter interruption)

MR KIMSEY: [I'Il spell it. K-o-l-a --

MS5. KNEGHT: [It's KKOK --

MR KIMSEY: -- t-a-t. Okay. They're -- that
conpany is located in Arcata, California, A-r-c-a-t-a.
And the life vests were purchased from Seda Kayaks,
S-e-d-a, in Chula Vista, California.

During the appeals and the audit process, we had
provi ded Appellant's Exhibit No. 1, four invoices from
Kokatat showing a total of 287 wet suits that were
purchased during the audit period. These were all
purchased tax paid, as is all the other purchases of
wet suits fromthe sanme conpany.

We al so provided Appellant's Exhibit No. 2, a copy
of an invoice from Seda Kayaks showing |ife vests were
purchased tax paid. Also in the Board of Equalization
audit staff August 28th, 2013, neno to at that tine the
appeal s hearing officer Dana Brown, tax counsel, which

related to the appeals conference that was held on

Kennedy Court Reporters, Inc.
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May 22nd, 2013. This neno is Appellant's Exhibit

No. 3. At that tine the BOE audit staff conceded that
t he Appellant/Petitioner Adventures by the Sea had
provi ded sufficient evidence establishing that
purchases of |ife vests and surries were tax paid and
adj ustnents should be made. | mght add that the surry
rental incone has already been deleted fromthe audit
l[tability. And thus at that tinme the Departnent
recommend that adjustnents to the rental receipts
derived from| eases of those itens, which was the life
vests and surries, be adjusted fromthe audit.

And then in the Board of Equalization decision and
recommendation for that hearing that we had in -- was
that -- let's see, that was the -- that was -- let ne
get the date here of that hearing again. That was the
May -- the May 22nd, 2013, appeal s hearing.

In the D&R that was issued in that case, the second
appeal s hearing officer was Leslie Kinnanon (phonetic).
She issued the D&R.  She stated that after the
conference, by nmenorandum August 28th, 2013, which is
our exhibit -- our Exhibit No. 2, there was a specific
recommendati on to, nunber one, determ ne the nontaxable
portion of the taxpayers' rental receipts derived from
its leases of tax paid surries and life vests, as

conceded in the Departnent's August 28th, 2013, neno,
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as well as kayak clothing that we found -- we being the
hearing officer -- found that tax paid -- tax was paid
on those itens as well.

So the D&R recommended that the surries be exenpt
fromtax, surry rental be exenpt fromtax. The life
vests had been tax paid so they should be exenpt from
tax. And they also indicated that the wet suits were
tax paid and those should be exenpt fromtax as well.

And just as a note, the rental incone fromthe
surries has been elimnated, but the neasure of tax had
not been elimnated for the portion that woul d
represent the wet suits and the life vest incone in a
kayak rental. And it was our belief that the appeals
conference Deci sion and Recommendation report issued on
May 16th, 2016, the tax paid status of the wet suits
and life vests was conceded by BOE and only the nethod
of calculating the tax paid portion was still at issue.

So at that time we suggested to the audit staff how
to make this calculation of the tax paid portion of the
rental inconme from kayak rentals. This cal cul ati on was
submtted to OTA in our opening brief as well as in the
BOE appeal s conference.

We proposed cal cul ati ng the percentage on the
rental charge of kayaks based on, nunber one, the cost

of tax paid itens, which was the life vests and the wet
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suits, divided by the total cost of the -- of all the
equi pnent used in the -- in the rental, which would
have been the kayak cost plus the cost of the
equi pnrent. And the tax paid cost woul d have been
divided by the total cost of the equipnent used in the
rental. And that percentage cane out to be
23. 37 percent of the rental receipts. That cal culation
IS in our opening brief.

And this -- this conpares to the 2 percent that the
staff, CDTFA staff, is now conceding to. Qur
cal cul ati on based on cost was 23.32 percent of the
rental receipts. The CDTFA has given us 2 percent.

Then the third sub-issue in this category involves
kayak and bicycle tour incone. As another alternative
contention, we believe that bicycle and kayak rental
activities possibly should be taxed on the cost of the
equi pnent involved instead of on the rental receipts.
And that's because Regul ation 1660(c)(6) states that if
a |l essor nmakes any use of the rental equipnent in the
state other than incidental use, he or she is liable
for use tax neasured by the purchase price of the
property.

In this case Adventures by the Sea nakes hourly or
daily rentals of bicycles and kayaks that the

Departnent states are rentals; however, Adventures by
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the Sea al so uses the bicycles and kayaks in guided
tours, which we believe may not be a continuing sale
under the law or rental under the | aw

These are docent-guided tours on a specific route
ushered by Adventure by the Sea enpl oyees where the
custoner has no ability, input, or suggestions
regarding the route the tour will take, the stops the
tour will make, the anpunt of time the tour wll take,
or the speed of the peddling for a bicycle or the
paddl i ng of a kayak. And the speed of every tour, how
long it takes, is basically determ ned by the sl owest
custoner in the group.

We believe in these cases it isn't a rental of
equi pnent because of the route restrictions and the
other restrictions relating to the use of the equi pnent
i ke the nunber of stops, the timng of the stops al ong
the route, and the -- and the tine and speed of the
equi pnent .

These tours are much |ike a horse pack trip where
the horse is provided for transportation to get to a
specific destination or to travel a specific route to
al l ow custoners to do the sightseeing along the way.
BCE | egal staff had previously ruled in the form of
annotations that simlar types of activity are not

rentals or equipnent -- rentals of equipnent or
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conti nuous sal es.

For exanpl e, Annotation 330.2283, which is
Appel lant's Exhibit No. 8, indicates in the case of
horse pack trips the receipts frompack trip rentals
are not taxable. Are not taxable. Under those
ci rcunstances, there's actually no | ease because the
horses remai ned under the control of the | essor, not
t he | essee.

The bicycle and kayak tours are very simlar to
horse pack trips in that the tour guide naintains
control of where the bicycles or kayaks can go, in
ot her words the route taken. The guide has control of
the -- of the route. They also have control of the
speed that's traveled. They also have control of the
nunber and | ocation of any rest stops. These are
predeterm ned routes that the tours nmaintain and do not
deviate fromthem On the bicycle and kayak tours, the
only control that the custoner has is in steering with
t he handl ebars or with the paddle. However, they nust
stay on the course that the guide has determ ned they
woul d go on.

In the Departnent's reply to our opening brief, the
only argunent that the Departnent presented to refute
our contention was that the operation of the bicycles

and kayaks were under the direction and control of the
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custoners and were, therefore, |eases under Regul ation
1660. Pl ease note that they did not explain or define
what they neant by "direction"” and "control." And it's
not defined in the regulation or the law. So we could
only go on previous rulings in this case, which there's
not many. To be perfectly honest, there's not many.

In our testinony today, we have expl ai ned why we
don't believe the custoner had direction and control
that would have nade it a rental. |If they don't have
direction and control, and |I'm assum ng that neans of
everything that's done that the custoner could do,
direction and control of everything, where they go,
when they stop, how fast they're going, they don't have
that control. They don't have direction because they
have to follow a specific route.

So if these bicycles tours are not defined as
rentals or continuous sal es because of the argunents
we've put forth today, then the activity would be
consi dered, under the regulation, it would be
consi dered any ot her use of the property. |If -- and
tax woul d be nmeasured by the purchase price of that
property.

We have cal culated this ambunt of cost to be
$18, 750 being the cost of the -- total cost of the

bi cycl es and kayaks in rental service. That's a --

Kennedy Court Reporters, Inc.
800. 231. 2682

24



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

that's a general cost anmount because the inventory does
vary slightly at any one tinme. But that's the average
cost in inventory.

And al so we don't believe bicycle and kayak tours
woul d be considered incidental use under the regul ation
because, based on the incone statenent revenue totals,
bi cycl e and kayak tours is roughly about 41 to 45
percent of the total income fromrentals of bicycles
and kayaks. [It's just varied slightly fromyear to
year. SO0 as you can see that it's not incidental use
because it's alnost half of the total revenue from
kayak and bicycle rentals.

Under this reasoning, bicycles and kayaks shoul d be
taxed at cost rather than rental incone. And since
Adventures by the Sea did not charge tax on any of the
rental inconme, there wouldn't be the concern about
excess tax reinbursenent either that's nmentioned in the
regul ation. That woul d be for subsequent rental s of
t he bi kes and kayaks. So we woul dn't have that problem
at all. So that's our argunents for the first issue.

MR. KNIGHT: Hi. Frank Knight.

And just to tal k about the tours, and nmaybe you' ve
been in Monterrey before and nmaybe been on one of our
kayak tours, but, you know, the whole -- the whole

safety net about the tours is if it's -- if everyone in
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this roomwas on a tour and | was the tour guide or

M chelle was -- sonetines we have one, two, three,
depending on the size -- if for sone reason Gary goes
out to left field, you know, we have to stop the tour.
And everyone hol ds onto the kel p, and one of us has to
go out and go get Gary and bring Gary back because the
safety net of the kayak tour is the kelp forest that
grows along the Monterey Bay Aquarium [t's where al
the otters are and the Harbour seals and all that kind
of thing.

And | don't know if you've heard, you know, we've
had three white shark attacks this year -- or |last year
in Monterey right in front of our |ocations, and
they're always outside. They're not in the kelp. So
the tour situation is conpletely -- is a safety net of
t he tour guide, you know.

We even have a boat that the guides have radios

that if all of a sudden the w nd picks up and we need

to get control of the tour -- because wind is not our
friend when you' re out on a kayak -- you know, the boat
goes out, rounds every -- we call it a sheep herder.

You know, we round everyone back up. W get them back
into the kel p forest.
So tour-wise, it's so -- we don't just go on a tour

and all of a sudden if you want to go out to left
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field, it doesn't work Iike that. You don't have that
choice. W go get you. W stop the tour. W go back.
We start over again. That's sort of thing.

When it cones for the biking as well, you know, we
are only as good or as fast as the slowest peddler.
You don't just take off on a bike tour and | eave
soneone behind and then stop sonmewhere and say, you
know, not to pick on Gary, but, "Were's Gary?" you
know. And so again, there's a person in the front.
There's a person in the back. There's always in
conmuni cat i on.

And it's really about safety for the tour. And

t hen when people cone into the stores these days or to

this day is, "Hey, |'ve never been before and | want to
go," we really want you to be in our safety net.

W don't -- our saying is let's stay out of the
newspaper. Because people that, you know -- well, the

worst thing is when they say they know what they're
doing. A lot of tines they don't know what they're
doing. But, you know, we really push everyone into our
gui ded tours. All about safety, whether it's for
bi ki ng or kayaki ng. Thanks.

MR, KIMSEY: Ckay. Now we're going to go into our
testimony on the interest calcul ations, interest

charges. Mchelle Knight is going to --
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M chelle, do you want to sit here?

M5. KNI GHT: No, |I'mgood. [|'m good.

Can you guys see ne through the crack? | guess
it's just nore inportant that you hear ne.

Hello. I'mMchelle Knight. Qur case has been
fraught with unnecessary delay; |ack of action;
re-audits where entirely new net hodol ogi es were
applied, so essentially starting over; and unforeseen
events that were beyond anyone's control or
anticipation. Al of this has led us to finally having
a hearing 14 years after the start of this audit.

This long delay has put us in the position of ow ng
nore interest than even in taxes under dispute. That
perspective al one should speak to the unique and unj ust
position that the Departnent has put us the taxpayer
in. 1'dlike to lay out exactly how we got here,
denonstrating why a dramatic reduction in the anount of
interest we're being charged needs to be nade.

We are respectfully asking for your consideration
of a m nimum of eight years or 96 nonths being del eted
fromthe interest charges. W believe this nunber
could be as high as ten years because of the many
del ays and m stakes in our case. |f they had never
occurred, this case may have been settled | ong before

we even got to this point in the process.

Kennedy Court Reporters, Inc.
800. 231. 2682

28



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

There are two nmain areas where we believe a
reduction in interest is warranted. As you know,
Section 6593.5 of the R&T Code allows for relief of
interest in situations where a failure to pay tax is
due to an unreasonable error or delay by an enpl oyee of
the board acting in his or her capacity. Therefore, we
are asking for relief of interest in this situation for
the periods of tine that occurred that was not nor nal
auditing processing tinme and nornmal appeal s processing
tinme.

W will review the abnormal periods of tinme when
not hi ng was bei ng done by the audit staff to help bring
the audit fieldwrk to a conclusion and periods of tine
that had to be taken by the audit staff when a new
audi tor was assigned to the audit and the new auditor
had to conpletely review all of the new work -- of the
wor k that had been done by the previous auditor. In
addition, all of the tine that each new auditor decided
to abandon the previous auditor's work and basically
repl ace the previous audit nethods for a new one.

We al so woul d i ncl ude any abnormal processing tine
during the appeals process. 1'll go over the tine
frame for our audit and believe it will clearly
denonstrate that there were a nmultitude of unreasonable

del ays and errors by the staff working on our audit.
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The second area where we believe we are warranted a
reduction in interest charges is due to severa
ci rcunstances that can be considered extraordi nary and
outside the control of either the Departnent or us. W
assert that even though these are not called out in
statute as allowable for interest reduction, the nature
of the events thensel ves preclude them from bei ng
codified as they were unusual an unprecedented in
nature. For that very fact, we should not be penalized
with interest charged during these events.

| believe you' ve been given a chart entitled
"Adventures by the Sea Audit Chronol ogy," H 12 -- |
mean, No. 12. And it's hel pful, you could foll ow
along. And that's what |'ve put up here. And it just
sort of goes one, two, three, four, but there's five
pages.

As you know, our audit was initiated in 2009. Hold
on, everybody. Here's the ride. Even at the start, we
had two initial auditors. The first auditor started
work and then quit and the case was turned over to a
new auditor who had to start the process again. After
the initial audit was conplete, we evaluated the
results and saw there were many errors and m st akes
that led us to file for an adm nistrative protest in

March of 2010. This was really the beginning of the
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j our ney.

From March 2010 until COctober 2010, we waited seven
nmonths to try to address discrepancies in the audit.
I n August our expert requested that the audit be noved
to Sacranmento so we could send additional docunents and
work there. It was finally noved, and in Novenber of
2010 we got a schedul ed neeting with a new auditor.

From Novenber until June of 2011, this new auditor
did not conplete the work. W checked and even
conplained and in May was told that she was, quote,
wor ki ng on ot her assignnments. Then in June we were
told she was being pronoted and woul d not be able to
conplete our audit. And up to this tine, we'd received
no docunents or information regarding the work being

done. This auditor had it for seven nonths with no

results.

MR KIMSEY: So let nme just -- let nme just add
sonething in that space, if you -- if you don't m nd.
At this point this audit was under -- was under

petition. And so the auditor in the Sacranento office
that we had the audit transferred to so that | could
work a little closer wwth the auditor, in that
seven-nonth period, she didn't do anything on the audit
apparently. And this should have been a priority

assignnent for her. But she didn't treat it as a
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priority assignnent.

So go ahead.

M5. KNIGHT: Al right.

So in June 2011, we were assigned a new auditor.
W net with him and he actually presented us with sone
docunents fromthe previous auditor that we had never
seen. W reviewed these docunents and found that no
adj ustnents that we had been told woul d be made had
actual ly been made. These were itens that had been
agreed upon during the discussions in 2010.

When asked about why, the new auditor inforned us
he woul d be starting wth a new net hodol ogy and t hat
they, very arbitrarily, had decided not to make any
recommended adjustnents. Again, when we asked why, we
recei ved no answer.

So this went on fromJuly 2011 until Cctober 2011
when repeated emails and phone calls to the auditor
were nmade. We sent additional documentation to the
Departnent per their request in Cctober 2011, foll owed
up with emails to see if anyone was reviewing it, and
recei ved no answers.

Finally, in March 2012 a call was nmade, and we were
told that the audit schedul es woul d be sent the next
week. At the end of March until md-April we made

repeated attenpts to get information. And finally, on
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April 19th, 2012, the AW was sent and we discovered
that after all this tine there were still no
adj ust nent s made.

When we inquired once again about it, we were told
we did not send them additional docunents so they nade
no changes. W argued that we had sent all the
i nformation previously to the previous auditors and
t hey had accepted it, so now all of a sudden why was it
not appropriate.

We received no replies. And despite repeated
requests for an exit interview with a nmanager, we were
told in May 2012 the second audit was consi dered
conplete. This auditor had had it for ten nonths.

That neans it took 18 nonths total for the second audit
to be conpleted, going through two auditors with little
adj ustnents despite previous agreenents they were

war r ant ed.

We assert that this process should have taken three
to four nonths total, perhaps two nonths for each of
them Since no adjustnents were made, especially on
itenms that were clearly uncontested such as surry
rentals at the tinme, it was still not cleared, the
anount of tax owed was so much hi gher than we believed
war ranted so we consi dered the appeal s process and a

heari ng was schedul ed with the appeal s division on
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May 28th, 2013. It took another 12 nonths to get this
heari ng schedul ed after the second audit was conplete.
12 nmonths to get a hearing.

And after the hearing in May 2013, all of a sudden
we were infornmed the Departnent was suspending all DMC
rel ated cases because they were review ng regul ati ons.
W have stated fromthe very beginning we are not a
DMC, but regardl ess, the work was suspended. Qur
expert did request the other itens in our audit could
be continued since they did not have to do with the DMC
i ssues, but we received no response.

On June 15th, 2015, we were notified the DMC work
was finished and the audit was released. This was 23
nmont hs, from May of 2013 until June of 2015. The
Departnent has conceded a 17-nonth del ay here and
recommended suspension of interest for this period, but
we believe that the entire 23 nonths shoul d be
deduct ed.

After the rel ease, work did not begin again on our
case until Decenber, another six-nonth delay. W were
told at this tinme that our hearing officer had noved on
and we could either have a new hearing or go to a new
of fi cer and have her consider the evidence fromthe
previous hearing and rule on it.

We agreed to the new officer, and she finally
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requested additional information in Decenber. And
correspondence went on between her an our expert for
two nont hs through February 2016. And finally, on

May 16t h, 2016, the D&R was issued. This neans that
five nore nonths of delay had el apsed, from Decenber to
May, when the case was supposed to be considered a
priority assignment.

The D&R requested yet another re-audit. So the
re-audit was initiated and finally conpleted on
May 1st, 2017, another 12 nonths and two auditors
later. This is the third re-audit and shoul dn't have
taken nore than four nonths. Since we disagreed with
the re-audit because we felt that still many of the
recommended changes fromthe D& were still not
i ncorporated, we requested a Board hearing, and one was
schedul ed for May 24th, 2017.

Due to sone issues on our side, we requested to
reschedule, and it was extended until October. But
regardl ess, in August it was cancell ed by BOE saying it
was schedul ed prematurely as work was still being done.

After this additional work was done, the third
audit was considered conplete in Cctober 2017. Anot her
five nonths of work were added to the 12 nonths al ready
el apsed. We reviewed it and still disagreed. So in

January 2018, mnd you eight years after the audit had
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begun, we still felt significant issues had not been
addressed. So we were told the audit woul d be
transferred to OTA when we di sagreed.

W waited for notification that it had been sent.
In June 2018 we were still waiting, so we reached out
to Dana Brown, who responded that it had not been sent
to OTA yet because, quote, petitions tells ne that OTA
may not have received these appeals yet because there's
been sone internal issues since we have a new system

In July we were still waiting for it to get to OTA
So in Decenber 2018, we had it sent in for settlenent
review. This neans that from January until Decenber,
12 nonths, had el apsed as we waited for the audit to be
transferred to OTA

In July 2019, seven nonths later, we're sent a
settlement offer that was very still significantly
different fromwhat we believed was the tax due. So in
April 2020, they closed the settlenent case, another
nine nonths after the offer was nade, and still the
appeal s never gets sent to OTA

In Cctober settlenent says they still have it, it's
under review. And in Novenber 2020, CDTFA infornms OTA
t hat settl enent discussions are concluded and the
appeal can continue. So we request a hearing.

Settl enent di scussions took from Decenber 2018 until
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Novenber 2020, 23 nonths to be conpl et ed.

| n Decenber 2020, we subm tted our opening brief.
Throughout this period, as the taxpayer we've been
relying on the advice of our expert as to where the
appeal was headed in terns of what anounts of tax
shoul d be due and what he felt the ultimte concl usion
woul d be.

Initially, way back in 2009, we were working on the
assunption that tax due woul d be around $30, 000. As
time went on and various rulings were nade, this nunber
went up. However, sone issues were clearly not being
addressed, and the new auditors com ng on the case kept
refusing to nmake adjustnents recommended by the hearing
of ficers and previous auditors.

By Decenber 2020, our expert recal cul ated what he
believed our tax liability would be and we nmade a
$60, 000 paynent to show our good faith intention that
we really wanted to resolve this.

On COctober 28th, 2021, OTA assigned our audit to a
subject matter expert for review. That was ten nonths
after our opening brief. This process was supposed to
occur within 120 days, according to the correspondence
sent to us.

Finally, our hearing date today was set. Today is

14 nonths since the opening brief was submtted. In
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total, our audit has spanned 14 years, five-plus
auditors, two hearing officers, has been in BCE
petitions section, BCE appeals division, CDTFA
settl enent section, and in OTA. W assert that
t hroughout this entire audit process there was
excessive delay and restarts that nmade our audit
pr ol onged.

According to our expert, he believes the nost tine
it should have taken to get to this point would be
about six years. And this is w thout considering that
i f changes that we were told were going to be nade had
been made, we may have settled this way before a
heari ng was necessary.

In addition to delays in the actual processing of
the audit itself, during these years several things
beyond our control happened that were extraordinary in
nature and we believe nust be considered. First, the
Departnment went through a structural change from BCE to
CDTFA and set up a new system for hearing appeals.
This process arguably added delay to our audit noving
forward

In addition, it is our understanding that during
this switchover the new board, yourselves, did not even
hear any sales tax hearings during the first year,

whi ch was 2018. This swtch was nost |ikely the cause
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of sonme of the delays during that period. And, of
course, there were two years of COVI D shutdowns and
busi ness interruptions that have been unprecedented in
our lifetime. This undoubtedly added to the | ength of
time it took for the audit to get out of settlenent to
OTA and the tine when our opening brief was submtted
to when the matter was assigned to a subject matter
expert. Al of these have added to the extensive

del ays and shoul d be part of consideration for interest
relief.

Lastly, we would argue that interest rates during
this period were essentially at zero percent for nuch
of this tinme, yet the interest being charged to us is
at 6 percent throughout.

In closing, we ask that you consider all of these
facts and know that we feel we were severely prejudiced
in our ability to actually resolve this audit and pay
the tax owed. Every tinme what we considered to be a
fair adjustnment that was supposed to be namde, it never
was and, thus, we were never given the opportunity to
see a fair audit on our business and pay the
appropriate tax.

Pl ease ask yourselves: |Is this process neant to be
punitive or is it nmeant to renedy and error on our

part? W did make a m stake by not paying the right
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tax up front, but we did not do it on purpose or with
the intent to defraud. Throughout this entire
process -- sorry -- we have tried to get a fair
assessnent of the taxes owed. Sorry.

We are asking that you judge our case on the basis
of fairness. W believe that due to all the factors
detai |l ed, about a m ni num of 96 nonths of i nterest
shoul d be deducted fromour bill. And what | put on
the area in the black are what | thought was excessive

time or what we thought was excessive tine, it actually

adds up to 106 nonths. So, | nean, we're asking for a
mnimmof 96. And | -- and | certainly hope you wll
consi der.

MR KIMSEY: [|'d like to point out in Mchelle's
presentation there are -- there were sone estinates on

our part as to how long we think this process should

have taken. Those estinmates of tine are from ny

experience, 29 years as an auditor, 29 years. |Included
in that 29 years was a lot of tine spent as a -- on a
supervisor. So | have a | ot of experience -- and over

20 years in private practice.

So | know how | ong these processes should take or
woul d reasonably take. So our estinmates of the anount
of time are based on over 50 years of experience in

this process. So they weren't just picked out of the
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air.

Al right. Now, the last -- and I'll try to nake
this brief. The |ast adjustnents, the |ast category of
adj ust nents was whet her the nmeasure -- if there should
be any adjustnments warranted to the neasure of
unreported taxabl e sales.

CDTFA audi tors concl uded on Schedul e R4-12A, this
being the last re-audit group of working papers, that
there was a credit -- there were credit differences
between total taxable sales derived fromthe incone
statenments and they differed fromthe reported taxable
sales for third quarter 2005 and fourth quarter 2005.

That woul d indicate that there was an
over-reporting in those two quarters. However, these
credits, these apparent credits were not allowed as
credits in the audit calculations. The anmobunt of those
credits nmeasured in tax -- neasured in nmeasure of tax
was 90,221 in the third quarter and 24,223 in the
fourth quarter. Qur contention is that these credits
shoul d certainly have been allowed in the audit. The
total anpbunt of tax is roughly $8,297 for this
cat egory.

The reasoning given by CDTFA staff for not allow ng
t he overpaynents is, quote, Appellant did not provide

docunentati on substantiating the overstated taxable
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nmeasure, end quote. On schedule R4-12A, the source of
the data for Colum E, which was the total revenue, was
the incone statenents. It was fromthe incone
statenments for the entire audit period.

And so for the remaining part of the audit period
excluding these two quarters, the inconme statenent data
was used as the only source for the renaining ten
gquarters in the audit period and was consi dered
accurate, conplete, considered accurate. Wy wasn't
t he sanme data, the sane source of data, considered
accurate for the third and fourth quarter 2005?

It seens very clear to us that CDTFA staff has by
way of their own audit procedures already supplied al
t he docunentation that woul d be needed to docunent the
over-reporting of taxable neasure. CDTFA staff in
cal cul ating the audited taxabl e neasure for al
gquarters in the audit has al ready accounted for all of
the total revenue of the corporation. And they said
that it was accurate except for those -- sonehow except
for those two quarters.

They' ve accounted in those -- in the audit period,
t hey' ve accounted for all of the taxable revenue.
They' ve accounted for all of the nontaxabl e revenue.
This sane source of data for all incone categories was

used by the auditor and accepted as accurate. So if
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all income is accounted for and accepted as accurate,
why then shoul dn't Adventures by the Sea be given
credit for all the taxable neasure that they reported
in those two quarters?

But -- and by the way, we've tried to find the
sal es tax worksheets for those two quarters in
guestion. But since it's been over 17 years ago, by
now we couldn't -- we couldn't |ocate the worksheets.
We couldn't even find copies of the sales tax returns.
W had to get those from CDTFA.

We don't know -- but now CDTFA wants to put all of
the burden on us to prove what was reported 17 years
ago. W do know that data on the incone statenents was
accurate and CDTFA auditors after review ng the
busi ness records since 2009 could find no instances
where the incone statenment data was inaccurate. They
could find no instances of that. They accepted the
i nconme tax statenents as being accurate. But now t hey
say those two quarters in 2005 were not accurate. And
that -- this just popped up. It wasn't as if we knew
about this ten years ago. This just popped up. It
just -- it nakes no sense to us.

| would like to have Mchelle just briefly tell us.
Where did the incone tax nunmbers -- no, excuse ne --

where did the i ncone statenent nunbers cone fronf
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M5. KNIGHT: So in the business we had daily sales
reports. And they were conpiled into a P& through
Qui ckBooks, or at the tinme |I think part of it was
Quicken. So we had daily sales that were then entered.
And then the accountant took the information that I
provi ded and then they ran the reports. So that was
the only source though they had. They used ny dat a.
And it was done by daily input sheets.

MR KI MSEY: Ckay. Thank you, M chelle.

That concl udes our presentation on this.

ALJ KWEE: Ckay. Thank you. So | amgoing to ask
CDTFA, did you have any questions for the persons who
provi ded testinony today?

MR SMTH: No, we do not.

THE COURT: Ckay. | have a couple questions and
|"ve got to check with ny panelists if they have
guestions too. | guess I'll start.

So just as a matter of clarification for
Appel l ant's representative, ny understandi ng was that
an all owmance was made for the tour guide and the issue

that we're looking at is the rental, the anpunt

allocable to the rentals of the equipnent, |ike the
kayaks, the wet suits, the bicycles and -- the wet
suits, bicycles, kayaks, and -- yeah. |Is that correct?

MR. KIMSEY: The tour -- the portion for the tour
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gui de has been elim nated out of the tour guide rental
incone. That's correct. For both bicycles and kayaks.

AL KWEE: Ckay. Geat. And as far as the -- |I'm
sorry, are you ready to proceed?

M5. KNIGHT: But | think the contention is, is the
tour incone as a whole, not just the tour guide portion
shoul d be not considered a taxable sale.

THE COURT: Ch, yes. | understand.

M5. KNI GHT: Ckay.

AL KWEE: | just wanted to nake sure | understood
what was al ready conceded by CDTFA. And | understand
that, that there's a dispute as to the renaining
portions on nmultiple bases. But, yeah, | did have a
coupl e ot her questions about that.

So | do see sone invoices for, like, the wet suits
and the life vests and | see that you had estimated an
average of $350 for the cost of kayaks. But |'m not
sure if | saw an invoice for kayaks or where that
dol l ar amount came from Did 1l -- was there
docunentation to support the estimated kayak cost in
the file?

MR KIMSEY: [I'm-- 1 don't think we -- we -- |
don't think we put in an invoice in our exhibit for the
cost of the kayaks, but naybe M chelle or Frank can

enphasi ze that for us.
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MR. KNI GHT: So goi ng back 15 years? GCkay. The
kayak -- the -- we've always used the sane brand kayak.
It's called Ccean Kayak, and it was bought by Johnson
Sports -- Qutdoor Sports many, nmany years ago. Back in
t he day those days, you know, kayaks were about $300.
Today if you went into an REI to see the sane kayak,

t hey' re about seven, $800. And so -- and the cost of
oil -- 1 nmean the cost of the kayaks have gone way up.

So did that answer --

M5. KNIGHT: | think that's working from --

MR, KNI GHT: You know, yeah. Just -- that's about
t he roundi ng, you know.

AL KWEE: Ckay. And for the invoices that are
attached as exhibits, are those partial invoices just
to give a sanple of the prices paid, or were those a
conpl ete invoices for the period? | guess | just
wasn't clear whether that was being offered as a sanple
or a conplete set of docunents.

MR, KIMSEY: They were not the total invoices for
t hose categories for that period. They couldn't be
| ocated by that tinme for that period. But they were
buying all of the kayaks, all of the |life vests, and
all of the wet suits fromthe same conpani es during
that tinme. And all of the costs that | had in ny

cal cul ation were frominvoices during that period of
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time. Even the kayaks. So | just -- for sone reason
we didn't have a copy of that invoice in here.

ALJ KWEE: Ckay. | guess ny -- yeah, ny question
was just geared towards understanding if they were all
purchased in the sane manner so these, you know,
invoices reflect of tax paid and if they were from
different, you know, suppliers or if they were charged
differently during the data period or if they were all
treated simlar to how this happened wth these
i nvoi ces during the audit period.

MR, KIMSEY: One of the problens we were having
with gathering all of these invoices were that they
were handled differently for depreciation purposes.
They were only depreciated, capitalized, if it was
above a certain anmount. If it was below a certain
anount, IRS required that they were expensed or
recommended that they were expensed.

So we didn't have -- we didn't have depreciation
statenments that would give us a full picture. W
didn't have all of the expense journals either for that
period of time. But we pulled out all of the invoices
that we could get our hands on for that period of tine.
And unfortunately, it wasn't a lot. But we thought,
wel |, because of the fact that you're buying them al

fromthe sane vendor, | nean, by category the sane
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vendor, then we wanted to give them the auditors, a
sanpl e of those invoices to show that tax was paid on
t hose.

We did give them copies of sonme purchase -- well,
sone reports that were show ng all of the expenses and
the vendors for a certain period of tine. And they
could see that we were buying the stuff fromthe sane
vendors continuously. So it wasn't as if they would
see, you know, |like a purchase from REI for instance or
any ot her sporting goods conpany for these itens.

Does that answer your question?

AL KWEE: Yes, | think that's good. Thank you.
And as far as the wet suits and the life vests, were
they both always offered with the kayak, or was it a
case where you could have a life vest but no wet suit?

MR. KNI GHT: Yeah, that's a good question. You
know, wi th our business, obviously we have to have a
strong liability insurance. So absolutely. You have
to -- you have to wear the proper gear in case you fal
out of the boat. These boats are, you know, they're
open top. You can fall out. You' ve got to get back
in. It's another reason why we want you on a tour so
the tour guide can help you back in. But it -- it's
al ways mandatory to wear those things.

As well as keep in mnd, we're not a -- we're not
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i ke an RElI, you know. We're, you know -- our business
is rentals and tours and mainly being on the tour side.
So we're not buying equi pnment every nonth, six nonths.
Even, like, you know, years can go by and we won't buy
new equi pnment in the sense of we mght buy a few dry
bags or, you know, just little things, you know,
bottled water, things like that. But we don't buy
kayaks and bi kes every year. Because they | ast.
They're -- we have sone boats that have |l asted a | ong,
long tine.

M5. KNIGHT: And | want to clarify. Life vests
absolutely all the tinme. The kayak clothes, | can't
tell you every single person takes them But the
maj ority of people do because the -- because of the
fact we're just there in Cannery Row and people are
usually there for the day. They are wearing their
street clothes and they cone in and they want to go
kayaki ng, and this -- that's why we have this type of
equi pment, so they can go on right over their clothes.
They' re spl ash cl ot hes.

So in order to stay dry, because the sit-on-top
kayaks have self-draining so the water cones up. So
al though I can't say 100 percent of the people wear the
dry clothes, they certainly do nostly -- nost |'d say

nost of them wear the pants, if not all, but they
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have -- the life vest is absolutely non-negoti able.

MR. KNIGHT: The water -- it's not a secret, the
water is 55 degrees in the Monterrey Bay. So it could
ruin your day, your child' s day, whoever you take --
you take, you know, nons, dads, grandmas, grandpas,
kids. Qur goal is to keep themdry and warm so when
t hey cone back, they drop the clothes and they go, "On,
this was great. | thought |I was wet, but |I'm not.
|"'m-- this is awesone,"” you know, and they're off to
go to the aquariumor sonething like that. So the
cl othes are, you know, just as inportant, if not nore,
for the experience of the tour for the kayak.

ALJ KWEE: Ckay. And that's helpful. | thought
that they were tal king about the wet suits that you
strap on, not sonething that keeps you dry. That does
help clarify now.

MR KNIGHT: It's actually -- yeah.

M5. KNI GHT: They're dry clothes. Well, they're
not really dry clothes if you're a diver. It's
different. They're called splash gear.

MR. KNI GHT: Yeah.

M5 KNI GHT: So they go on over you to to keep you
dry when the water splashes on you.

MR. KNI GHT: Yeah.

M5. KNIGHT: So then when you cone out and you take
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it off, you' re dry.

MR, KNIGHT: W actually have -- we do a | ot of
corporate tours and things. And they're getting out of
their nmeetings and they conme across the street fromthe
Pl aza or, you know, the other hotels. You know,
they' |l take their tie off, their jacket off, and
they' Il put -- they'll put the pants and the jacket
right over their shirt and pants and, you know, an hour
and a half later they're com ng back. They drop it,
they put their clothes back on, and it's -- nakes it a
ot -- you know, it's good.

AL KWEE: Well, great.

MR. KNIGHT: And one nore thing. Wen it cones
for -- you know, we do a |lot of group kayak tour
business. It's mandatory for the corporate groups to
take the tour. And that's not just fromus. That's
fromthe conpany. |If you work for Hewitt Packard,

t hey want you on a tour because they don't want you out
on your own. They want to nmake sure they have a safety
person wth that, you know -- again, because we've got
to keep everyone together.

Sonebody goes off side, you know, outside the --
you know, soneone goes out to left field, we've got to
go get them and bring them back and get them back into

t he tour.
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ALJ KNEE: Okay. Geat. Thank you for the
clarification. So | just had one other question and
that was related to the initial issue raised on whether
or not it was a sales or use tax transaction. And |
just wasn't sure. How did you acquire the kayaks then?
Were they shipped? Wre they delivered in person or
shi pped fromout of state or were they delivered in
Cal i fornia?

MR KNIGHT: No. They're all shipped like in a
big, old Freightliner yellow --

M5. KNI GHT: Yeah. They call us and they show up
wth -- you know, we call it Tupperware, with a
truckl oad of Tupperware.

ALJ KWEE: Oh, so there was just like | guess a
common carrier that delivered it for you?

MR. KNI GHT: Yeah.

M5. KNI GHT: Yeabh.

ALJ KWEE: kay.

MR, KIMSEY: Can you just briefly describe what the

sal esnen fromthe conpany did in California that you're

awar e of .
MR, KNIGHT: Well, they would -- | nean, they
al ways -- they drive by with their -- you know, maybe

bi annual |y or annually or whatever. You know, they

woul d conme by and show us their new nodels of kayaks,
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you know.

Qur vision was always -- we always kept it with an
open top. You' ve seen sone of the kayaks where peopl e
are in and they've got the skirt and they do the rol
and all that stuff. That's not us. W've never had
those. The liability is too high. And people have
gotten a lot of -- you know, when they fall out they

can't get back in, and you're in 55 degree water, you

know.
But they -- the sal esnen would cone by. W al ways
bought the sane boat, you know. It was the Scupper

Pro. And, you know - -

M5. KNI GHT: The tandem

MR. KNI GHT: And we had tandem boats called the
Mal i bu Twos. It was the right fit for our conpany.

M5. KNIGHT: And |Iike we said, kayaks |ast forever.
So the only -- usually we mght sell sonme at the end of
a year, but not many. And then so we very rarely
repl aced the boats. And instead, when you see new
pur chases, they would only be maybe when we opened
anot her store so we needed nore equi pnent.

MR. KNI GHT: Yeah. And what's happened too over
t he years, you know, other people have opened ot her
kayak stores so we didn't need the boats that we needed

i n the beginning of our business, you know. Qur
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busi ness has been going on for 35 years. So we
actual |y have kayaks that are over 30 years ol d.

M5. KNI GHT: Yeah.

MR. KNIGHT: And the joke is we don't want to sel
t hem because we think they're good |uck so we just keep
them W don't use them-- you know, the tour guides
will use them but -- because they're nade out of the
pol yet hyl ene, they're -- 1've had a kayak bl ow off the
trailer on the highway, do a quadruple flip --

M5. KNI GHT: Not hurt anyone.

MR, KNI GHT: Not hurt anyone. And circle back and
go get it, put it back on. And it's good to go and,
you know, they're very indestructible.

THE COURT: Ckay. Thank you. That was all the
guestions | had for the Appellant and the Appellant's
witnesses. | will turn it over to Judge Long.

Judge Long, did you have any questions for the -- |
guess the Appellant?

ALJ LONG | do have a -- I"'msorry, can you hear
nme? | do have a few questions. First, | wanted to
di scuss the 23.28 percent calculation for the life
j ackets and et cetera.

How di d you conme upon that cal culati on and how can
|, fromeverything that's been submtted here, verify

its accuracy and, you know, see if | agree?
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MR, KIMSEY: The calculation, we cane up with at
the time of the appeals hearing. And it's explai ned
and shown in our opening brief, but I'll briefly go
over it just quickly with you. W took the cost of wet
suits, an average cost of a wet suit. W took the
average cost of life vests. Totaled that together.
That woul d be the nunmerator in our calculation.

And then for the denom nator, we woul d take that
nunber, cost of -- average cost of wet suits and life
vests, add the cost of the kayak to that nunber. That
woul d be the denom nator in the calculation. It cones
out to be 23.32 percent.

So what that represents is the cost of the
taxable -- the cost portion of the |life vests and the
wet suits that were tax paid divided by the total cost
of the equipnent -- all the equipnment in that rental.
So that's -- and we -- those costs for the life vests
and the wet suit are in our exhibits as well, the
cal culation of that cost. |It's handwitten on the
i nvoi ces for those itens.

ALJ LONG Thank you. And | just wanted to
confirm Your position is that the kayaks were
pur chased from Johnson and that Johnson was required to
collect sales tax but they did not. As |I'msure you're

aware, with rentals and | eases, they're subject to tax

Kennedy Court Reporters, Inc.
800. 231. 2682

55



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

unl ess sal es tax reinbursenent was paid or a tinely
el ection to pay use tax was made.

| just want to be clear that there's no contention
t hat Appellant made an election to pay the use tax;
correct?

MR KIMSEY: [|'maware of that. Qur contention is
t hat under the regulation for engaged in business it
specifies clearly that they "shall" collect the tax.
That event took place |ong before the event of the --
of Adventures by the Sea.

So we believe that that, the | anguage "shal
collect the tax," that trunps the activity that
Adventures by the Sea did subsequently wth that
mer chandi se. | mean, there's no -- there's no ifs,
ands, or buts in that section of law. It says they
shall collect the tax. They did not. That was their
obligation. They did not.

| f they would have taken a resale certificate, then
t hat woul d have been their out, but they did not take a
resale certificate from Adventures by the Sea. So it's
their obligation. That's our position. It's their
obligation. The |aw says they shall collect the tax.
They did not collect the tax. They should have. Even
if they're not aware of it. Even if they're not aware

of that section of law, it's still their obligation.
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ALJ LONG Okay. Thank you. | don't have any
guesti ons.

AL KMEE: Okay. | will turn it over to Judge
Hosey.

Judge Hosey, did you have any questions for
Appel | ant ?

ALJ HOSEY: No. You guys have been really
t horough. Thank you for answering all our questions
and your tinme today. Thank you.

AL KWEE: Okay. | believe we are ready to turn it
over to CDTFA for their opening presentation, which we
had all ocated for 20 m nutes, but | believe the CDTFA
i ndicated that they only need ten.

And in your response for CDTFA or in your
presentation, would you pl ease address al so the
contention raised by the taxpayer about the use tax
col lection obligation in 6203 and what inpact that has
on the liability or CDTFA's position on that contention
too. Thank you.

MR. SM TH: Thank you.

PRESENTATI ON
BY MR SM TH, Attorney for the Respondent:
Good norning. At issue today is whether

adjustnents are warranted to the neasure of unreported
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taxabl e rental receipts and whether adjustnents are
warranted to the neasure of unreported taxable sales.

Appel | ant operates as a destinati on managenent
conpany in Mnterrey, California. Appellant offered
rentals of kayaks, surries, bicycles, and surfboards,
as well as various tours and surf |essons. Appellant
al so of fered tour packages for bicycles and kayaks,
whi ch i ncluded the price of equipnent as well as the
tour guide for one | unp-sum price.

California inposes sales tax on a retailer's retai
sales in this state of tangi ble personal property
nmeasured by the retailer's gross receipts unless the
sale is specifically exenpt or excluded fromtaxation
by statute. When sales tax does not apply, use tax
applies to the storage used for other consunption of
tangi bl e personal property in California unless that
use i s exenpt or excluded.

The terns sal e, use, and purchase includes the
| ease of tangible personal property in this state.
Leases of tangi ble personal property in California are
a continuing sale in this state by the | essor. The
granting of possession of the property by a lessor to
the | essee or to another person at the direction of the
| essee is a continuing purchase for use in this state

by the | essee.
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In the case of a |ease that is a sale and purchase,
the tax is nmeasured by the rentals payable. Generally
the applicable tax is a use tax upon the use in this
state of the property by the | essee, and a | essor nust
collect the tax fromthe | essee at the tine rentals are
pai d.

Turning first to Appellant's assertion that its
vendor had a tax collection obligation because it was
operating in this state. California Code of
Regul ations Title 18, Section 1660(c)(2), states that
if sales tax reinbursenent or use tax has not been
paid, a lessor is relieved froman obligation to
collect use tax froma lessee only if the | essor
reports and tinely pays tax at the tine the rental
property is placed in service.

Appel lant's contention that its vendor may have had
a use tax collection obligation does not change the
fact that it did not pay use tax on its purchases of
the kayaks. It is undisputed that Appellant did not
pay its vendor's use tax on its purchases of the kayaks
at issue. Consequently, Appellant is required to
collect the use tax and is liable for the tax on rental
receipts derived fromits | ease of the kayaks.

As for the rental receipts derived fromtaxpayer's

| ease of clothing related to kayaki ng, taxpayer
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provi ded purchase invoice which show it paid sone tax
on at |east sone of its purchases of these itens and a
2 percent allowance was given by the Departnent. This
reduced the nmeasure of taxable kayak rental s by
$18,946. W thout further documentation, an additional
reduction is not warranted.

Next, Appellant contends that the kayak and bicycle
tour incone is not subject to tax. Specifically
Appel | ant contends that because there was a tour guide
t he bicycl es and kayaks were not under the control of
its custoners and it is not a |lease. This is not
correct. \Wile Appellant nmay have had tour guides
| eading it custoners, the operation of the bicycle and
kayaks were under the direction and control of the
custoners. The custoners operated the kayaks and
bi cycles, propelling and steering them These
transactions were | eases under Regul ati on 1660.

Annot ati on 330. 2889, which has been in effect since
1970, predating the Annotation Appellant referred to,
whi ch was 330. 2283, states that in order to provide a
service rather than | ease equi pnment, the owner must not
only furnish and supervi se use of the equipnent, they
must actually operate the equipnent. Here Appellant's
customers were operating the bikes -- bicycles and

kayaks.
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Further, Annotation 330.2283 which Appel | ant
referenced has been del eted because the back-up letter
did not contain sufficient information to support the
concl usi on of the annotati on.

Turning to his next contention, Appellant contends
that a credit should be allowed for the third and
fourth quarters of 2005. The audit disclosed that the
reported taxabl e neasure exceeded total taxable sales
frominconme statenents for the third and fourth
gquarters of 2005. However, Appellant has failed to
provi de any docunentation establishing the source of
the difference. Therefore, an adjustnent should not be
al | oned.

Finally, turning to interest relief in the periods
that you specifically asked about. You asked for
further explanation regarding the tinme that the appeal
spent in settlenent. Appellant requested settl enent
review in Decenber 2018 and a deferral or request was
submtted to OTA. W have contacted the settl enent
section, and | have been infornmed that this case was
within a range of a reasonable and standard turnaround
time frame for settlenment review of this case.

We were also asked in the mnutes and orders to
address the period from January 26, 2018, when CDTFA

i ndi cated the appeal was going to be transferred to OTA
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to the start of the case activity by OTA around

August 30t h, 2018. Appellant was not infornmed on
January 26, 2018, that its appeal would be transferred
to OTA. Instead, Appellant was sent a letter informng
hi mof the results of the second re-audit and giving
him 30 days to file a request for reconsideration.

Appel lant did not file a request for reconsideration
and the audit went final. The appeal would have then
been transferred to OTA.

OTA acknow edged recei pt on August 30th, 2018. The
next step for Appellant would have been filing its
opening brief with OTA. Appellant requested nultiple
extensions to file its opening brief before eventually
deferring the case to settlenent. Appellant did not
file its opening brief until Decenber of 2020. No
interest relief should be grant granted for the period
of January 2018 through August of 2018.

And then just turning briefly to his argunent
regardi ng 6203. That applies for retailers. The
person that was selling themthe kayaks is not a
retailer in California, so that would not apply to
them And regardless, you -- | know they think that
t hey should be registered as a retailer in California,

but they were not so the tax obligation remains on

Appel | ant .
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And that concludes ny presentation. Thank you.

ALJ KWEE: Okay. Thank you. Just one second while
| look at ny notes. Actually, I'"'mgoing to start with
Judge Long.

Judge Long, did you have any questions for CDTFA?

ALJ LONG No questions. Thank you.

THE COURT: Ckay.

Judge Hosey, did you have any questions for CDTFA?

ALJ HOSEY: No questions. Thank you for your
present ati on.

AL KWEE: Ckay. | did have one question about the
DMC delay period froml think "13 to '15, the two years
while it was held in abeyance pendi ng potenti al
gui dance which didn't -- ny understandi ng didn't
ultimately materialize for DMCs. So |'mjust wondering
about whet her or not CDTFA has gui dance on why t hat
doesn't qualify as a delay or if there's gui dance that
you could cite to and how that is dealt with in other
cases by CDTFA.

MR SMTH Well, that was the tinme period from
January 2014 to May 2015, which is -- we did recommend
that period for interest relief.

AL KWEE: Oh, '14 -- | thought that they had a
two-year period fromJune '13 to, like, June '15. So

"' mnot sure that was a conplete overlap there | guess.
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So if you look at their -- | guess |looking at their
materials, they had highlighted the DMC period as
5/18/11 -- oh, I'msorry that's too soon. That's
before the DMCs -- 5/28/13, when they were suspended
wor ki ng on the case until 6/16/15 for DMCs. And then
you -- ny understanding is CDTFA conceded 17 nonths
there. | guess that's not the entire period. It |ooks
like it would have been 24 nonths.

MR. PARKER: Judge Kwee, to answer that, the case
was W th the appeals section during that tine. And it

| ooks li ke eventually it was referred back to petitions

to put in delayed status. So they were -- they were
still going through the process in the appeals
section --

ALJ KWEE: On, okay.

MR, PARKER. -- is what it appears. From

June 13th, 2013. And then it was referred back to
petitions in Decenber of 2013.

AL KWEE: Ckay. | see. Thank you. Ch, and I'm
sorry. There was one other question about the
cal cul ation of the 2 percent allowance for the tax paid
life vests and wet suits. You know, there's the
di fference of what the CDTFA has, the 2 percent, versus
the cal cul ation the taxpayer has, the 23 percent. And

it looks like they were using the -- a ratio based on
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the cost of the tax paid property.

And |I''m wondering, is the reason CDTFA didn't go
with the taxpayer's calculation, was that -- was there
a dispute as to estimated costs or was there -- or what
was the reason that CDTFA chose 2 percent versus a

greater percentage considering the invoices did seemto

suggest that the -- like there was a cost for the, you
know, life vests and -- or life vests and the dry
suits. | was saying wet suits. But that seens a

l[ittle higher than 2 percent of the overall costs.

MR, PARKER: So because the Appellant only provided
limted invoices and they couldn't be traced back to
see if they actually paid tax on all of those itens, we
| ooked to see what woul d be a reasonabl e estimati on,
and the 2 percent seened to be a reasonabl e anount.

And when we had cal cul ated based off the kayak rentals
of 947,000, 2 percent gives thema credit of al nost
19, 000.

The invoices they provided, which sone of them were
outside of the audit period, but those invoices
anounted to a little over 12,000. So we gave them a
credit higher than the limted invoices that they did
provi de.

ALJ KWEE: | see. So the concern was the invoices

were partial and that the all owance granted was in
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relation to the invoices that were avail able as to what
they were | guess contending that naybe they were a | ot
nore substantial than what was provi ded?

MR. PARKER. Yes. | believe | agree with your
st at ement .

AL KWEE. Ckay. Then | don't believe ny panelists
had questions so | think we're ready to nove on to any
closing remarks. I'Il turn first to Appellant's
representative for Appellant. D d you want to proceed
wi th your closing remarks? You have ten m nutes.

MR. KIMSEY: Could you say that one nore tine? |
didn't catch all that.

ALJ KMEE: Oh, | was turning it to you for any
closing remarks that you m ght have before we concl ude
t oday.

MR KI MSEY: Ckay.

First of all, I1"'d like to thank the adm nistrative
| aw j udges for hearing our case and CDTFA staff for
listening to our presentation today. And we hope that
it's -- that it's nade our contentions a little clearer
and that our docunentation has supported our
contentions.

The entire process fromwhen the audit was
initiated in 2009 up to today has taken approximately

14 years. And | honestly can say that it's not been a
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very enjoyabl e experience for this side of the -- of
the room 1've been involved in sales tax auditing for

over 50 years, including 29 years as a sales tax

audi tor and sales tax audit supervisor and assistant to

one of the Board of Equalization board nenbers, and now

22 years in private practice after ny retirement from
the State as a sales tax consultant. And during that
entire tinme, | can honestly say, |'ve never, ever seen
an audit take this long to get to a resol ution.

It's been an unbelievable situation that has been,
in ny mnd, totally unfair to the corporation, to the
corporate officers. And when the audit and appeal
process takes this long to conplete, there's obviously
sone unreasonabl e del ay sonewhere al ong the Iine.

M chel | e Kni ght has pointed out those areas that we
t hi nk were unreasonabl e and has cal cul at ed anmount of
time that we think this delay took place or these
del ays took pl ace.

In this whol e process of auditing and appeal s, the
State has alnost all of the control over how fast this
whol e process takes. The taxpayer has very little
effect on the processing tinetable except nmaybe for
asking for some periodic short delays or extensions in
sone situations beyond their control. Because this

overal |l process has taken approximately 14 years to
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conpl ete, interest has been accruing all the way back
to the beginning of the audit period, which was July of
2005, which is, what, 17 and a half years ago for
interest to be accruing at roughly a 6 percent annual
rate.

| think I've covered all of our contention issues
with the audit results adequately, and | hope that you
consi der our presentation and docunentation with an
open and fair mnd. And we very nuch appreciate the
tinme you all have to -- the tine all of you have taken
to commt -- commtted to our appeal.

On CDTFA's response, | didn't catch what your
expl anati on was for why Johnson Qutdoors would not be
i abl e but Adventures by the Sea would. | didn't catch
all that. Maybe it's because of the mask, |'m not
sure. But could you go over that?

ALJ KMEE: Oh, so | guess the parties aren't
supposed to be discussing anongst thenselves the case.

MR KI MSEY: Ckay.

ALJ KAEE: So when CDTFA has their closing
presentation, if the panel has questions, | could ask
themto clarify -- CDTFA to clarify for the panel. But
for your presentation, if you could please focus on
your presentation, that would be nuch appreciated.

Thanks.
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MR, KIMSEY: The other thing | would like to
respond to, as far as the tax paid status of the wet
suits and -- the wet suits and the |life vests, yeah,
all of the equipnent in the rental. During the appeal s
process in our appeals hearing that we had, the appeals
hearing even nentioned -- the D&R even nentioned this,
that it was conceded by the audit staff that these were
tax paid equi pnent based on the evidence that we had
presented to them This was conceded. It's even
tal ked about in the D&R that this was a concession that
the audit staff had made.

It only becane a probl em when, after the D&R was
i ssued, that the auditor that got the assignnent
decided that, well, she didn't agree with that. She
didn't agree that this was a -- an issue that had been
established. So she said, based on her own, she wasn't
going to go along with the D&R report but she was goi ng
to make up her own m nd whet her these were tax paid or
not. That's how this all cane about, because when we
got the re-audit, that adjustnent wasn't nade.

We contacted the hearing officer. And, as |
recall, the hearing officer had the auditor explain
why. But it shouldn't be left up to the auditor to
decide if she's going to accept the recomendati on from

the hearing officer or not. As far as | know, there
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were no nenos back and forth between the two to cone up
with a different conclusion or not. That's ny response
to that particular area. The auditor did not nake the
adj ustnents that were required under the D&R

That concl udes our cl osing.

MR. KNIGHT: Gary, can | say sonething?

MR KI MSEY: Oh.

MR KNIGHT: So | just wanted to add to when they
were tal king about the tours, how the individual has
their own paddle or their own handl ebars to hold onto
the bike. Wen it conmes to the tours, one thing | left
out and it made nme think about it when the man over
there brought it up was that a lot of tines on the
tours, the tour guide, there's a bow line on the
tour -- on the front of the boat. So we'll actually
attach that bow line to the back of the tour guide so
the tour guide or so the -- you know, so the guest has
no control of their direction because they need to stay
in our safety zone.

So it isn't just -- again, you know, with these --
with the kayak tours, they're very controlled and even
controlled to the point where we have said, "Ckay, you
need a tinme out. We're hooking you up."” And sonetines
we' |l hook two, three, four boats up together just so

everyone stays together.
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| f you get blown out in the Monterrey Bay, it's not
a good thing and we've got to keep you in the kelp
forest. So to sit there and say everyone has their own

direction, that's really not true. Thanks.

AL KMEE: [|'msorry, I'mnot sure | fully caught
that. D d you -- when you were tal king about bow |ine,
is that a -- are you saying that the kayaks are

connected by a rope or just that --

MR KNI GHT:  Yes.

THE COURT: -- sone of them are?

M5. KNI GHT: They can be.

MR. KNI GHT: They can be. Yeah. So what
happens -- especially wth kids, you know, nmom and |ike
say you' ve got your five-year-old and your nom W'/
actually attach the bow |line on that boat to the back
of the tour guide's boat so they can't do anyt hing
wrong. They have to stay with the tour guide.

ALJ KWEE: kay.

MR. KNI GHT: They're connect ed.

MR. KIMSEY: That would elimnate the control
aspect that was brought up by --

MR. KNI GHT: Yeabh.

MR, KIMSEY: -- CDTFA. And there is --
MR, KNIGHT: It keeps you in your |lane, you know.
MR KINMSEY: | don't know what ot her el enents of
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control and direction that they were thinking about.
There is no other aspects of control and direction.

MR KNIGHT: So -- and the other thing to renenber
is being in the sanctuary, you know, we have to stay
100 feet away -- well, I think it's 50 feet -- 50 feet
away fromall the sea otters. And the idea is you want
to go out and see the sea otters and the Harbour seals.
Mainly the sea otters. They're all wapped up.

They' re | ooki ng good.

And, you know, especially having the Monterey Bay
Agquariumthere, you know, the reason -- the reason for
the tour guides is to keep themfromdi srupting the sea
otters that are in the kelp. So there's total control
there. Because there's people on shore with little
blue jackets and they're called Bay Net. |[If we get too
close to the otters, they call and they can call the --

MS. KNIGHT: CALTIP, it's called.

MR, KNIGHT: -- CALTIP. And we get a call or
they' Il cone over, an officer will conme over and say,
"Hey, there's a violation. You're too close to the

otters," or they think you were or, you know, that sort
of a thing. Sonetines there are boats, sonetines there
are not. But sonetines fromland you think you're
closer than you really are. But that's a whol e ot her

guesti on.
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But again, it's very controlled in the sense of --
even to the point where we tie up the people so they
don't get too close to the otters. And to the rocks,
and to the waves, and to -- a |ot of danger out there.

ALJ KWEE: Okay. Thank you. So for Appellant, are
you -- have you concl uded your final remarks?

MR. KIMSEY: We have. W' ve concl uded.

M5. KNIGHT: Wait. No. | have one |ast statenent.
And I'm-- hope I'mnot out of line. | just wanted to

respond that the presentation | gave was the

information as it -- as it happened to us, as it
happened to the taxpayer. |f our audit sat in
petitions or in -- and then didn't get to whatever,

fromour perspective, we were told at that date that it
was bei ng hel d.

So if technically they held it fromthe -- instead
of from Decenber -- instead of from May until Decenber
and then Decenber is when this whole DMC thing stopped,
the fact of the matter is, is fromour perspective it
was being held. W didn't know which division it was
being held in or why, but we knew not hi ng happened in
that period. W knew that nuch. And then we knew t hat
we were told everything had been stopped.

So | think that the inportant point was that --
that the delays were real, that they stopped, that work
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was not getting done, which is why it took 14 years to
get here. Thank you.

ALJ KWEE: (Ckay. Thank you. So I'mgoing to turn
it onto -- turn it over to CDTFA for their closing
remar ks

And, CDTFA, when you do your closing remarks, could
you just briefly re-summarize the CDTFA' s position on
the 6203 argunent that was raised by Appellant in their
presentati on.

MR SMTH I'Il just quickly address that. Here
we have | eases, therefore, the applicable statute is
1660 -- | nean applicable regulation is 1660. The 6023
is not the applicable statute in this situation. So
hopefully that clarifies.

And that's all we have. Thank you.

MR, HUXSOLL: Just to add on to that statenent.

The use tax collection obligation or the potential use
tax collection obligation to the vendor does not change
the fact that Appellant did not pay use tax on its
purchase or sales tax reinbursenent on its purchase of
t he kayaks at issue; therefore, the subsequent | ease,
absent a tinely election being nmade by Appellant, are

t axabl e nmeasured by the rentals payable. So the fact
that there may be a use tax collection obligation does

not change the analysis for purposes of the taxability
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of the | eases.

ALJ KWEE: Ckay. Thank you.

So | believe we are ready to conclude. [|'ll just
check with ny paneli sts.

Judge Long, did you have anything further before we
concl ude today?

ALJ LONG | have nothing further. Thank you.

ALJ KWEE: Ckay.

And, Judge Hosey, did you have anything further
bef ore we concl ude today?

ALJ HOSEY: Nothing further. Thank you.

ALJ KMEE: Ckay. So this case is submtted on
Wednesday, February 22nd, 2023. Thank you, everyone,
for comng in today. The record is now closed. The
judges are going to neet and decide your case |ater on,
and we will send a witten opinion with our decision
within 100 days of today's date.

That concl udes the norning cal endar. The next
cal endar will start | believe at one o'clock, but I do
not believe that's going to be |ivestreaned. Thank
you.

(Concl usion of the proceedings at 11:25 a.m)

---000- - -
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       1                        SACRAMENTO, CALIFORNIA

       2                     WEDNESDAY, FEBRUARY 22, 2023

       3                               9:33 a.m.

       4   

       5           ALJ KWEE:  Okay.  It looks like we are ready to go

       6       the record, so we are opening the record in the appeal

       7       of Adventures by the Sea.  This matter is being held

       8       before the Office of Tax Appeals.  The OTA case number

       9       is 18083673.  Today's date is Wednesday, February 22nd,

      10       2023.  The time is approximately 9:33 a.m.  This

      11       hearing is being conducted in Sacramento, California.

      12       And we're also streaming live on OTA's public YouTube

      13       channel.

      14           Today's hearing is going to be heard by a panel of

      15       three administrative law judges.  My name is Andrew

      16       Kwee, and I will be the lead administrative law judge.

      17       Judge Keith Long to my right and Judge Sara Hosey to my

      18       left are the other members of the panel.  And we will

      19       all be meeting after today's hearing to discuss this

      20       case, and we will produce a written decision as equal

      21       participants.  Although I will be conducting this

      22       hearing, any judge on this panel may ask questions and

      23       otherwise participate to ensure that we have all the

      24       information that we need to decide this appeal.

      25           For the record, I'd ask the parties to please state
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       1       their names and who they represent, and I'll start with

       2       the representatives for the CDTFA.

       3           MR. SMITH:  My name is Kevin Smith.  I'm from CDTFA

       4       legal department.

       5           MR. HUXSOLL:  Cary Huxsoll from CDTFA's legal

       6       department.

       7           MR. PARKER:  Jason Parker, chief of headquarters

       8       operations bureau with CDTFA.

       9           ALJ KWEE:  Okay.  Thank you.

      10           And for -- representatives for Appellant?

      11           MR. KIMSEY:  My name's Gary Kimsey.  I'm

      12       representing Adventures by the Sea.

      13           MS. KNIGHT:  I'm Michelle Knight, and I'm one of

      14       the taxpayers.  I'm --

      15           MR. KNIGHT:  And Frank Knight.

      16           ALJ KWEE:  Okay.  And I believe that I had noted

      17       there would be a third -- a witness, Bill Jespersen, a

      18       CPA for Appellant.  Is he going to be here, or is he no

      19       longer going to testify here?

      20           MR. KIMSEY:  Mr. Jespersen will not be here today.

      21           ALJ KWEE:  Okay.  Okay.  So I'm just going to do a

      22       quick recap before I move on to the presentations to

      23       ensure that we're all on the same page.  So after the

      24       prehearing conference -- we met last month -- I

      25       provided a copy of the exhibits to the parties.  We had
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       1       discussed Exhibits A through H for CDTFA and 1 through

       2       11 for Appellants.  My understanding was that there

       3       were no objections to those exhibits that were

       4       discussed during the prehearing conference.  And I'll

       5       get to Exhibit 12 which was recently submitted, next,

       6       but is that a correct understanding, there's no

       7       objections to the exhibits that were discussed at the

       8       conference?

       9           MR. KIMSEY:  That's correct.

      10           ALJ KWEE:  Okay.

      11           MR. SMITH:  We have no objection.

      12           ALJ KWEE:  Okay.  So CDTFA's Exhibits A through H

      13       and Appellant's Exhibits 1 through 11 are admitted into

      14       evidence.

      15           (CDTFA's Exhibits A through H received into

      16       evidence.)

      17           (Appellant's Exhibits 1 through 11 received into

      18       evidence.)

      19           ALJ KWEE:  As for Exhibit 12, that was submitted

      20       following a prehearing conference, and it's a time

      21       line.  And also there was a supplement to Exhibit 12,

      22       which was submitted last week with additional

      23       information on the time line.

      24           CDTFA, do you have any objections to their --

      25           MR. SMITH:  No, we don't.
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       1           ALJ KWEE:  -- Exhibit 12?  Okay.  Great.  Thank

       2       you.  So Exhibit 12 is also admitted into evidence.

       3       All the exhibits were admitted without objection.

       4           (Appellant's Exhibit 12 received into evidence.)

       5           ALJ KWEE:  So the other item is the post-hearing,

       6       post-conference submissions.  During the prehearing

       7       conference, Appellant had indicated that they believed

       8       they had made payments towards the liability, and they

       9       requested a summary of how many payments were made

      10       today -- to date.

      11           And CDTFA had provided a summary of approximately

      12       $67,000 in payments.  They also provided the remaining

      13       tax liability plus interest and penalties.  For

      14       Appellant's representative, did you have any additional

      15       questions or concerns about the remaining tax liability

      16       being asserted?

      17           MR. KIMSEY:  No, we do not.

      18           ALJ KWEE:  Okay.  Great.  So the issues, we

      19       discussed the issues during the minutes and orders.

      20       Those were summarized at the prehearing conference.

      21       Those were summarized in the minutes and orders.

      22       They're also listed on our agenda.

      23           We had also discussed some items which were no

      24       longer disputed, some agreed items, following the four

      25       re-audits.  So I won't re-summarize those again, but
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       1       those were listed in the minutes and orders.  And I'd

       2       ask CDTFA, do you agree with the issue summary and

       3       agreed items listed in the minutes and orders?

       4           MR. SMITH:  Yes, we do.

       5           ALJ KWEE:  Okay.  And for Appellant's

       6       representative, was that also an accurate summary of

       7       what we discussed for you?

       8           MR. KIMSEY:  Yes.  That's accurate.

       9           ALJ KWEE:  Okay.  Great.

      10           So the one other item is during the prehearing

      11       conference I had asked the parties to be prepared to

      12       address two time periods.  That was December 27th,

      13       2018, to October 28th, 2020, and January 26, 2018, to

      14       August 30th, 2018.  And I'd asked the parties to be

      15       prepared to address that during the hearing today.

      16           It looks like Appellant's Exhibit 12 partially

      17       addressed some of those items.  I just want to make

      18       sure there's -- CDTFA, are you also prepared to address

      19       that period during the hearing today?

      20           MR. SMITH:  Yes.  As part of our presentation, we

      21       have -- we have statements about both those time

      22       periods.

      23           ALJ KWEE:  Okay.  Great.  Thank you.  So then I'll

      24       just do a quick recap of how the hearing is going to --

      25       order is going to go today.  So we had discussed 15
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       1       minutes for Appellant's opening presentation, followed

       2       by 30 minutes for testimony from Appellant's two

       3       witnesses.  Then we would turn to CDTFA for their

       4       presentation, which would be allocated to 20 minutes.

       5       Afterwards each party would be allocated ten minutes

       6       for any final closing remarks.

       7           Are there any questions or concerns about the time

       8       allotment and the order of presentation that we had

       9       arranged?

      10           MR. KIMSEY:  Since our preconference hearing, we

      11       will probably need a little more time for our

      12       presentation.  It's listed as 30 minutes.  We're

      13       probably going to need more like 45 minutes.

      14           ALJ KWEE:  Okay.

      15           And, CDTFA, was the time estimate that we had gone

      16       over still accurate for you?

      17           MR. SMITH:  Yeah.  We'll probably actually be less.

      18       Probably closer to ten minutes, so -- for the opening

      19       presentation.

      20           ALJ KWEE:  Okay.  So that's an increase of five

      21       minutes, so we have this -- this is the only hearing of

      22       the morning, so I don't think that will be a problem to

      23       accommodate the additional time.  So that should be

      24       fine.

      25           So before we get started, one last item.  Since we
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       1       have two witnesses, I'd just -- I'll start by swearing

       2       them in so that you could turn directly to witness

       3       testimony when it's time for that.  So if -- I think

       4       Mr. and Mrs. Knight, if you would please raise your

       5       right hand.

       6           Do you swear and affirm to tell the truth, the

       7       whole truth and nothing but the truth today?

       8           MS. KNIGHT:  We do.

       9           MR. KNIGHT:  I do.

      10           MS. KNIGHT:  I do.

      11           ALJ KWEE:  Okay.  I have an affirmative from both

      12       witnesses, so we are ready to turn it over to

      13       Appellant's representative, Mr. Kimsey, for your

      14       opening presentation.

      15   

      16                             PRESENTATION

      17   BY MR. KIMSEY, Attorney on behalf of Appellant:

      18           First of all, we'd like to thank you for giving us

      19       this opportunity to plead our case and describe the

      20       issues involved and why we believe after 14 years from

      21       when this audit was first started by BOE auditors back

      22       in 2009 that there's -- that there's still nontaxable

      23       revenue that's included in the audited measure of tax.

      24       And during these 14 years, the audit staff has spent

      25       time on the original audit, plus four re-audits that
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       1       have been prepared.  It's taken them a lot of time, a

       2       lot of effort.

       3           Let me describe briefly what Adventures by the Sea

       4       does or --

       5           THE COURT:  Oh, Mr. Kimsey.  Just could I

       6       double-check that your microphone, the green light, is

       7       on.  Because they're having a hard time hearing you on

       8       the stream.  If you could just bring it a little

       9       closer, then that would be much appreciated.

      10           MR. KIMSEY:  Is that better now?

      11           ALJ KWEE:  That is, yeah, much better.

      12           MR. KIMSEY:  Okay.

      13           ALJ KWEE:  Thank you.

      14           MR. KIMSEY:  All right.  All right.

      15           Adventures by the Sea is mainly in the business of

      16       offering rentals of kayaks and surries, bicycles,

      17       surfboards, boogie boards to the public in the

      18       Monterrey Bay area.  They also provide various bicycle

      19       and kayak tour packages, which included a guide,

      20       equipment that goes along with the kayaks, wetsuits,

      21       paddles, life vests.  Those are all provided to the

      22       customers.

      23           So, now, in general terms, the remaining contested

      24       issues involve three areas of concern.  These areas

      25       are, number one, whether adjustments are warranted to
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       1       the measure of unreported taxable rental receipts;

       2       number two, whether adjustments are warranted to the

       3       measure of unreported taxable sales; and number three,

       4       whether interest relief is warranted.

       5           The specific areas of contention in the first

       6       issue, which would be unreported taxable rental

       7       receipts, include whether on the purchases of kayaks

       8       did the vendor, which was Outdoor -- Johnson Outdoors,

       9       have a responsibility to collect sales tax on the sale

      10       of the kayaks to Adventures by the Sea.  If so, then

      11       subsequent rental income for the kayaks would be exempt

      12       from tax.

      13           In the alternative, we believe that a portion of

      14       the rental receipts from kayak rentals are not subject

      15       to tax because purchases of life vests and wet suits,

      16       which are always included with the rental, were

      17       purchased tax paid from California vendors.  So that

      18       portion, whatever that portion of the rental receipts

      19       that represents would be exempt from the tax because

      20       that equipment had been tax paid.

      21           Also regarding the kayaks and bicycle tour income,

      22       we believe that the income from these tours is not

      23       subject to tax because this type of activity in our

      24       mind and our belief does not fall within the definition

      25       of a rental or a lease.
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       1           Then in the area of unreported taxable sales, that

       2       includes the over-reported taxable sales in the third

       3       and fourth quarter of 2005 that CDTFA did not allow as

       4       a credit in the audit.

       5           And then for our contention regarding the relief of

       6       interest, that should be granted.  We believe relief of

       7       interest should be granted for more than -- more than

       8       the time period of January 1st, 2014, through May 31st,

       9       2015, that CDTFA has already conceded to.

      10           And during today's hearing, we intend to provide

      11       testimony and evidence to prove our contentions.  And

      12       that's the end of my opening statement.  Thank you.

      13           ALJ KWEE:  Okay.  And I just realized that you have

      14       an easel in front of you there, so I wasn't sure --

      15       because I don't think we had discussed a presentation.

      16       Did you have any additional documentation to give?

      17           MR. KIMSEY:  The easel's for an exhibit.  It's

      18       Exhibit 12.  It's the second part of Exhibit 12 that we

      19       just wanted to put up here for -- so that Michelle

      20       Knight will be able to reference that.

      21           ALJ KWEE:  Okay.  Perfect.  So then that's a copy

      22       of the interest time line.

      23           MR. KIMSEY:  Yes.

      24           ALJ KWEE:  Okay.  That's -- that's fine.  And I

      25       will let you proceed with the witness testimony.  Thank
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       1       you.

       2           MR. KIMSEY:  Okay.

       3           For the adjustments to unreported taxable rental

       4       receipts, which is issue one, the first sub-issue in

       5       that category involves purchases of kayaks.  All of the

       6       kayaks owned by Adventures by the Sea were purchased

       7       from Johnson Outdoors Company headquartered in

       8       Wisconsin.  A tax was not charged to Adventure [sic] by

       9       the Sea when purchases were made.

      10           We believe and contend that Johnson Outdoors had an

      11       obligation and a duty to collect sales tax on these

      12       transactions because they are considered to be doing

      13       business in California.  And that was because of the

      14       following facts:  They had sales representatives,

      15       agents, operate in California who regularly visited

      16       Adventures by the Sea shops to show new equipment, to

      17       solicit sales, and to take orders for products that

      18       were sold by Johnson Outdoors.

      19           Adventures by the Sea did not issue a resale

      20       certificate for the purchases, and the vendor is

      21       engaged in business under the -- under the sales tax

      22       law in California by having nexus in the state.  The

      23       vendor would have had a legal obligation to collect tax

      24       on the sale of the kayaks to Adventures by the Sea.

      25           Johnson Outdoors' legal obligation to collect tax
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       1       on the sales would have occurred prior to the time

       2       Adventure by the Sea had to act on their option either

       3       to report tax on the cost of the kayaks or to collect

       4       tax on the subsequent rentals of the kayaks.  Johnson

       5       Outdoors' legal obligation to collect tax on the sale

       6       to Adventure by the Sea would not be extinguished or

       7       relieved just because Adventures by the Sea put these

       8       kayaks into rental service.

       9           So we believe Johnson Outdoors Company had an

      10       obligation to collect the tax on the cost of the kayaks

      11       or to report -- let me back up, sorry.  We believe

      12       Johnson Outdoors Company obligation to collect the tax

      13       on the sale to Adventures by the Sea would trump

      14       Adventure by the Sea's option to either report tax on

      15       the cost of the kayaks or to report tax on the

      16       subsequent rentals.

      17           The section of law, which is 6203, indicates that

      18       if an out-of-state retailer is engaged in business in

      19       California by having sales agents or representatives or

      20       inventory, they clear -- they have an obligation to

      21       collect tax on their sales to California residences.

      22           They didn't live up to their responsibility under

      23       6203, and if they had, then we wouldn't -- we wouldn't

      24       be here today on this issue because tax would have been

      25       collected by the seller.  And actually, Section 6203
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       1       indicates that if a retailer is engaged in business in

       2       California, they shall collect the tax.  It doesn't

       3       give them an option.  They shall collect the tax unless

       4       the sale is exempt under some other exemption, like

       5       sale for resale by accepting a resale certificate.

       6       They did not do that.  They had a clear -- they had a

       7       clear responsibility to collect the tax on this sale.

       8       They did not.

       9           And it's our belief that that obligation because

      10       the section of law in the case that they shall collect

      11       the tax.  It doesn't say may collect the tax or should

      12       have collected the tax.  It says they shall collect the

      13       tax.  So it's our belief that that obligation trumps

      14       Adventures by the Sea's obligation to either pay tax on

      15       the cost or pay tax on the rental receipts for rentals

      16       that take place after that initial sale in California.

      17           Then the second issue involves tax paid rental

      18       equipment that is included in the rentals of the kayaks

      19       and whether enough credit has also been -- has been

      20       allowed already for the tax paid portion of the

      21       equipment included in the rentals of the kayak.

      22           CDTFA staff has conceded to a 2 percent allowance.

      23       In other words, 2 percent of the rental receipts would

      24       represent the tax paid cost of the life vests, the wet

      25       suits in this case.  In the hourly and daily rentals of
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       1       the kayaks and in the uses of the kayaks and kayak

       2       tours, every customer is provided a kayak, a paddle, a

       3       wet suit, and a life vest.  The wet suits and the life

       4       vests are all purchased tax paid from California

       5       vendors.

       6           The wet suits are purchased from Kolatat [sic] --

       7                    (Court Reporter interruption)

       8           MR. KIMSEY:  I'll spell it.  K-o-l-a --

       9           MS. KNIGHT:  It's K-O-K --

      10           MR. KIMSEY:  -- t-a-t.  Okay.  They're -- that

      11       company is located in Arcata, California, A-r-c-a-t-a.

      12       And the life vests were purchased from Seda Kayaks,

      13       S-e-d-a, in Chula Vista, California.

      14           During the appeals and the audit process, we had

      15       provided Appellant's Exhibit No. 1, four invoices from

      16       Kokatat showing a total of 287 wet suits that were

      17       purchased during the audit period.  These were all

      18       purchased tax paid, as is all the other purchases of

      19       wet suits from the same company.

      20           We also provided Appellant's Exhibit No. 2, a copy

      21       of an invoice from Seda Kayaks showing life vests were

      22       purchased tax paid.  Also in the Board of Equalization

      23       audit staff August 28th, 2013, memo to at that time the

      24       appeals hearing officer Dana Brown, tax counsel, which

      25       related to the appeals conference that was held on
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       1       May 22nd, 2013.  This memo is Appellant's Exhibit

       2       No. 3.  At that time the BOE audit staff conceded that

       3       the Appellant/Petitioner Adventures by the Sea had

       4       provided sufficient evidence establishing that

       5       purchases of life vests and surries were tax paid and

       6       adjustments should be made.  I might add that the surry

       7       rental income has already been deleted from the audit

       8       liability.  And thus at that time the Department

       9       recommend that adjustments to the rental receipts

      10       derived from leases of those items, which was the life

      11       vests and surries, be adjusted from the audit.

      12           And then in the Board of Equalization decision and

      13       recommendation for that hearing that we had in -- was

      14       that -- let's see, that was the -- that was -- let me

      15       get the date here of that hearing again.  That was the

      16       May -- the May 22nd, 2013, appeals hearing.

      17           In the D&R that was issued in that case, the second

      18       appeals hearing officer was Leslie Kinnamon (phonetic).

      19       She issued the D&R.  She stated that after the

      20       conference, by memorandum August 28th, 2013, which is

      21       our exhibit -- our Exhibit No. 2, there was a specific

      22       recommendation to, number one, determine the nontaxable

      23       portion of the taxpayers' rental receipts derived from

      24       its leases of tax paid surries and life vests, as

      25       conceded in the Department's August 28th, 2013, memo,
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       1       as well as kayak clothing that we found -- we being the

       2       hearing officer -- found that tax paid -- tax was paid

       3       on those items as well.

       4           So the D&R recommended that the surries be exempt

       5       from tax, surry rental be exempt from tax.  The life

       6       vests had been tax paid so they should be exempt from

       7       tax.  And they also indicated that the wet suits were

       8       tax paid and those should be exempt from tax as well.

       9           And just as a note, the rental income from the

      10       surries has been eliminated, but the measure of tax had

      11       not been eliminated for the portion that would

      12       represent the wet suits and the life vest income in a

      13       kayak rental.  And it was our belief that the appeals

      14       conference Decision and Recommendation report issued on

      15       May 16th, 2016, the tax paid status of the wet suits

      16       and life vests was conceded by BOE and only the method

      17       of calculating the tax paid portion was still at issue.

      18           So at that time we suggested to the audit staff how

      19       to make this calculation of the tax paid portion of the

      20       rental income from kayak rentals.  This calculation was

      21       submitted to OTA in our opening brief as well as in the

      22       BOE appeals conference.

      23           We proposed calculating the percentage on the

      24       rental charge of kayaks based on, number one, the cost

      25       of tax paid items, which was the life vests and the wet
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       1       suits, divided by the total cost of the -- of all the

       2       equipment used in the -- in the rental, which would

       3       have been the kayak cost plus the cost of the

       4       equipment.  And the tax paid cost would have been

       5       divided by the total cost of the equipment used in the

       6       rental.  And that percentage came out to be

       7       23.37 percent of the rental receipts.  That calculation

       8       is in our opening brief.

       9           And this -- this compares to the 2 percent that the

      10       staff, CDTFA staff, is now conceding to.  Our

      11       calculation based on cost was 23.32 percent of the

      12       rental receipts.  The CDTFA has given us 2 percent.

      13           Then the third sub-issue in this category involves

      14       kayak and bicycle tour income.  As another alternative

      15       contention, we believe that bicycle and kayak rental

      16       activities possibly should be taxed on the cost of the

      17       equipment involved instead of on the rental receipts.

      18       And that's because Regulation 1660(c)(6) states that if

      19       a lessor makes any use of the rental equipment in the

      20       state other than incidental use, he or she is liable

      21       for use tax measured by the purchase price of the

      22       property.

      23           In this case Adventures by the Sea makes hourly or

      24       daily rentals of bicycles and kayaks that the

      25       Department states are rentals; however, Adventures by
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       1       the Sea also uses the bicycles and kayaks in guided

       2       tours, which we believe may not be a continuing sale

       3       under the law or rental under the law.

       4           These are docent-guided tours on a specific route

       5       ushered by Adventure by the Sea employees where the

       6       customer has no ability, input, or suggestions

       7       regarding the route the tour will take, the stops the

       8       tour will make, the amount of time the tour will take,

       9       or the speed of the peddling for a bicycle or the

      10       paddling of a kayak.  And the speed of every tour, how

      11       long it takes, is basically determined by the slowest

      12       customer in the group.

      13           We believe in these cases it isn't a rental of

      14       equipment because of the route restrictions and the

      15       other restrictions relating to the use of the equipment

      16       like the number of stops, the timing of the stops along

      17       the route, and the -- and the time and speed of the

      18       equipment.

      19           These tours are much like a horse pack trip where

      20       the horse is provided for transportation to get to a

      21       specific destination or to travel a specific route to

      22       allow customers to do the sightseeing along the way.

      23       BOE legal staff had previously ruled in the form of

      24       annotations that similar types of activity are not

      25       rentals or equipment -- rentals of equipment or
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       1       continuous sales.

       2           For example, Annotation 330.2283, which is

       3       Appellant's Exhibit No. 8, indicates in the case of

       4       horse pack trips the receipts from pack trip rentals

       5       are not taxable.  Are not taxable.  Under those

       6       circumstances, there's actually no lease because the

       7       horses remained under the control of the lessor, not

       8       the lessee.

       9           The bicycle and kayak tours are very similar to

      10       horse pack trips in that the tour guide maintains

      11       control of where the bicycles or kayaks can go, in

      12       other words the route taken.  The guide has control of

      13       the -- of the route.  They also have control of the

      14       speed that's traveled.  They also have control of the

      15       number and location of any rest stops.  These are

      16       predetermined routes that the tours maintain and do not

      17       deviate from them.  On the bicycle and kayak tours, the

      18       only control that the customer has is in steering with

      19       the handlebars or with the paddle.  However, they must

      20       stay on the course that the guide has determined they

      21       would go on.

      22           In the Department's reply to our opening brief, the

      23       only argument that the Department presented to refute

      24       our contention was that the operation of the bicycles

      25       and kayaks were under the direction and control of the
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       1       customers and were, therefore, leases under Regulation

       2       1660.  Please note that they did not explain or define

       3       what they meant by "direction" and "control."  And it's

       4       not defined in the regulation or the law.  So we could

       5       only go on previous rulings in this case, which there's

       6       not many.  To be perfectly honest, there's not many.

       7           In our testimony today, we have explained why we

       8       don't believe the customer had direction and control

       9       that would have made it a rental.  If they don't have

      10       direction and control, and I'm assuming that means of

      11       everything that's done that the customer could do,

      12       direction and control of everything, where they go,

      13       when they stop, how fast they're going, they don't have

      14       that control.  They don't have direction because they

      15       have to follow a specific route.

      16           So if these bicycles tours are not defined as

      17       rentals or continuous sales because of the arguments

      18       we've put forth today, then the activity would be

      19       considered, under the regulation, it would be

      20       considered any other use of the property.  If -- and

      21       tax would be measured by the purchase price of that

      22       property.

      23           We have calculated this amount of cost to be

      24       $18,750 being the cost of the -- total cost of the

      25       bicycles and kayaks in rental service.  That's a --
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       1       that's a general cost amount because the inventory does

       2       vary slightly at any one time.  But that's the average

       3       cost in inventory.

       4           And also we don't believe bicycle and kayak tours

       5       would be considered incidental use under the regulation

       6       because, based on the income statement revenue totals,

       7       bicycle and kayak tours is roughly about 41 to 45

       8       percent of the total income from rentals of bicycles

       9       and kayaks.  It's just varied slightly from year to

      10       year.  So as you can see that it's not incidental use

      11       because it's almost half of the total revenue from

      12       kayak and bicycle rentals.

      13           Under this reasoning, bicycles and kayaks should be

      14       taxed at cost rather than rental income.  And since

      15       Adventures by the Sea did not charge tax on any of the

      16       rental income, there wouldn't be the concern about

      17       excess tax reimbursement either that's mentioned in the

      18       regulation.  That would be for subsequent rentals of

      19       the bikes and kayaks.  So we wouldn't have that problem

      20       at all.  So that's our arguments for the first issue.

      21           MR. KNIGHT:  Hi.  Frank Knight.

      22           And just to talk about the tours, and maybe you've

      23       been in Monterrey before and maybe been on one of our

      24       kayak tours, but, you know, the whole -- the whole

      25       safety net about the tours is if it's -- if everyone in
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       1       this room was on a tour and I was the tour guide or

       2       Michelle was -- sometimes we have one, two, three,

       3       depending on the size -- if for some reason Gary goes

       4       out to left field, you know, we have to stop the tour.

       5       And everyone holds onto the kelp, and one of us has to

       6       go out and go get Gary and bring Gary back because the

       7       safety net of the kayak tour is the kelp forest that

       8       grows along the Monterey Bay Aquarium.  It's where all

       9       the otters are and the Harbour seals and all that kind

      10       of thing.

      11           And I don't know if you've heard, you know, we've

      12       had three white shark attacks this year -- or last year

      13       in Monterey right in front of our locations, and

      14       they're always outside.  They're not in the kelp.  So

      15       the tour situation is completely -- is a safety net of

      16       the tour guide, you know.

      17           We even have a boat that the guides have radios

      18       that if all of a sudden the wind picks up and we need

      19       to get control of the tour -- because wind is not our

      20       friend when you're out on a kayak -- you know, the boat

      21       goes out, rounds every -- we call it a sheep herder.

      22       You know, we round everyone back up.  We get them back

      23       into the kelp forest.

      24           So tour-wise, it's so -- we don't just go on a tour

      25       and all of a sudden if you want to go out to left
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       1       field, it doesn't work like that.  You don't have that

       2       choice.  We go get you.  We stop the tour.  We go back.

       3       We start over again.  That's sort of thing.

       4           When it comes for the biking as well, you know, we

       5       are only as good or as fast as the slowest peddler.

       6       You don't just take off on a bike tour and leave

       7       someone behind and then stop somewhere and say, you

       8       know, not to pick on Gary, but, "Where's Gary?" you

       9       know.  And so again, there's a person in the front.

      10       There's a person in the back.  There's always in

      11       communication.

      12           And it's really about safety for the tour.  And

      13       then when people come into the stores these days or to

      14       this day is, "Hey, I've never been before and I want to

      15       go," we really want you to be in our safety net.

      16       We don't -- our saying is let's stay out of the

      17       newspaper.  Because people that, you know -- well, the

      18       worst thing is when they say they know what they're

      19       doing.  A lot of times they don't know what they're

      20       doing.  But, you know, we really push everyone into our

      21       guided tours.  All about safety, whether it's for

      22       biking or kayaking.  Thanks.

      23           MR. KIMSEY:  Okay.  Now we're going to go into our

      24       testimony on the interest calculations, interest

      25       charges.  Michelle Knight is going to --
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       1           Michelle, do you want to sit here?

       2           MS. KNIGHT:  No, I'm good.  I'm good.

       3           Can you guys see me through the crack?  I guess

       4       it's just more important that you hear me.

       5           Hello.  I'm Michelle Knight.  Our case has been

       6       fraught with unnecessary delay; lack of action;

       7       re-audits where entirely new methodologies were

       8       applied, so essentially starting over; and unforeseen

       9       events that were beyond anyone's control or

      10       anticipation.  All of this has led us to finally having

      11       a hearing 14 years after the start of this audit.

      12           This long delay has put us in the position of owing

      13       more interest than even in taxes under dispute.  That

      14       perspective alone should speak to the unique and unjust

      15       position that the Department has put us the taxpayer

      16       in.  I'd like to lay out exactly how we got here,

      17       demonstrating why a dramatic reduction in the amount of

      18       interest we're being charged needs to be made.

      19           We are respectfully asking for your consideration

      20       of a minimum of eight years or 96 months being deleted

      21       from the interest charges.  We believe this number

      22       could be as high as ten years because of the many

      23       delays and mistakes in our case.  If they had never

      24       occurred, this case may have been settled long before

      25       we even got to this point in the process.
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       1           There are two main areas where we believe a

       2       reduction in interest is warranted.  As you know,

       3       Section 6593.5 of the R&T Code allows for relief of

       4       interest in situations where a failure to pay tax is

       5       due to an unreasonable error or delay by an employee of

       6       the board acting in his or her capacity.  Therefore, we

       7       are asking for relief of interest in this situation for

       8       the periods of time that occurred that was not normal

       9       auditing processing time and normal appeals processing

      10       time.

      11           We will review the abnormal periods of time when

      12       nothing was being done by the audit staff to help bring

      13       the audit fieldwork to a conclusion and periods of time

      14       that had to be taken by the audit staff when a new

      15       auditor was assigned to the audit and the new auditor

      16       had to completely review all of the new work -- of the

      17       work that had been done by the previous auditor.  In

      18       addition, all of the time that each new auditor decided

      19       to abandon the previous auditor's work and basically

      20       replace the previous audit methods for a new one.

      21           We also would include any abnormal processing time

      22       during the appeals process.  I'll go over the time

      23       frame for our audit and believe it will clearly

      24       demonstrate that there were a multitude of unreasonable

      25       delays and errors by the staff working on our audit.
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       1           The second area where we believe we are warranted a

       2       reduction in interest charges is due to several

       3       circumstances that can be considered extraordinary and

       4       outside the control of either the Department or us.  We

       5       assert that even though these are not called out in

       6       statute as allowable for interest reduction, the nature

       7       of the events themselves preclude them from being

       8       codified as they were unusual an unprecedented in

       9       nature.  For that very fact, we should not be penalized

      10       with interest charged during these events.

      11           I believe you've been given a chart entitled

      12       "Adventures by the Sea Audit Chronology," H-12 -- I

      13       mean, No. 12.  And it's helpful, you could follow

      14       along.  And that's what I've put up here.  And it just

      15       sort of goes one, two, three, four, but there's five

      16       pages.

      17           As you know, our audit was initiated in 2009.  Hold

      18       on, everybody.  Here's the ride.  Even at the start, we

      19       had two initial auditors.  The first auditor started

      20       work and then quit and the case was turned over to a

      21       new auditor who had to start the process again.  After

      22       the initial audit was complete, we evaluated the

      23       results and saw there were many errors and mistakes

      24       that led us to file for an administrative protest in

      25       March of 2010.  This was really the beginning of the
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       1       journey.

       2           From March 2010 until October 2010, we waited seven

       3       months to try to address discrepancies in the audit.

       4       In August our expert requested that the audit be moved

       5       to Sacramento so we could send additional documents and

       6       work there.  It was finally moved, and in November of

       7       2010 we got a scheduled meeting with a new auditor.

       8           From November until June of 2011, this new auditor

       9       did not complete the work.  We checked and even

      10       complained and in May was told that she was, quote,

      11       working on other assignments.  Then in June we were

      12       told she was being promoted and would not be able to

      13       complete our audit.  And up to this time, we'd received

      14       no documents or information regarding the work being

      15       done.  This auditor had it for seven months with no

      16       results.

      17           MR. KIMSEY:  So let me just -- let me just add

      18       something in that space, if you -- if you don't mind.

      19       At this point this audit was under -- was under

      20       petition.  And so the auditor in the Sacramento office

      21       that we had the audit transferred to so that I could

      22       work a little closer with the auditor, in that

      23       seven-month period, she didn't do anything on the audit

      24       apparently.  And this should have been a priority

      25       assignment for her.  But she didn't treat it as a
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       1       priority assignment.

       2           So go ahead.

       3           MS. KNIGHT:  All right.

       4           So in June 2011, we were assigned a new auditor.

       5       We met with him, and he actually presented us with some

       6       documents from the previous auditor that we had never

       7       seen.  We reviewed these documents and found that no

       8       adjustments that we had been told would be made had

       9       actually been made.  These were items that had been

      10       agreed upon during the discussions in 2010.

      11           When asked about why, the new auditor informed us

      12       he would be starting with a new methodology and that

      13       they, very arbitrarily, had decided not to make any

      14       recommended adjustments.  Again, when we asked why, we

      15       received no answer.

      16           So this went on from July 2011 until October 2011

      17       when repeated emails and phone calls to the auditor

      18       were made.  We sent additional documentation to the

      19       Department per their request in October 2011, followed

      20       up with emails to see if anyone was reviewing it, and

      21       received no answers.

      22           Finally, in March 2012 a call was made, and we were

      23       told that the audit schedules would be sent the next

      24       week.  At the end of March until mid-April we made

      25       repeated attempts to get information.  And finally, on

0033

       1       April 19th, 2012, the AWP was sent and we discovered

       2       that after all this time there were still no

       3       adjustments made.

       4           When we inquired once again about it, we were told

       5       we did not send them additional documents so they made

       6       no changes.  We argued that we had sent all the

       7       information previously to the previous auditors and

       8       they had accepted it, so now all of a sudden why was it

       9       not appropriate.

      10           We received no replies.  And despite repeated

      11       requests for an exit interview with a manager, we were

      12       told in May 2012 the second audit was considered

      13       complete.  This auditor had had it for ten months.

      14       That means it took 18 months total for the second audit

      15       to be completed, going through two auditors with little

      16       adjustments despite previous agreements they were

      17       warranted.

      18           We assert that this process should have taken three

      19       to four months total, perhaps two months for each of

      20       them.  Since no adjustments were made, especially on

      21       items that were clearly uncontested such as surry

      22       rentals at the time, it was still not cleared, the

      23       amount of tax owed was so much higher than we believed

      24       warranted so we considered the appeals process and a

      25       hearing was scheduled with the appeals division on
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       1       May 28th, 2013.  It took another 12 months to get this

       2       hearing scheduled after the second audit was complete.

       3       12 months to get a hearing.

       4           And after the hearing in May 2013, all of a sudden

       5       we were informed the Department was suspending all DMC

       6       related cases because they were reviewing regulations.

       7       We have stated from the very beginning we are not a

       8       DMC, but regardless, the work was suspended.  Our

       9       expert did request the other items in our audit could

      10       be continued since they did not have to do with the DMC

      11       issues, but we received no response.

      12           On June 15th, 2015, we were notified the DMC work

      13       was finished and the audit was released.  This was 23

      14       months, from May of 2013 until June of 2015.  The

      15       Department has conceded a 17-month delay here and

      16       recommended suspension of interest for this period, but

      17       we believe that the entire 23 months should be

      18       deducted.

      19           After the release, work did not begin again on our

      20       case until December, another six-month delay.  We were

      21       told at this time that our hearing officer had moved on

      22       and we could either have a new hearing or go to a new

      23       officer and have her consider the evidence from the

      24       previous hearing and rule on it.

      25           We agreed to the new officer, and she finally
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       1       requested additional information in December.  And

       2       correspondence went on between her an our expert for

       3       two months through February 2016.  And finally, on

       4       May 16th, 2016, the D&R was issued.  This means that

       5       five more months of delay had elapsed, from December to

       6       May, when the case was supposed to be considered a

       7       priority assignment.

       8           The D&R requested yet another re-audit.  So the

       9       re-audit was initiated and finally completed on

      10       May 1st, 2017, another 12 months and two auditors

      11       later.  This is the third re-audit and shouldn't have

      12       taken more than four months.  Since we disagreed with

      13       the re-audit because we felt that still many of the

      14       recommended changes from the D&R were still not

      15       incorporated, we requested a Board hearing, and one was

      16       scheduled for May 24th, 2017.

      17           Due to some issues on our side, we requested to

      18       reschedule, and it was extended until October.  But

      19       regardless, in August it was cancelled by BOE saying it

      20       was scheduled prematurely as work was still being done.

      21           After this additional work was done, the third

      22       audit was considered complete in October 2017.  Another

      23       five months of work were added to the 12 months already

      24       elapsed.  We reviewed it and still disagreed.  So in

      25       January 2018, mind you eight years after the audit had
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       1       begun, we still felt significant issues had not been

       2       addressed.  So we were told the audit would be

       3       transferred to OTA when we disagreed.

       4           We waited for notification that it had been sent.

       5       In June 2018 we were still waiting, so we reached out

       6       to Dana Brown, who responded that it had not been sent

       7       to OTA yet because, quote, petitions tells me that OTA

       8       may not have received these appeals yet because there's

       9       been some internal issues since we have a new system.

      10           In July we were still waiting for it to get to OTA.

      11       So in December 2018, we had it sent in for settlement

      12       review.  This means that from January until December,

      13       12 months, had elapsed as we waited for the audit to be

      14       transferred to OTA.

      15           In July 2019, seven months later, we're sent a

      16       settlement offer that was very still significantly

      17       different from what we believed was the tax due.  So in

      18       April 2020, they closed the settlement case, another

      19       nine months after the offer was made, and still the

      20       appeals never gets sent to OTA.

      21           In October settlement says they still have it, it's

      22       under review.  And in November 2020, CDTFA informs OTA

      23       that settlement discussions are concluded and the

      24       appeal can continue.  So we request a hearing.

      25       Settlement discussions took from December 2018 until
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       1       November 2020, 23 months to be completed.

       2           In December 2020, we submitted our opening brief.

       3       Throughout this period, as the taxpayer we've been

       4       relying on the advice of our expert as to where the

       5       appeal was headed in terms of what amounts of tax

       6       should be due and what he felt the ultimate conclusion

       7       would be.

       8           Initially, way back in 2009, we were working on the

       9       assumption that tax due would be around $30,000.  As

      10       time went on and various rulings were made, this number

      11       went up.  However, some issues were clearly not being

      12       addressed, and the new auditors coming on the case kept

      13       refusing to make adjustments recommended by the hearing

      14       officers and previous auditors.

      15           By December 2020, our expert recalculated what he

      16       believed our tax liability would be and we made a

      17       $60,000 payment to show our good faith intention that

      18       we really wanted to resolve this.

      19           On October 28th, 2021, OTA assigned our audit to a

      20       subject matter expert for review.  That was ten months

      21       after our opening brief.  This process was supposed to

      22       occur within 120 days, according to the correspondence

      23       sent to us.

      24           Finally, our hearing date today was set.  Today is

      25       14 months since the opening brief was submitted.  In
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       1       total, our audit has spanned 14 years, five-plus

       2       auditors, two hearing officers, has been in BOE

       3       petitions section, BOE appeals division, CDTFA

       4       settlement section, and in OTA.  We assert that

       5       throughout this entire audit process there was

       6       excessive delay and restarts that made our audit

       7       prolonged.

       8           According to our expert, he believes the most time

       9       it should have taken to get to this point would be

      10       about six years.  And this is without considering that

      11       if changes that we were told were going to be made had

      12       been made, we may have settled this way before a

      13       hearing was necessary.

      14           In addition to delays in the actual processing of

      15       the audit itself, during these years several things

      16       beyond our control happened that were extraordinary in

      17       nature and we believe must be considered.  First, the

      18       Department went through a structural change from BOE to

      19       CDTFA and set up a new system for hearing appeals.

      20       This process arguably added delay to our audit moving

      21       forward.

      22           In addition, it is our understanding that during

      23       this switchover the new board, yourselves, did not even

      24       hear any sales tax hearings during the first year,

      25       which was 2018.  This switch was most likely the cause
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       1       of some of the delays during that period.  And, of

       2       course, there were two years of COVID shutdowns and

       3       business interruptions that have been unprecedented in

       4       our lifetime.  This undoubtedly added to the length of

       5       time it took for the audit to get out of settlement to

       6       OTA and the time when our opening brief was submitted

       7       to when the matter was assigned to a subject matter

       8       expert.  All of these have added to the extensive

       9       delays and should be part of consideration for interest

      10       relief.

      11           Lastly, we would argue that interest rates during

      12       this period were essentially at zero percent for much

      13       of this time, yet the interest being charged to us is

      14       at 6 percent throughout.

      15           In closing, we ask that you consider all of these

      16       facts and know that we feel we were severely prejudiced

      17       in our ability to actually resolve this audit and pay

      18       the tax owed.  Every time what we considered to be a

      19       fair adjustment that was supposed to be made, it never

      20       was and, thus, we were never given the opportunity to

      21       see a fair audit on our business and pay the

      22       appropriate tax.

      23           Please ask yourselves:  Is this process meant to be

      24       punitive or is it meant to remedy and error on our

      25       part?  We did make a mistake by not paying the right
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       1       tax up front, but we did not do it on purpose or with

       2       the intent to defraud.  Throughout this entire

       3       process -- sorry -- we have tried to get a fair

       4       assessment of the taxes owed.  Sorry.

       5           We are asking that you judge our case on the basis

       6       of fairness.  We believe that due to all the factors

       7       detailed, about a minimum of 96 months of interest

       8       should be deducted from our bill.  And what I put on

       9       the area in the black are what I thought was excessive

      10       time or what we thought was excessive time, it actually

      11       adds up to 106 months.  So, I mean, we're asking for a

      12       minimum of 96.  And I -- and I certainly hope you will

      13       consider.

      14           MR. KIMSEY:  I'd like to point out in Michelle's

      15       presentation there are -- there were some estimates on

      16       our part as to how long we think this process should

      17       have taken.  Those estimates of time are from my

      18       experience, 29 years as an auditor, 29 years.  Included

      19       in that 29 years was a lot of time spent as a -- on a

      20       supervisor.  So I have a lot of experience -- and over

      21       20 years in private practice.

      22           So I know how long these processes should take or

      23       would reasonably take.  So our estimates of the amount

      24       of time are based on over 50 years of experience in

      25       this process.  So they weren't just picked out of the
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       1       air.

       2           All right.  Now, the last -- and I'll try to make

       3       this brief.  The last adjustments, the last category of

       4       adjustments was whether the measure -- if there should

       5       be any adjustments warranted to the measure of

       6       unreported taxable sales.

       7           CDTFA auditors concluded on Schedule R4-12A, this

       8       being the last re-audit group of working papers, that

       9       there was a credit -- there were credit differences

      10       between total taxable sales derived from the income

      11       statements and they differed from the reported taxable

      12       sales for third quarter 2005 and fourth quarter 2005.

      13           That would indicate that there was an

      14       over-reporting in those two quarters.  However, these

      15       credits, these apparent credits were not allowed as

      16       credits in the audit calculations.  The amount of those

      17       credits measured in tax -- measured in measure of tax

      18       was 90,221 in the third quarter and 24,223 in the

      19       fourth quarter.  Our contention is that these credits

      20       should certainly have been allowed in the audit.  The

      21       total amount of tax is roughly $8,297 for this

      22       category.

      23           The reasoning given by CDTFA staff for not allowing

      24       the overpayments is, quote, Appellant did not provide

      25       documentation substantiating the overstated taxable
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       1       measure, end quote.  On schedule R4-12A, the source of

       2       the data for Column E, which was the total revenue, was

       3       the income statements.  It was from the income

       4       statements for the entire audit period.

       5           And so for the remaining part of the audit period

       6       excluding these two quarters, the income statement data

       7       was used as the only source for the remaining ten

       8       quarters in the audit period and was considered

       9       accurate, complete, considered accurate.  Why wasn't

      10       the same data, the same source of data, considered

      11       accurate for the third and fourth quarter 2005?

      12           It seems very clear to us that CDTFA staff has by

      13       way of their own audit procedures already supplied all

      14       the documentation that would be needed to document the

      15       over-reporting of taxable measure.  CDTFA staff in

      16       calculating the audited taxable measure for all

      17       quarters in the audit has already accounted for all of

      18       the total revenue of the corporation.  And they said

      19       that it was accurate except for those -- somehow except

      20       for those two quarters.

      21           They've accounted in those -- in the audit period,

      22       they've accounted for all of the taxable revenue.

      23       They've accounted for all of the nontaxable revenue.

      24       This same source of data for all income categories was

      25       used by the auditor and accepted as accurate.  So if
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       1       all income is accounted for and accepted as accurate,

       2       why then shouldn't Adventures by the Sea be given

       3       credit for all the taxable measure that they reported

       4       in those two quarters?

       5           But -- and by the way, we've tried to find the

       6       sales tax worksheets for those two quarters in

       7       question.  But since it's been over 17 years ago, by

       8       now we couldn't -- we couldn't locate the worksheets.

       9       We couldn't even find copies of the sales tax returns.

      10       We had to get those from CDTFA.

      11           We don't know -- but now CDTFA wants to put all of

      12       the burden on us to prove what was reported 17 years

      13       ago.  We do know that data on the income statements was

      14       accurate and CDTFA auditors after reviewing the

      15       business records since 2009 could find no instances

      16       where the income statement data was inaccurate.  They

      17       could find no instances of that.  They accepted the

      18       income tax statements as being accurate.  But now they

      19       say those two quarters in 2005 were not accurate.  And

      20       that -- this just popped up.  It wasn't as if we knew

      21       about this ten years ago.  This just popped up.  It

      22       just -- it makes no sense to us.

      23           I would like to have Michelle just briefly tell us.

      24       Where did the income tax numbers -- no, excuse me --

      25       where did the income statement numbers come from?
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       1           MS. KNIGHT:  So in the business we had daily sales

       2       reports.  And they were compiled into a P&L through

       3       QuickBooks, or at the time I think part of it was

       4       Quicken.  So we had daily sales that were then entered.

       5       And then the accountant took the information that I

       6       provided and then they ran the reports.  So that was

       7       the only source though they had.  They used my data.

       8       And it was done by daily input sheets.

       9           MR. KIMSEY:  Okay.  Thank you, Michelle.

      10           That concludes our presentation on this.

      11           ALJ KWEE:  Okay.  Thank you.  So I am going to ask

      12       CDTFA, did you have any questions for the persons who

      13       provided testimony today?

      14           MR. SMITH:  No, we do not.

      15           THE COURT:  Okay.  I have a couple questions and

      16       I've got to check with my panelists if they have

      17       questions too.  I guess I'll start.

      18           So just as a matter of clarification for

      19       Appellant's representative, my understanding was that

      20       an allowance was made for the tour guide and the issue

      21       that we're looking at is the rental, the amount

      22       allocable to the rentals of the equipment, like the

      23       kayaks, the wet suits, the bicycles and -- the wet

      24       suits, bicycles, kayaks, and -- yeah.  Is that correct?

      25           MR. KIMSEY:  The tour -- the portion for the tour
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       1       guide has been eliminated out of the tour guide rental

       2       income.  That's correct.  For both bicycles and kayaks.

       3           ALJ KWEE:  Okay.  Great.  And as far as the -- I'm

       4       sorry, are you ready to proceed?

       5           MS. KNIGHT:  But I think the contention is, is the

       6       tour income as a whole, not just the tour guide portion

       7       should be not considered a taxable sale.

       8           THE COURT:  Oh, yes.  I understand.

       9           MS. KNIGHT:  Okay.

      10           ALJ KWEE:  I just wanted to make sure I understood

      11       what was already conceded by CDTFA.  And I understand

      12       that, that there's a dispute as to the remaining

      13       portions on multiple bases.  But, yeah, I did have a

      14       couple other questions about that.

      15           So I do see some invoices for, like, the wet suits

      16       and the life vests and I see that you had estimated an

      17       average of $350 for the cost of kayaks.  But I'm not

      18       sure if I saw an invoice for kayaks or where that

      19       dollar amount came from.  Did I -- was there

      20       documentation to support the estimated kayak cost in

      21       the file?

      22           MR. KIMSEY:  I'm -- I don't think we -- we -- I

      23       don't think we put in an invoice in our exhibit for the

      24       cost of the kayaks, but maybe Michelle or Frank can

      25       emphasize that for us.
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       1           MR. KNIGHT:  So going back 15 years?  Okay.  The

       2       kayak -- the -- we've always used the same brand kayak.

       3       It's called Ocean Kayak, and it was bought by Johnson

       4       Sports -- Outdoor Sports many, many years ago.  Back in

       5       the day those days, you know, kayaks were about $300.

       6       Today if you went into an REI to see the same kayak,

       7       they're about seven, $800.  And so -- and the cost of

       8       oil -- I mean the cost of the kayaks have gone way up.

       9           So did that answer --

      10           MS. KNIGHT:  I think that's working from --

      11           MR. KNIGHT:  You know, yeah.  Just -- that's about

      12       the rounding, you know.

      13           ALJ KWEE:  Okay.  And for the invoices that are

      14       attached as exhibits, are those partial invoices just

      15       to give a sample of the prices paid, or were those a

      16       complete invoices for the period?  I guess I just

      17       wasn't clear whether that was being offered as a sample

      18       or a complete set of documents.

      19           MR. KIMSEY:  They were not the total invoices for

      20       those categories for that period.  They couldn't be

      21       located by that time for that period.  But they were

      22       buying all of the kayaks, all of the life vests, and

      23       all of the wet suits from the same companies during

      24       that time.  And all of the costs that I had in my

      25       calculation were from invoices during that period of
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       1       time.  Even the kayaks.  So I just -- for some reason

       2       we didn't have a copy of that invoice in here.

       3           ALJ KWEE:  Okay.  I guess my -- yeah, my question

       4       was just geared towards understanding if they were all

       5       purchased in the same manner so these, you know,

       6       invoices reflect of tax paid and if they were from

       7       different, you know, suppliers or if they were charged

       8       differently during the data period or if they were all

       9       treated similar to how this happened with these

      10       invoices during the audit period.

      11           MR. KIMSEY:  One of the problems we were having

      12       with gathering all of these invoices were that they

      13       were handled differently for depreciation purposes.

      14       They were only depreciated, capitalized, if it was

      15       above a certain amount.  If it was below a certain

      16       amount, IRS required that they were expensed or

      17       recommended that they were expensed.

      18           So we didn't have -- we didn't have depreciation

      19       statements that would give us a full picture.  We

      20       didn't have all of the expense journals either for that

      21       period of time.  But we pulled out all of the invoices

      22       that we could get our hands on for that period of time.

      23       And unfortunately, it wasn't a lot.  But we thought,

      24       well, because of the fact that you're buying them all

      25       from the same vendor, I mean, by category the same
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       1       vendor, then we wanted to give them, the auditors, a

       2       sample of those invoices to show that tax was paid on

       3       those.

       4           We did give them copies of some purchase -- well,

       5       some reports that were showing all of the expenses and

       6       the vendors for a certain period of time.  And they

       7       could see that we were buying the stuff from the same

       8       vendors continuously.  So it wasn't as if they would

       9       see, you know, like a purchase from REI for instance or

      10       any other sporting goods company for these items.

      11           Does that answer your question?

      12           ALJ KWEE:  Yes, I think that's good.  Thank you.

      13       And as far as the wet suits and the life vests, were

      14       they both always offered with the kayak, or was it a

      15       case where you could have a life vest but no wet suit?

      16           MR. KNIGHT:  Yeah, that's a good question.  You

      17       know, with our business, obviously we have to have a

      18       strong liability insurance.  So absolutely.  You have

      19       to -- you have to wear the proper gear in case you fall

      20       out of the boat.  These boats are, you know, they're

      21       open top.  You can fall out.  You've got to get back

      22       in.  It's another reason why we want you on a tour so

      23       the tour guide can help you back in.  But it -- it's

      24       always mandatory to wear those things.

      25           As well as keep in mind, we're not a -- we're not
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       1       like an REI, you know.  We're, you know -- our business

       2       is rentals and tours and mainly being on the tour side.

       3       So we're not buying equipment every month, six months.

       4       Even, like, you know, years can go by and we won't buy

       5       new equipment in the sense of we might buy a few dry

       6       bags or, you know, just little things, you know,

       7       bottled water, things like that.  But we don't buy

       8       kayaks and bikes every year.  Because they last.

       9       They're -- we have some boats that have lasted a long,

      10       long time.

      11           MS. KNIGHT:  And I want to clarify.  Life vests

      12       absolutely all the time.  The kayak clothes, I can't

      13       tell you every single person takes them.  But the

      14       majority of people do because the -- because of the

      15       fact we're just there in Cannery Row and people are

      16       usually there for the day.  They are wearing their

      17       street clothes and they come in and they want to go

      18       kayaking, and this -- that's why we have this type of

      19       equipment, so they can go on right over their clothes.

      20       They're splash clothes.

      21           So in order to stay dry, because the sit-on-top

      22       kayaks have self-draining so the water comes up.  So

      23       although I can't say 100 percent of the people wear the

      24       dry clothes, they certainly do mostly -- most I'd say

      25       most of them wear the pants, if not all, but they
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       1       have -- the life vest is absolutely non-negotiable.

       2           MR. KNIGHT:  The water -- it's not a secret, the

       3       water is 55 degrees in the Monterrey Bay.  So it could

       4       ruin your day, your child's day, whoever you take --

       5       you take, you know, moms, dads, grandmas, grandpas,

       6       kids.  Our goal is to keep them dry and warm so when

       7       they come back, they drop the clothes and they go, "Oh,

       8       this was great.  I thought I was wet, but I'm not.

       9       I'm -- this is awesome," you know, and they're off to

      10       go to the aquarium or something like that.  So the

      11       clothes are, you know, just as important, if not more,

      12       for the experience of the tour for the kayak.

      13           ALJ KWEE:  Okay.  And that's helpful.  I thought

      14       that they were talking about the wet suits that you

      15       strap on, not something that keeps you dry.  That does

      16       help clarify now.

      17           MR. KNIGHT:  It's actually -- yeah.

      18           MS. KNIGHT:  They're dry clothes.  Well, they're

      19       not really dry clothes if you're a diver.  It's

      20       different.  They're called splash gear.

      21           MR. KNIGHT:  Yeah.

      22           MS KNIGHT:  So they go on over you to to keep you

      23       dry when the water splashes on you.

      24           MR. KNIGHT:  Yeah.

      25           MS. KNIGHT:  So then when you come out and you take
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       1       it off, you're dry.

       2           MR. KNIGHT:  We actually have -- we do a lot of

       3       corporate tours and things.  And they're getting out of

       4       their meetings and they come across the street from the

       5       Plaza or, you know, the other hotels.  You know,

       6       they'll take their tie off, their jacket off, and

       7       they'll put -- they'll put the pants and the jacket

       8       right over their shirt and pants and, you know, an hour

       9       and a half later they're coming back.  They drop it,

      10       they put their clothes back on, and it's -- makes it a

      11       lot -- you know, it's good.

      12           ALJ KWEE:  Well, great.

      13           MR. KNIGHT:  And one more thing.  When it comes

      14       for -- you know, we do a lot of group kayak tour

      15       business.  It's mandatory for the corporate groups to

      16       take the tour.  And that's not just from us.  That's

      17       from the company.  If you work for Hewlitt Packard,

      18       they want you on a tour because they don't want you out

      19       on your own.  They want to make sure they have a safety

      20       person with that, you know -- again, because we've got

      21       to keep everyone together.

      22           Somebody goes off side, you know, outside the --

      23       you know, someone goes out to left field, we've got to

      24       go get them and bring them back and get them back into

      25       the tour.
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       1           ALJ KWEE:  Okay.  Great.  Thank you for the

       2       clarification.  So I just had one other question and

       3       that was related to the initial issue raised on whether

       4       or not it was a sales or use tax transaction.  And I

       5       just wasn't sure.  How did you acquire the kayaks then?

       6       Were they shipped?  Were they delivered in person or

       7       shipped from out of state or were they delivered in

       8       California?

       9           MR. KNIGHT:  No.  They're all shipped like in a

      10       big, old Freightliner yellow --

      11           MS. KNIGHT:  Yeah.  They call us and they show up

      12       with -- you know, we call it Tupperware, with a

      13       truckload of Tupperware.

      14           ALJ KWEE:  Oh, so there was just like I guess a

      15       common carrier that delivered it for you?

      16           MR. KNIGHT:  Yeah.

      17           MS. KNIGHT:  Yeah.

      18           ALJ KWEE:  Okay.

      19           MR. KIMSEY:  Can you just briefly describe what the

      20       salesmen from the company did in California that you're

      21       aware of.

      22           MR. KNIGHT:  Well, they would -- I mean, they

      23       always -- they drive by with their -- you know, maybe

      24       biannually or annually or whatever.  You know, they

      25       would come by and show us their new models of kayaks,
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       1       you know.

       2           Our vision was always -- we always kept it with an

       3       open top.  You've seen some of the kayaks where people

       4       are in and they've got the skirt and they do the roll

       5       and all that stuff.  That's not us.  We've never had

       6       those.  The liability is too high.  And people have

       7       gotten a lot of -- you know, when they fall out they

       8       can't get back in, and you're in 55 degree water, you

       9       know.

      10           But they -- the salesmen would come by.  We always

      11       bought the same boat, you know.  It was the Scupper

      12       Pro.  And, you know --

      13           MS. KNIGHT:  The tandem.

      14           MR. KNIGHT:  And we had tandem boats called the

      15       Malibu Twos.  It was the right fit for our company.

      16           MS. KNIGHT:  And like we said, kayaks last forever.

      17       So the only -- usually we might sell some at the end of

      18       a year, but not many.  And then so we very rarely

      19       replaced the boats.  And instead, when you see new

      20       purchases, they would only be maybe when we opened

      21       another store so we needed more equipment.

      22           MR. KNIGHT:  Yeah.  And what's happened too over

      23       the years, you know, other people have opened other

      24       kayak stores so we didn't need the boats that we needed

      25       in the beginning of our business, you know.  Our
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       1       business has been going on for 35 years.  So we

       2       actually have kayaks that are over 30 years old.

       3           MS. KNIGHT:  Yeah.

       4           MR. KNIGHT:  And the joke is we don't want to sell

       5       them because we think they're good luck so we just keep

       6       them.  We don't use them -- you know, the tour guides

       7       will use them, but -- because they're made out of the

       8       polyethylene, they're -- I've had a kayak blow off the

       9       trailer on the highway, do a quadruple flip --

      10           MS. KNIGHT:  Not hurt anyone.

      11           MR. KNIGHT:  Not hurt anyone.  And circle back and

      12       go get it, put it back on.  And it's good to go and,

      13       you know, they're very indestructible.

      14           THE COURT:  Okay.  Thank you.  That was all the

      15       questions I had for the Appellant and the Appellant's

      16       witnesses.  I will turn it over to Judge Long.

      17           Judge Long, did you have any questions for the -- I

      18       guess the Appellant?

      19           ALJ LONG:  I do have a -- I'm sorry, can you hear

      20       me?  I do have a few questions.  First, I wanted to

      21       discuss the 23.28 percent calculation for the life

      22       jackets and et cetera.

      23           How did you come upon that calculation and how can

      24       I, from everything that's been submitted here, verify

      25       its accuracy and, you know, see if I agree?
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       1           MR. KIMSEY:  The calculation, we came up with at

       2       the time of the appeals hearing.  And it's explained

       3       and shown in our opening brief, but I'll briefly go

       4       over it just quickly with you.  We took the cost of wet

       5       suits, an average cost of a wet suit.  We took the

       6       average cost of life vests.  Totaled that together.

       7       That would be the numerator in our calculation.

       8           And then for the denominator, we would take that

       9       number, cost of -- average cost of wet suits and life

      10       vests, add the cost of the kayak to that number.  That

      11       would be the denominator in the calculation.  It comes

      12       out to be 23.32 percent.

      13           So what that represents is the cost of the

      14       taxable -- the cost portion of the life vests and the

      15       wet suits that were tax paid divided by the total cost

      16       of the equipment -- all the equipment in that rental.

      17       So that's -- and we -- those costs for the life vests

      18       and the wet suit are in our exhibits as well, the

      19       calculation of that cost.  It's handwritten on the

      20       invoices for those items.

      21           ALJ LONG:  Thank you.  And I just wanted to

      22       confirm.  Your position is that the kayaks were

      23       purchased from Johnson and that Johnson was required to

      24       collect sales tax but they did not.  As I'm sure you're

      25       aware, with rentals and leases, they're subject to tax
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       1       unless sales tax reimbursement was paid or a timely

       2       election to pay use tax was made.

       3           I just want to be clear that there's no contention

       4       that Appellant made an election to pay the use tax;

       5       correct?

       6           MR. KIMSEY:  I'm aware of that.  Our contention is

       7       that under the regulation for engaged in business it

       8       specifies clearly that they "shall" collect the tax.

       9       That event took place long before the event of the --

      10       of Adventures by the Sea.

      11           So we believe that that, the language "shall

      12       collect the tax," that trumps the activity that

      13       Adventures by the Sea did subsequently with that

      14       merchandise.  I mean, there's no -- there's no ifs,

      15       ands, or buts in that section of law.  It says they

      16       shall collect the tax.  They did not.  That was their

      17       obligation.  They did not.

      18           If they would have taken a resale certificate, then

      19       that would have been their out, but they did not take a

      20       resale certificate from Adventures by the Sea.  So it's

      21       their obligation.  That's our position.  It's their

      22       obligation.  The law says they shall collect the tax.

      23       They did not collect the tax.  They should have.  Even

      24       if they're not aware of it.  Even if they're not aware

      25       of that section of law, it's still their obligation.
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       1           ALJ LONG:  Okay.  Thank you.  I don't have any

       2       questions.

       3           ALJ KWEE:  Okay.  I will turn it over to Judge

       4       Hosey.

       5           Judge Hosey, did you have any questions for

       6       Appellant?

       7           ALJ HOSEY:  No.  You guys have been really

       8       thorough.  Thank you for answering all our questions

       9       and your time today.  Thank you.

      10           ALJ KWEE:  Okay.  I believe we are ready to turn it

      11       over to CDTFA for their opening presentation, which we

      12       had allocated for 20 minutes, but I believe the CDTFA

      13       indicated that they only need ten.

      14           And in your response for CDTFA or in your

      15       presentation, would you please address also the

      16       contention raised by the taxpayer about the use tax

      17       collection obligation in 6203 and what impact that has

      18       on the liability or CDTFA's position on that contention

      19       too.  Thank you.

      20           MR. SMITH:  Thank you.

      21   

      22                             PRESENTATION

      23   BY MR. SMITH, Attorney for the Respondent:

      24           Good morning.  At issue today is whether

      25       adjustments are warranted to the measure of unreported
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       1       taxable rental receipts and whether adjustments are

       2       warranted to the measure of unreported taxable sales.

       3           Appellant operates as a destination management

       4       company in Monterrey, California.  Appellant offered

       5       rentals of kayaks, surries, bicycles, and surfboards,

       6       as well as various tours and surf lessons.  Appellant

       7       also offered tour packages for bicycles and kayaks,

       8       which included the price of equipment as well as the

       9       tour guide for one lump-sum price.

      10           California imposes sales tax on a retailer's retail

      11       sales in this state of tangible personal property

      12       measured by the retailer's gross receipts unless the

      13       sale is specifically exempt or excluded from taxation

      14       by statute.  When sales tax does not apply, use tax

      15       applies to the storage used for other consumption of

      16       tangible personal property in California unless that

      17       use is exempt or excluded.

      18           The terms sale, use, and purchase includes the

      19       lease of tangible personal property in this state.

      20       Leases of tangible personal property in California are

      21       a continuing sale in this state by the lessor.  The

      22       granting of possession of the property by a lessor to

      23       the lessee or to another person at the direction of the

      24       lessee is a continuing purchase for use in this state

      25       by the lessee.
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       1           In the case of a lease that is a sale and purchase,

       2       the tax is measured by the rentals payable.  Generally

       3       the applicable tax is a use tax upon the use in this

       4       state of the property by the lessee, and a lessor must

       5       collect the tax from the lessee at the time rentals are

       6       paid.

       7           Turning first to Appellant's assertion that its

       8       vendor had a tax collection obligation because it was

       9       operating in this state.  California Code of

      10       Regulations Title 18, Section 1660(c)(2), states that

      11       if sales tax reimbursement or use tax has not been

      12       paid, a lessor is relieved from an obligation to

      13       collect use tax from a lessee only if the lessor

      14       reports and timely pays tax at the time the rental

      15       property is placed in service.

      16           Appellant's contention that its vendor may have had

      17       a use tax collection obligation does not change the

      18       fact that it did not pay use tax on its purchases of

      19       the kayaks.  It is undisputed that Appellant did not

      20       pay its vendor's use tax on its purchases of the kayaks

      21       at issue.  Consequently, Appellant is required to

      22       collect the use tax and is liable for the tax on rental

      23       receipts derived from its lease of the kayaks.

      24           As for the rental receipts derived from taxpayer's

      25       lease of clothing related to kayaking, taxpayer
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       1       provided purchase invoice which show it paid some tax

       2       on at least some of its purchases of these items and a

       3       2 percent allowance was given by the Department.  This

       4       reduced the measure of taxable kayak rentals by

       5       $18,946.  Without further documentation, an additional

       6       reduction is not warranted.

       7           Next, Appellant contends that the kayak and bicycle

       8       tour income is not subject to tax.  Specifically

       9       Appellant contends that because there was a tour guide

      10       the bicycles and kayaks were not under the control of

      11       its customers and it is not a lease.  This is not

      12       correct.  While Appellant may have had tour guides

      13       leading it customers, the operation of the bicycle and

      14       kayaks were under the direction and control of the

      15       customers.  The customers operated the kayaks and

      16       bicycles, propelling and steering them.  These

      17       transactions were leases under Regulation 1660.

      18           Annotation 330.2889, which has been in effect since

      19       1970, predating the Annotation Appellant referred to,

      20       which was 330.2283, states that in order to provide a

      21       service rather than lease equipment, the owner must not

      22       only furnish and supervise use of the equipment, they

      23       must actually operate the equipment.  Here Appellant's

      24       customers were operating the bikes -- bicycles and

      25       kayaks.
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       1           Further, Annotation 330.2283 which Appellant

       2       referenced has been deleted because the back-up letter

       3       did not contain sufficient information to support the

       4       conclusion of the annotation.

       5           Turning to his next contention, Appellant contends

       6       that a credit should be allowed for the third and

       7       fourth quarters of 2005.  The audit disclosed that the

       8       reported taxable measure exceeded total taxable sales

       9       from income statements for the third and fourth

      10       quarters of 2005.  However, Appellant has failed to

      11       provide any documentation establishing the source of

      12       the difference.  Therefore, an adjustment should not be

      13       allowed.

      14           Finally, turning to interest relief in the periods

      15       that you specifically asked about.  You asked for

      16       further explanation regarding the time that the appeal

      17       spent in settlement.  Appellant requested settlement

      18       review in December 2018 and a deferral or request was

      19       submitted to OTA.  We have contacted the settlement

      20       section, and I have been informed that this case was

      21       within a range of a reasonable and standard turnaround

      22       time frame for settlement review of this case.

      23           We were also asked in the minutes and orders to

      24       address the period from January 26, 2018, when CDTFA

      25       indicated the appeal was going to be transferred to OTA
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       1       to the start of the case activity by OTA around

       2       August 30th, 2018.  Appellant was not informed on

       3       January 26, 2018, that its appeal would be transferred

       4       to OTA.  Instead, Appellant was sent a letter informing

       5       him of the results of the second re-audit and giving

       6       him 30 days to file a request for reconsideration.

       7       Appellant did not file a request for reconsideration

       8       and the audit went final.  The appeal would have then

       9       been transferred to OTA.

      10           OTA acknowledged receipt on August 30th, 2018.  The

      11       next step for Appellant would have been filing its

      12       opening brief with OTA.  Appellant requested multiple

      13       extensions to file its opening brief before eventually

      14       deferring the case to settlement.  Appellant did not

      15       file its opening brief until December of 2020.  No

      16       interest relief should be grant granted for the period

      17       of January 2018 through August of 2018.

      18           And then just turning briefly to his argument

      19       regarding 6203.  That applies for retailers.  The

      20       person that was selling them the kayaks is not a

      21       retailer in California, so that would not apply to

      22       them.  And regardless, you -- I know they think that

      23       they should be registered as a retailer in California,

      24       but they were not so the tax obligation remains on

      25       Appellant.
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       1           And that concludes my presentation.  Thank you.

       2           ALJ KWEE:  Okay.  Thank you.  Just one second while

       3       I look at my notes.  Actually, I'm going to start with

       4       Judge Long.

       5           Judge Long, did you have any questions for CDTFA?

       6           ALJ LONG:  No questions.  Thank you.

       7           THE COURT:  Okay.

       8           Judge Hosey, did you have any questions for CDTFA?

       9           ALJ HOSEY:  No questions.  Thank you for your

      10       presentation.

      11           ALJ KWEE:  Okay.  I did have one question about the

      12       DMC delay period from I think '13 to '15, the two years

      13       while it was held in abeyance pending potential

      14       guidance which didn't -- my understanding didn't

      15       ultimately materialize for DMCs.  So I'm just wondering

      16       about whether or not CDTFA has guidance on why that

      17       doesn't qualify as a delay or if there's guidance that

      18       you could cite to and how that is dealt with in other

      19       cases by CDTFA.

      20           MR. SMITH:  Well, that was the time period from

      21       January 2014 to May 2015, which is -- we did recommend

      22       that period for interest relief.

      23           ALJ KWEE:  Oh, '14 -- I thought that they had a

      24       two-year period from June '13 to, like, June '15.  So

      25       I'm not sure that was a complete overlap there I guess.

0064

       1       So if you look at their -- I guess looking at their

       2       materials, they had highlighted the DMC period as

       3       5/18/11 -- oh, I'm sorry that's too soon.  That's

       4       before the DMCs -- 5/28/13, when they were suspended

       5       working on the case until 6/16/15 for DMCs.  And then

       6       you -- my understanding is CDTFA conceded 17 months

       7       there.  I guess that's not the entire period.  It looks

       8       like it would have been 24 months.

       9           MR. PARKER:  Judge Kwee, to answer that, the case

      10       was with the appeals section during that time.  And it

      11       looks like eventually it was referred back to petitions

      12       to put in delayed status.  So they were -- they were

      13       still going through the process in the appeals

      14       section --

      15           ALJ KWEE:  Oh, okay.

      16           MR. PARKER:  -- is what it appears.  From

      17       June 13th, 2013.  And then it was referred back to

      18       petitions in December of 2013.

      19           ALJ KWEE:  Okay.  I see.  Thank you.  Oh, and I'm

      20       sorry.  There was one other question about the

      21       calculation of the 2 percent allowance for the tax paid

      22       life vests and wet suits.  You know, there's the

      23       difference of what the CDTFA has, the 2 percent, versus

      24       the calculation the taxpayer has, the 23 percent.  And

      25       it looks like they were using the -- a ratio based on
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       1       the cost of the tax paid property.

       2           And I'm wondering, is the reason CDTFA didn't go

       3       with the taxpayer's calculation, was that -- was there

       4       a dispute as to estimated costs or was there -- or what

       5       was the reason that CDTFA chose 2 percent versus a

       6       greater percentage considering the invoices did seem to

       7       suggest that the -- like there was a cost for the, you

       8       know, life vests and -- or life vests and the dry

       9       suits.  I was saying wet suits.  But that seems a

      10       little higher than 2 percent of the overall costs.

      11           MR. PARKER:  So because the Appellant only provided

      12       limited invoices and they couldn't be traced back to

      13       see if they actually paid tax on all of those items, we

      14       looked to see what would be a reasonable estimation,

      15       and the 2 percent seemed to be a reasonable amount.

      16       And when we had calculated based off the kayak rentals

      17       of 947,000, 2 percent gives them a credit of almost

      18       19,000.

      19           The invoices they provided, which some of them were

      20       outside of the audit period, but those invoices

      21       amounted to a little over 12,000.  So we gave them a

      22       credit higher than the limited invoices that they did

      23       provide.

      24           ALJ KWEE:  I see.  So the concern was the invoices

      25       were partial and that the allowance granted was in

0066

       1       relation to the invoices that were available as to what

       2       they were I guess contending that maybe they were a lot

       3       more substantial than what was provided?

       4           MR. PARKER:  Yes.  I believe I agree with your

       5       statement.

       6           ALJ KWEE:  Okay.  Then I don't believe my panelists

       7       had questions so I think we're ready to move on to any

       8       closing remarks.  I'll turn first to Appellant's

       9       representative for Appellant.  Did you want to proceed

      10       with your closing remarks?  You have ten minutes.

      11           MR. KIMSEY:  Could you say that one more time?  I

      12       didn't catch all that.

      13           ALJ KWEE:  Oh, I was turning it to you for any

      14       closing remarks that you might have before we conclude

      15       today.

      16           MR. KIMSEY:  Okay.

      17           First of all, I'd like to thank the administrative

      18       law judges for hearing our case and CDTFA staff for

      19       listening to our presentation today.  And we hope that

      20       it's -- that it's made our contentions a little clearer

      21       and that our documentation has supported our

      22       contentions.

      23           The entire process from when the audit was

      24       initiated in 2009 up to today has taken approximately

      25       14 years.  And I honestly can say that it's not been a
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       1       very enjoyable experience for this side of the -- of

       2       the room.  I've been involved in sales tax auditing for

       3       over 50 years, including 29 years as a sales tax

       4       auditor and sales tax audit supervisor and assistant to

       5       one of the Board of Equalization board members, and now

       6       22 years in private practice after my retirement from

       7       the State as a sales tax consultant.  And during that

       8       entire time, I can honestly say, I've never, ever seen

       9       an audit take this long to get to a resolution.

      10           It's been an unbelievable situation that has been,

      11       in my mind, totally unfair to the corporation, to the

      12       corporate officers.  And when the audit and appeal

      13       process takes this long to complete, there's obviously

      14       some unreasonable delay somewhere along the line.

      15       Michelle Knight has pointed out those areas that we

      16       think were unreasonable and has calculated amount of

      17       time that we think this delay took place or these

      18       delays took place.

      19           In this whole process of auditing and appeals, the

      20       State has almost all of the control over how fast this

      21       whole process takes.  The taxpayer has very little

      22       effect on the processing timetable except maybe for

      23       asking for some periodic short delays or extensions in

      24       some situations beyond their control.  Because this

      25       overall process has taken approximately 14 years to

0068

       1       complete, interest has been accruing all the way back

       2       to the beginning of the audit period, which was July of

       3       2005, which is, what, 17 and a half years ago for

       4       interest to be accruing at roughly a 6 percent annual

       5       rate.

       6           I think I've covered all of our contention issues

       7       with the audit results adequately, and I hope that you

       8       consider our presentation and documentation with an

       9       open and fair mind.  And we very much appreciate the

      10       time you all have to -- the time all of you have taken

      11       to commit -- committed to our appeal.

      12           On CDTFA's response, I didn't catch what your

      13       explanation was for why Johnson Outdoors would not be

      14       liable but Adventures by the Sea would.  I didn't catch

      15       all that.  Maybe it's because of the mask, I'm not

      16       sure.  But could you go over that?

      17           ALJ KWEE:  Oh, so I guess the parties aren't

      18       supposed to be discussing amongst themselves the case.

      19           MR. KIMSEY:  Okay.

      20           ALJ KWEE:  So when CDTFA has their closing

      21       presentation, if the panel has questions, I could ask

      22       them to clarify -- CDTFA to clarify for the panel.  But

      23       for your presentation, if you could please focus on

      24       your presentation, that would be much appreciated.

      25       Thanks.
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       1           MR. KIMSEY:  The other thing I would like to

       2       respond to, as far as the tax paid status of the wet

       3       suits and -- the wet suits and the life vests, yeah,

       4       all of the equipment in the rental.  During the appeals

       5       process in our appeals hearing that we had, the appeals

       6       hearing even mentioned -- the D&R even mentioned this,

       7       that it was conceded by the audit staff that these were

       8       tax paid equipment based on the evidence that we had

       9       presented to them.  This was conceded.  It's even

      10       talked about in the D&R that this was a concession that

      11       the audit staff had made.

      12           It only became a problem when, after the D&R was

      13       issued, that the auditor that got the assignment

      14       decided that, well, she didn't agree with that.  She

      15       didn't agree that this was a -- an issue that had been

      16       established.  So she said, based on her own, she wasn't

      17       going to go along with the D&R report but she was going

      18       to make up her own mind whether these were tax paid or

      19       not.  That's how this all came about, because when we

      20       got the re-audit, that adjustment wasn't made.

      21           We contacted the hearing officer.  And, as I

      22       recall, the hearing officer had the auditor explain

      23       why.  But it shouldn't be left up to the auditor to

      24       decide if she's going to accept the recommendation from

      25       the hearing officer or not.  As far as I know, there
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       1       were no memos back and forth between the two to come up

       2       with a different conclusion or not.  That's my response

       3       to that particular area.  The auditor did not make the

       4       adjustments that were required under the D&R.

       5           That concludes our closing.

       6           MR. KNIGHT:  Gary, can I say something?

       7           MR. KIMSEY:  Oh.

       8           MR. KNIGHT:  So I just wanted to add to when they

       9       were talking about the tours, how the individual has

      10       their own paddle or their own handlebars to hold onto

      11       the bike.  When it comes to the tours, one thing I left

      12       out and it made me think about it when the man over

      13       there brought it up was that a lot of times on the

      14       tours, the tour guide, there's a bow line on the

      15       tour -- on the front of the boat.  So we'll actually

      16       attach that bow line to the back of the tour guide so

      17       the tour guide or so the -- you know, so the guest has

      18       no control of their direction because they need to stay

      19       in our safety zone.

      20           So it isn't just -- again, you know, with these --

      21       with the kayak tours, they're very controlled and even

      22       controlled to the point where we have said, "Okay, you

      23       need a time out.  We're hooking you up."  And sometimes

      24       we'll hook two, three, four boats up together just so

      25       everyone stays together.
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       1           If you get blown out in the Monterrey Bay, it's not

       2       a good thing and we've got to keep you in the kelp

       3       forest.  So to sit there and say everyone has their own

       4       direction, that's really not true.  Thanks.

       5           ALJ KWEE:  I'm sorry, I'm not sure I fully caught

       6       that.  Did you -- when you were talking about bow line,

       7       is that a -- are you saying that the kayaks are

       8       connected by a rope or just that --

       9           MR. KNIGHT:  Yes.

      10           THE COURT:  -- some of them are?

      11           MS. KNIGHT:  They can be.

      12           MR. KNIGHT:  They can be.  Yeah.  So what

      13       happens -- especially with kids, you know, mom and like

      14       say you've got your five-year-old and your mom.  We'll

      15       actually attach the bow line on that boat to the back

      16       of the tour guide's boat so they can't do anything

      17       wrong.  They have to stay with the tour guide.

      18           ALJ KWEE:  Okay.

      19           MR. KNIGHT:  They're connected.

      20           MR. KIMSEY:  That would eliminate the control

      21       aspect that was brought up by --

      22           MR. KNIGHT:  Yeah.

      23           MR. KIMSEY:  -- CDTFA.  And there is --

      24           MR. KNIGHT:  It keeps you in your lane, you know.

      25           MR. KIMSEY:  I don't know what other elements of
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       1       control and direction that they were thinking about.

       2       There is no other aspects of control and direction.

       3           MR. KNIGHT:  So -- and the other thing to remember

       4       is being in the sanctuary, you know, we have to stay

       5       100 feet away -- well, I think it's 50 feet -- 50 feet

       6       away from all the sea otters.  And the idea is you want

       7       to go out and see the sea otters and the Harbour seals.

       8       Mainly the sea otters.  They're all wrapped up.

       9       They're looking good.

      10           And, you know, especially having the Monterey Bay

      11       Aquarium there, you know, the reason -- the reason for

      12       the tour guides is to keep them from disrupting the sea

      13       otters that are in the kelp.  So there's total control

      14       there.  Because there's people on shore with little

      15       blue jackets and they're called Bay Net.  If we get too

      16       close to the otters, they call and they can call the --

      17           MS. KNIGHT:  CALTIP, it's called.

      18           MR. KNIGHT:  -- CALTIP.  And we get a call or

      19       they'll come over, an officer will come over and say,

      20       "Hey, there's a violation.  You're too close to the

      21       otters," or they think you were or, you know, that sort

      22       of a thing.  Sometimes there are boats, sometimes there

      23       are not.  But sometimes from land you think you're

      24       closer than you really are.  But that's a whole other

      25       question.
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       1           But again, it's very controlled in the sense of --

       2       even to the point where we tie up the people so they

       3       don't get too close to the otters.  And to the rocks,

       4       and to the waves, and to -- a lot of danger out there.

       5           ALJ KWEE:  Okay.  Thank you.  So for Appellant, are

       6       you -- have you concluded your final remarks?

       7           MR. KIMSEY:  We have.  We've concluded.

       8           MS. KNIGHT:  Wait.  No.  I have one last statement.

       9       And I'm -- hope I'm not out of line.  I just wanted to

      10       respond that the presentation I gave was the

      11       information as it -- as it happened to us, as it

      12       happened to the taxpayer.  If our audit sat in

      13       petitions or in -- and then didn't get to whatever,

      14       from our perspective, we were told at that date that it

      15       was being held.

      16           So if technically they held it from the -- instead

      17       of from December -- instead of from May until December

      18       and then December is when this whole DMC thing stopped,

      19       the fact of the matter is, is from our perspective it

      20       was being held.  We didn't know which division it was

      21       being held in or why, but we knew nothing happened in

      22       that period.  We knew that much.  And then we knew that

      23       we were told everything had been stopped.

      24           So I think that the important point was that --

      25       that the delays were real, that they stopped, that work
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       1       was not getting done, which is why it took 14 years to

       2       get here.  Thank you.

       3           ALJ KWEE:  Okay.  Thank you.  So I'm going to turn

       4       it on to -- turn it over to CDTFA for their closing

       5       remarks.

       6           And, CDTFA, when you do your closing remarks, could

       7       you just briefly re-summarize the CDTFA's position on

       8       the 6203 argument that was raised by Appellant in their

       9       presentation.

      10           MR. SMITH:  I'll just quickly address that.  Here

      11       we have leases, therefore, the applicable statute is

      12       1660 -- I mean applicable regulation is 1660.  The 6023

      13       is not the applicable statute in this situation.  So

      14       hopefully that clarifies.

      15           And that's all we have.  Thank you.

      16           MR. HUXSOLL:  Just to add on to that statement.

      17       The use tax collection obligation or the potential use

      18       tax collection obligation to the vendor does not change

      19       the fact that Appellant did not pay use tax on its

      20       purchase or sales tax reimbursement on its purchase of

      21       the kayaks at issue; therefore, the subsequent lease,

      22       absent a timely election being made by Appellant, are

      23       taxable measured by the rentals payable.  So the fact

      24       that there may be a use tax collection obligation does

      25       not change the analysis for purposes of the taxability
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       1       of the leases.

       2           ALJ KWEE:  Okay.  Thank you.

       3           So I believe we are ready to conclude.  I'll just

       4       check with my panelists.

       5           Judge Long, did you have anything further before we

       6       conclude today?

       7           ALJ LONG:  I have nothing further.  Thank you.

       8           ALJ KWEE:  Okay.

       9           And, Judge Hosey, did you have anything further

      10       before we conclude today?

      11           ALJ HOSEY:  Nothing further.  Thank you.

      12           ALJ KWEE:  Okay.  So this case is submitted on

      13       Wednesday, February 22nd, 2023.  Thank you, everyone,

      14       for coming in today.  The record is now closed.  The

      15       judges are going to meet and decide your case later on,

      16       and we will send a written opinion with our decision

      17       within 100 days of today's date.

      18           That concludes the morning calendar.  The next

      19       calendar will start I believe at one o'clock, but I do

      20       not believe that's going to be livestreamed.  Thank

      21       you.

      22             (Conclusion of the proceedings at 11:25 a.m.)

      23                               ---o0o---

      24   

      25   
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