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Sacranmento, California; Tuesday, January 24, 2023
1: 03 p. m

ALJ GAST: This is Appeal of Southern M nnesota
Beet Sugar Cooperative, OTA Case No. 19034447. Today's
Tuesday, January 24th, 2023, and the tinme is approxi mately
1:03 ppm M nane is Kenny Gast. |I'mthe |ead
adm ni strative law judge. And with ne today are Judges
Cheryl Akin and Eddy Lam

At this point I'mgoing to ask the parties to
pl ease identify yourself by stating your first and | ast
nane for the record, beginning with Appellant.

MR. BRANNAN: My nane is Derick Brannan. |'mwth
Pri cewat er houseCoopers.

M5. EAKES:. Erin Eakes, PricewaterhouseCoopers.

ALJ GAST: My | ask you pl ease speak in the
m crophone. Thank you.

MR. O CONNELL: lan O Connell wth Southern
M nnesot a Beet Sugar Cooperati ve.

ALJ GAST: And for the Franchise Tax Board?

MR. BRANNAN: Ant hony Epolite with the Franchise
Tax Boar d.

M5. | SKANDER Irina |skander, Franchise Tax
Boar d.

Kennedy Court Reporters, Inc.
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ALJ GAST: Thank you.

Ckay. |I'mgoing to restate the issues, the three
i ssues that we have for this appeal. Sorry, they're a
little bit |engthy.

The first issue is whether Appellant properly
i ncl uded in the conbined reporting groups California
apportionnment percentage, its property payroll and sal es
related to business activities that permtted it to deduct
certain farnmer's cooperative incone under Revenue and
Taxati on Code Section 24404.

The second issue is whether Appellant may deduct
I nterest expense incurred to acquire Spreckels Sugars
Conpany, a unitary entity, against its taxable nonnmenber
I ncone.

And the third issue is whether Appellant may
deduct appreciation expense incurred fromassets used to
produce deducti bl e i ncone under Revenue and Taxati on Code
Section 24404 against its taxable nonnmenber incone.

Now, to go over the exhibits, with respect to the
evidentiary record, Appellant has provided Exhibits 1
through 5. And FTB did not object to the adm ssibility of
t hese exhibits; therefore, these exhibits are entered into
t he record.

(Appellant's Exhibit Nos. 1 through 5 were

admtted into evidence.)

Kennedy Court Reporters, Inc.
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ALJ GAST: And FTB provided Exhibits A through D.
Appel | ant has not objected to the adm ssibility of these
exhibits; therefore, these exhibits are entered into the
record.

(FTB's Exhibits A through D were admtted into
evi dence.)

ALJ GAST: All right. Wth that we can now go to
the parties' presentations, and I'l|l start with Appellant.
You will have 30 mnutes. |If you need a little bit nore
time, you can use that; or if you' d feel free not to use
the full 30 mnutes, it's up to you. | have not, |I'mjust
throwmng it out there.

MR. BRANNAN: Fair enough.

ALJ GAST: Thank you.

MR. BRANNAN. Good afternoon, everybody, Judge
Gast - -

(Court reporter interrupts)

MR. BRANNAN:. | will do ny best. | nove around a
lot. Yes. Hows that? Is that better? Ckay.

ALJ GAST: M. Brannan, it bends. Yeah.

MR. BRANNAN: Yes.

ALJ GAST: There you go.

MR. BRANNAN. We'l|l do that. It's going to be
hard because | need to ook at ny notes, otherwise it wll

be even | ess organi zed than normal. So thank you very

Kennedy Court Reporters, Inc.
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much. Good afternoon, everybody, Judge Gast, Judge Akin,
and Judge Lam for your time this afternoon. And also ny
apologies. | did send in sone | call themvisual aids to
hel p kind of guide ny presentation. They |ook |ike this.
| didn't get themin until yesterday, but | just want to

make sure you all have them before | start because | w ||
reference themthroughout the presentation.

Ckay. So to begin with, this case is about, you
know, from our perspective, it's about holding the FTB
accountable to the law. As you'll see, our case rests on
what's in the statutes and what's in the regul ati ons and
not sone contrived theory about what the FTB wants the
answer to be. W want the FTB to follow the statutes
passed by the Legislature as well as the FTB's own
regul ati ons.

Rat her than follow the |aw, what the FTB does is
advocate a the solution of convenience -- for them not for
t he taxpayer -- and reliance on outdated case authorities
and inconsi stent agency positions which |ack any persuasive
| egal support.

So I've realized that the issues may have been a
little shorthand manner on Slide 2. And really, the
determ nation of inconme and factors for a unitary business
is the issue that we're going to spend nbost of our tinme on

today. In addition to the allocation of interest expense

Kennedy Court Reporters, Inc.
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and the treatnment of depreciation expense for a
cooperative, | think it's also inportant to note what's not
at issue today. | may be stating the obvious, but these
points play a role in how, you know, we suggest that the
matter shoul d be resol ved today.

First of all, there's no questions as to
Appel | ants SMBSC or Sout hern M nnesota Beet Sugar
Cooperatives's qualifications as a cooperative under
California law. Second, there is no issue. The FTB's
al ready determ ned that Spreckels -- we'll refer to
sonetinmes as the for-profit operation in California -- and
SMBSC are part of the sane unitary business. And it's that
unitary determnation that carries wwth it a certain, you
know, conclusion that we are advocating as part of this
appeal. And honestly, it's that unitary determ nation that
the FTB really seeks to reject by carving out or rejecting
use of the factors that are attributable to the
cooperative's operations.

So just a brief factual overview. SMBSCis a --
it's a Mnnesota cooperative cooperation headquartered in
Renville, Mnnesota. SMBSC nanufactures products derived
from sugar beets, including such things as refined sugar,
l'iquid sugar, pulp pellets, and nol asses. SMBSC only
processes the sugar beets. Every nenber sharehol der of

t hat cooperative is actually a sugar beet grower. So you

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

have the nmenbers that grow it and then you have the
cooperative that processes.

The majority of SMBSC s incone is considered
i ncone for or on behalf of its nembers, al so known as
patronage incone, and it is allocable or deductible under
24404, you know, as part of the cooperative deduction rules
in California.

I n 2005, SMBSC acquired Spreckels. Spreckels'
primary operations are in Braw ey, California, Southern
California. And |like SMBSC, Spreckels is in the business
of refining sugar, pulp, and nol asses from sugar beets.
Spreckel s obtains 100 percent of its raw materials from
| ocal growers in California. |In contrast to SMBSC, none of
t he Spreckel s Sugar Conpany's incone is patronage incone.
SMBSC generally funded the Spreckels acquisition with
third-party debt, and the allocation of the interest from
that debt is one of the issues in this case.

In addition to generating additional incone of
anywhere fromfive to $30 nmillion a year for the years
under consideration, the Spreckels acquisition enabled
SMBSC to obtain additional sugar production allotnments from
the federal regulatory authorities. That -- those
distribution rights actually were estimated to provide up
to $9 mllion worth of benefit to the cooperative. As

determ ned by Respondent, SMBSC and Spreckels are part of

Kennedy Court Reporters, Inc.
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t he sanme unitary business.

So focusing on the first issue, in spite of the
FTB determ nation that there's a unitary business here,
what the FTB wants to do without citation to any meani ngf ul
| egal support is to exclude the factors attributable to the
cooperative operations in Mnnesota. And you can
appreci ate, you know, fromthe review of the briefs that
i ncl udi ng those procedures reduces the apportionnent
percentage in California, whereas excluding the procedures,
as the FTB would want to do in this case, increases the
apportionnent percentage in California and obviously
I ncreases the incone subject to tax.

The problem for the FTB, regardl ess of the theory
that they want to put forward today, is that they don't
have any | egal support in their own statutes or
regul ations. But the key starting point is really at
Slide 4 and it's the unitary nethod. That unitary
determ nation carries with it certain consequences that the
FTB seeks to ignore.

And there's a little quote here. 1It's from Chase
Brass. There's any nunber of cases that basically hold the
sanme thing wwth regard to the unitary nethod. "Unitary
incone is derived fromthe functioning of the business as a
whol e, to which the activities in the various states

contribute; and by reason of such interrelated activities

Kennedy Court Reporters, Inc.
800. 231. 2682
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and the integrated overall enterprise, the business done
within the state is not truly separate and distinct from

t he busi ness done without the state.” Well, why don't we
start with that because it's really the background and the
prem se for everything that is supposed to go forward once
we have that unitary determ nation

The way that California sets up the determ nation
of income and determ nation of the apportionnent factors
for a unitary business is set forth in its code, in the
statutes, and in the regulations. The best description,
also ironically cited by the FTB in this case, is from
WIlliam Pearce, who's one of the drafters of the origina
version of UDI TPA, and that's also cited on Slide 4.

As described, the Uniform Act assunes that the
existing state | egislation has defined the base of the tax
and that the only remaining problemis the anount of the
base that should be assigned to the particul ar taxing
jurisdiction. Thus UDI TPA does not deal with the problem
of ascertaining the itens used in conputing inconme or the
al l owabl e itens that expense.

So what's going on here? M. Pearce and the Code
are setting up a two-step process. First, we establish the
i ncone. Second, under UDI TPA we establish how that incone
is to be apportioned. There's a sequence to it, and it's

establ i shed by the conbined report regul ati ons.

Kennedy Court Reporters, Inc.
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Also on Slide 5, what you see is consistent with
M. Pearce's comment, consistent with the theory -- excuse
nme, total separate net inconme is the total net income from
all sources of a nmenber of a conbined reporting group from
its separate books of account as determ ned under the
Revenue and Taxati on Code -- enphasized in bold face --
before allocation and apportionnent. So again, there's a
two-step process. By design and by law, we first determ ne
the income and then determ ne the manner in which the
i ncone shall be apportioned.

| appreciate that sone of the references to the
details of the statutes and the regs mght be a bit
tedi ous, but there's a point to this. The point to this is
there is law in place that governs the outcone. And we
want to followthe law. W want to follow the statutes.
W want to follow UDI TPA as far as the conclusion in this
case. So we're going to walk through it because we think
it's inportant and it's how this case ought to be resol ved.

So looking at Slide 6. Referring to the statutes
and the laws applicable to the case, Slide 6. The first
entry: Conbined reporting in general. Each taxpayer whose
i nconme and apportionnent factor data are permtted or
required to be included in a conbined report shall --
mandat ory | anguage there -- shall report income in the

manner provided by this regulation and, to the extent

Kennedy Court Reporters, Inc.
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applicable, other regul ati ons adopted under

Section 25106.5. Specifically, the conbined report

regul ations. The key here is that neither the taxpayer nor
the agency in this case has discretion about how t hey nove
forward under these rules.

Also on Slide 6, net incone neans the gross incone
conput ed under Chapter 6 |ess the deductions all owed under
this Article and Article 2, Article 2 comencing with
Section 24401. The determ nation of net incone for a
cooperative is really no different from any ot her
corporation such that net incone equals gross incone |ess
al | owed deducti ons.

On Slide 7, you see the key -- the rel evant

| anguage. "Associations organized in whole or in part on a
cooperative basis" -- |like Southern M nnesota Beet Sugar
Cooperative -- "shall be allowed deductions in conmputing

taxable incone for all nmenber resulting fromor arising out
of activities for or wwth their nenbers.” |It's a pretty
strai ghtforward statute.

| mportantly for this case potentially is what's in
the FTB's own regul ation. "Cooperative associations are
not exenpt fromtax under this part but are permtted a
deduction.” And the words matter here. This is, in fact,
a |l egal proceeding. The words of the statutes, the words

of the regulations matter. There is a difference between

Kennedy Court Reporters, Inc.
800. 231. 2682
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an exenpt entity or exenpt incone and what is deductible
incone in this case that we're tal ki ng about under 24404.

So now we pause. |In accordance with the
applicable statutes and regul ati ons, we have determ ned the
inconme. This is what taxpayer did in this case. Followed
the rules, determned their incone. They deducted
pat ronage di vi dends or inconme that was allocable to its
menbers in SMBSC consistent with the rules. | don't
beli eve there's any debate about whether that was proper or
not .

So now what we have is we have the separate net
I ncone for Spreckels and we have the separate net incone
nunber for SMBSC. And we conbine them and that becones
the i ncone base subject to apportionnent. |It's all in the
rules. There's a recipe here. This is very
strai ght f orwar d.

Once we have the net inconme for that unitary
busi ness, the incone nust be allocated or apportioned in
accordance with UDI TPA as adopted by the California State
Legislature. Neither the taxpayer nor the State has much
choice in howthis is done. The rules give us the answer.
There's a recurring theme here. And again, there's a
reason for this. W're relying on the book. W're relying
on the code book.

So turning to Slide 8. Taxpayers earning incone

Kennedy Court Reporters, Inc.
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derived fromor attributable sources both within and

wi thout the state shall determne California tax in
accordance with UDI TPA as codified beginning with
California Revenue and Taxation Code Section 25120. The
first step under UDITPA is to separate incone into either
busi ness i nconme or nonbusiness inconme. Once you've done
t hat, nonbusi ness incone is allocable to the comerci al
domi cile of the conmpany. There is no nonbusiness incone,
but it's convenient as a reference point.

Busi ness incone is what's subject to apportion in
accordance with the factors. Business incone nmeans incomne
arising fromtransactions and activity in the regular
course of the taxpayer's trade or business. In this
matter, both parties agree, at least | think we do, that
all of the inconme is business incone subject to
apportionnent.

For taxabl e years begi nning before January 1,

2013, all business incone shall -- there's that word again,
it's directive, it's mandatory -- shall be apportioned to
the state by nmultiplying the business incone by a fraction:
The nunmerator, which is the property factor, plus the
payroll factor, plus twce the sales factor and the

denom nator which is four for a factor apportionnent. |It's
in the statute. That's what we're applying here.

Followi ng the rules as established by the

Kennedy Court Reporters, Inc.
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Legi sl ature and the FTB's own regul ations, we get to a
result. That's what the answer is here today. Based on

t he argunents presented by the FTB, there are no exceptions
tothis rule, or at least there's no authority for any
exceptions to this rule. But | haven't seen anything in
the statutes or in the code that says that the FTB or a

t axpayer -- and renenber, these are mandatory for both
sides here -- can depart fromthat rule. Nonetheless,
that's what the FTB wants to do. Appellant's case is that
straightforward: Follow the rules, get to an answer,
include the factors, we're done.

Now, the FTB raises a couple of points. And |'l
try and get to themquickly, but the idea in their rebutta
is that for sone reason because incone is deductible under
24404, that sonmehow gives the FTB an excuse not to include
factors that are attributable to the cooperative
operations. Well, as we started wth, the purpose of a
unitary business or the recognition of a unitary business
nmeans that all aspects of that business contribute to the
production of every dollar of incone. So they can't just
do that. They can't just make up an answer because they
don't like it. And that's what's going on here. They
don't have any | egal support.

What you see throughout the briefs is vague

reference to what the code says. Well, |'ve just wal ked
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t hrough the rel evant code sections. Happy to tal k about

them again. There's a reference to Chase Brass, an age-old

deci sion. Conceptually, Chase Brass is probably fine.
Transacti ons between nenbers of the sane unitary group do
not give rise to econom c benefit; therefore, we do not
have factors attributable to that transaction. That's
fine.

Problens with Chase Brass: Those facts aren't the
facts of this case, one. Two, Chase Brass is a pre-UD TPA
case. Pre-UDITPA cases dealt with different law. At the

time the FTB had trenendous discretion. There's a |ist of

eight or ten different factors, including any other factors

that the agency wants to use to apportion incone. That's
not the | aw today so that case doesn't work. Pre-UDI TPA
cases don't matter. The concept nmay be fine on the facts
of that case, but pre-UDI TPA cases don't nmatter.

If you look at -- there's a holding in the
New York Football Gant's case, and it specifically says
that we have to reject pre-UDI TPA findings and reeval uate
the case under the newlaw. It's a unique case because it
had the sanme facts under early | aw and then the sane facts
under the post-UD TPA law. And they reach different
conclusions for a good reason. The law was different. W
have to do the sane thing here. W can't just blindly

foll ow whatever we believe the teaching to be under Chase

Kennedy Court Reporters, Inc.
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Br ass.

Lastly, you know, npbst inportant for our position
is that the holding in Chase Brass is now enbedded in the
i nterconpany transaction regul ations at 25106.5-1. So the
FTB has already taken the piece of Chase Brass that they
like and they put it in the regulations, and now part of
the regul ations don't apply to ny client. They don't apply
to a cooperative.

So we go to the fundanental provisions that |'ve
just recited to you on incone and apportionnent factors.
The FTB counsel avoids or does not reference specifically
FTB Legal Ruling 2006-01. | feel kind of obligated to
present it or reference it here because it's all we heard
about through the audit was how 2006-01, which is entitled
"Treatment of Factors for an Exenpt Organi zation," or
sonething like that. But what they do in 2006-01 is they
say, well, if you're exenpt and it's an exenpt
organi zation, we're not including any of that incone in the
apportionable income pot. And then they say, well, because
of that, we're not going to include any factors. Well,
that's fine. There's actually a statute that supports that
outcone right now. (Tel ephone ringing)

Ww, that's poor form isn't it? M apol ogies.

So -- yeah. O course, | lost ny spot here.

According to the FTB, the exclusion is the result

Kennedy Court Reporters, Inc.
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of the basic function of the UDI TPA fornmula. And this is,
again, in 2006-01, which seeks to assign net business

i ncone solely on the basis of those activities that gave
rise to the incone. Again, conceptually that's fine, but
we need sone |law to support that. W need a statute. W
need a regulation to support that, and we don't have it and
the FTB doesn't have it.

The other interesting thing in 2006-01, the FTB
then tosses in a footnote to the legal ruling indicating
that the analysis, the sanme anal ysis, the exclusion of
factors related to incone that is not included in the tax
base, the sane analysis would apply regardl ess of whet her
the statute uses the term exenpted, excluded, deducted, not
recogni zed, et cetera. And what you have here is a really
interesting statenent by the FTB. What they're saying is,
based on a theory w thout any | egal support, they are going
to exclude factors.

| give themcredit though. The next sentence in
the | egal ruling says, "The conclusion is based upon the
fact that these incone anobunts are related to activities
excluded from net incone subject to apportionnent,” but not
t he | anguage used in the actual statute. So | |love the FTB
for that because what they're telling us is, yeah, we know
we're not following the statute. Well, we can't |let them

do that.
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Taxpayers open up their returns every year.
Taxpayers try and decide how to prepare their return. They
| ook to the rule book to do that. They get to an answer.
And then they're subject to audit and they're hangi ng up.
| mean, these years are ten years old. This is crazy. W
shoul d be able to follow the statute and the regs.

What the FTB' s position really cones down to is
t hey want to say, |ook, this anpbunt goes into gross incone
and then there's a deduction. And once we deduct it, we're
not going to treat it like incone anynore. Well, if it's
exenpt incone, there's a statute that covers it. |If it's
excludabl e incone, there's a regulation or statute that
covers it.

There is a statute that covers the patronage
di vi dends deduction as well, and it's 24404. And there are
any nunber of authorities that say that even though it's
deductible, we still treat it as incone. And once it's
treated as incone, then it gets factor representation. And
that's really what this is -- you know, again, this is
where we end up.

If we | ook at the appeal of CTI Hol dings, the
holding is very clear. Just because we're deducting
sonet hi ng doesn't nean it loses its character as incone.

We can al so | ook at any nunber of chief counsel rulings

that the FTB has put out over the years. They're cited in
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the briefs. And the idea is once it's deducted -- nost of
t hese focus on Section 24402, not 24404. But at the end of
the day, we're in the sane Article 2 under "Speci al
Deductions” and the treatnent is the sane. And if sonebody
can suggest why they should be treated differently, |I'mall
ears, but really it's the sane special deducti on.

The nost telling argunment to identify the flaw in
the FTB's position is really a very sinple one. The FTB
routinely and taxpayers routinely wll have nmultiple
entities included in a conbined report.

(Court reporter interrupts)

MR. BRANNAN. My apol ogi es.

The FTB w Il routinely or a taxpayer wll
routinely include multiple entities in a conbined report.
What happens when one of these entities | oses noney or is
subject to a net operating |oss carryover that reduces
inconme to zero? That's the sane situation that we're
dealing with here today. And the FTB woul d never be heard,
nor could a taxpayer ever even think of prevailing on a
case where we woul d take out those factors froma conbi ned
report. Yet the FTB wants to say because that incone
sonehow i sn't subject to tax, which again is contrary to
all the authority that's out there, we should exclude the
factors.

So | challenge the FTB to explain the | egal basis
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for their ruling and | challenge this panel to hold the FTB

accountable to the law. So I'lIl stop there. [1'd like to
cover the other two issues a little nore quickly than
went through the first one. And, you know, |'m avail able
for any questions that you may have on the first issue or
can conti nue.

ALJ GAST: Let ne ask nmy panel nenbers.

Are there any questions on the first issue? 1"l

start wth Judge AKin.

ALJ AKIN. |I'mgoing to hold ny questions at this
time.

ALJ GAST: Ckay.

ALJ LAM | don't have any questions for now.

ALJ GAST: Ckay.

Yeah, why don't you finish your presentation --

MR, BRANNAN:  Sure.

ALJ GAST: ~-- and then we'll see if we have any
guesti ons.

MR. BRANNAN. Great. Thank you.

ALJ GAST: Thank you.

MR BRANNAN: So the next issue has to do with the
al l ocation of interest expense incurred to acquire the
for-profit business. The issue presented is really easily
stated. It's just hard to solve, quite frankly. And the

question is how nuch, if any, of the interest expense
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incurred to acquire Spreckels, a for-profit business, may
be of fset against taxable incone generated by Spreckels.

Taxpayer's position is that because | acquired a
for-profit enterprise, it was $50 mllion is what we paid
for it give or take, that all of the interest expense ought
to be allocable to the Spreckels acquisition. The FTB's
position is, oh, wait, you' ve acknow edged in sonme of the
| DR responses that the reason that you really wanted it was
to get an increased allotnent under the federal regulatory
schenme. |In other words, basically these allotnents are
based on consunption predictions by the federal governnent.
And dependi ng on how nuch you' re growi ng and how nmuch
you' re processing, you can get nore of these allotnents
that allow you to sell nore on the marketpl ace.

That's a true statenent. That is part of the
rationale for acquiring Spreckels. There's no question.
And as a result, and there's a nunber in the briefs, you
know, call it $9 million of benefit attributable to the
i ncreased allotnment allowed to the cooperative based on the
acqui sition of Spreckels. But it's helpful to provide --
you know, we think at the end of the day that the answer to
the case is going to revolve around the Zenith -- the
appeal of Zenith, which tal ks about how to allocate and
what evidentiary requirenments we nay have.

Context for Zenith is hel pful, and that's what
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we've provided in Slide 9. |If you | ook at the statenent of
the | aw under 24425, "No deduction shall be allowed for any
amount ot herw se all owabl e as a deduction which is

all ocable to one or nore classes of income not included in
t he neasure of tax inposed by this part."”

What they're saying is pretty sinple. |f incone
is not included in the neasure of tax, then any deduction
that is allowed for expenses related to that inconme would
constitute a double deduction. That's not what we're
advocating for, but that's the reason for the rule. And
al t hough not referenced in the slide, Regulation 25120
basically says if there's a problem let's conme up with a
fair method of allocation.

In Zenith, the FTB argued that all interest
expense should be treated as an indirect expense -- and
we' re tal king about indirect cost versus direct cost in the
accounting termnology there -- but it's an indirect
expense because the nature of it is that it cannot be
allocated to a specific activity. That is kind of the
definition of an indirect expense.

As an indirect expense, the FTB argued that the
expense shoul d be all ocated bet ween nondeducti bl e and
deducti bl e incone in accordance with | ongstanding
precedent. And also on that slide, we get over into

Slide 10, what you see is the precedent was a basic
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all ocation formula consistent wwth the idea that we don't
know exactly how the incone -- or excuse ne -- the proceeds
of the |loan are used because cash is fungi ble, noney is
fungi bl e, and, therefore, we're not going to presune to
know how the interest expense ought to be all ocated.

So what they do is they conme up with a nmethod of
al |l ocati on based on, say, gross inconme, based on revenue,
sone sort of equitable nmeasure to split it up as opposed to
engagi ng in the debate that we're about to have. Sinple
nmet hodol ogy.

But then Zenith tal ks about it, because this is a
couple kind of evidentiary standards. Unless a taxpayer
can establish its dom nant purpose in a sufficiently direct
rel ationshi p between the expense and the incone,
Respondent's all ocation formula -- and again, what we're
tal ki ng about here is that allocation based on incone, sone
way to go between deducti bl e and nondeductible --
Respondent's allocation fornmula will provide the best neans
to allocate interest expense between taxabl e and nont axabl e
activities. Oay. So we have the default nmechanism which
is this allocation rule, some sort of proration.

Further on the slide, it's direct evidence of a
pur pose to purchase tax exenpt obligations or -- the
bracket ed | anguage -- or taxable investnents exists where

t he proceeds of indebtedness are used for or are directly
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traceable to the purchase. See, this was the key in Zenith
is that the taxpayer in that case didn't want to accept the
al l ocati on nethod because the taxpayer knew as a matter of
certainty, or at least that's what the Zenith -- the board
held in Zenith, they knew what the |oan proceeds were used
for. It wasn't a function where they dunped the cash into
one account. They knew what the proceeds were used for and
t hey knew that the | oan was used to acquire a taxable
activity or to generate a taxable transaction. And so the
board concl uded because of that connection that all of the
i nterest expense could be offset or fully deductible

agai nst taxabl e i ncone.

In this case, the sane facts apply. There's no
debate that under the |law or under the facts that all of
the | oan proceeds in the related -- you know, were used to
acqui re Spreckels, roughly $50 mllion. They're still
paying interest on it today. Once we know that that's what
t he noney was used for, that really is the end of the
inquiry. That would be Appellant's position in this case.

The FTB takes the exact opposite position.

Because the purpose, according to the FTB, because a

pur pose which we own was to benefit the cooperative, all of
that interest expense, the FTB suggests, needs to be
allocated to the cooperative and so none of it is

deducti bl e agai nst taxable incone. |In other words, no tax
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benefit for the cooperative, no tax benefit for the
taxpayer in this case.

Wll, that's -- that's fine. There's a couple of
problens with, you know, candidly, with the all-or-nothing
approach, even with the own approach that we're suggesting,
although | like ours better than the FTB's. But all or
not hi ng kind of ignores the fact that there can be multiple
reasons for acquiring a business |ike Spreckels. You don't
spend $50 million for one reason. You don't spend
$50 million to benefit a cooperative when what you're
acquiring, even for the years under consideration,
generates as nuch as $30 mllion of incone.

To ignore that is not being very realistic. It's
the el ephant in the room W have a business over here.
It's generating significant incone for the unitary
busi ness, and the FTB wants to pretend it doesn't exist.

You can't do that. |It's not a single purpose. If it is,
we have to trace it, because that's what Zenith tells us to
do.

Here's the other problemw th the FTB' s theory.
| f we assune that all of Spreckels, that the only reason we
acquired Spreckels was in order to gain these increased
federal allotnments in the marketpl ace, what's enbedded in
that statenment is a conclusion that the only purpose of

Spreckels is for the benefit of the nenbers of the
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cooperative.

And what does that nmean? That neans that all of
the Spreckels inconme is deductible under 24404 as for or
for the benefit of the nenbers of the cooperative. Because
the FTB's extrene position really does nean that. It neans
that the only purpose of the acquisition was to gain the
al | ot ment .

Now, we're not advocating that. W acknow edge
that's an unreasonabl e outcone here. The point is to
illustrate how unreasonable the FTB's position is. At
| east we have direct tracing. | know where ny noney went.
The FTB's position that it only operated to benefit the
cooperative ignores the reality of a $50 mllion business
sitting in California generating $30 m|lion of incone.

You can't just pretend it doesn't exist.

Candi dly, 1 ooking back at this, | think our
position is still better than the FTB's position if it's an
al |l -or-not hing approach. But given the nultiple purposes,
sone sort of allocation fornula based on, say, conparative
revenues, conparative gross incone -- we've actually
suggested it in one of the footnotes -- but sone sort of
all ocation nmethod may be the better answer here. And |
don't want to say that's a concessi on because you still
i ke my answer better than the FTB's, but | think it kind

of makes sense given the evidence that it's in -- that's in
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front of the panel today.

The | ast point, depreciation expense for a
cooperative. The theory, you know, we -- we're on the | ast
slide here. And what you have is a quote from United
States vs. Lootie (phonetic). And the theory is sound.

The theory is very fundanental that depreciation of an
asset represents the gradual sale of that asset. And when
a cooperative |like SMBSC sells an asset in this case, it's
going to generate by rul e nonnenber taxable incone.

So if we accept the proposition that depreciation
represents this gradual sale, then we ought to, we ought to
get a deduction of that depreciation expense agai nst
taxabl e incone in order to the ensure kind of a fair
reflection of incone fromyear to year. Taxpayers
shoul dn't have to wait until they sell that asset. It
could be 10 or 20 years out or whenever they transition or
di spose of that asset before there's sonme sort of
recognition of that.

(Court reporter interrupts)

MR. BRANNAN: Taxpayers shouldn't have to wait
10 years or nore for a recognition event to get the benefit
of that gradual sale under the theory articul ated by
Loot i e.

So that's all | have. |If there are questions,

certainly happy to respond to any questions.

Kennedy Court Reporters, Inc.
800. 231. 2682

30



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

And apol ogi ze for the pace of ny speaki ng when |
get a little carried away. Thank you.

ALJ GAST: Thank you, M. Brannan. |'mgoing to
turn it over to the panel for questions. | mght
start because | have a few questions with the first issue.

MR, BRANNAN:  Um hum

ALJ GAST: Just so | understand kind of the
background, as I'm you know, |ooking at the return that
FTB provided for 2008, Southern M nnesota clains 86272
protection; is that correct?

MR. BRANNAN: | think we did. |1'mnot sure that's
an i ssue any | onger.

ALJ GAST: Ckay. So just understanding the
background that -- and | don't knowif this is true for all
of the years, but Spreckels was intrastate apportioned all

of Sout hern M nnesota's taxabl e nonnmenber inconme and paid

tax on that. Is that a correct assessnment for 2008, '9,
10 and ' 117
MR. BRANNAN: | think that the starting point for

t he di scussi on ought to be the FTB's protest schedul es.
And what the FTB did is they zeroed out nenber incone and
i ncl uded nonnenber inconme in the sales factor of the
apportionnment fornmula.

Now, I'mnot sure if that's responding to your

guestion or not, but | think the framework for the question
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may be hel pful .

ALJ GAST: Yeah. | was just |ooking at the
returns, and | saw that Southern M nnesota only paid $800
mnimumtax for 2008 as a nenber of a two-nmenber conbi ned
report.

MR. BRANNAN:  Ri ght.

ALJ GAST: All of the inconme was apportioned
intrastated to Spreckels who paid tax.

MR. BRANNAN: Correct. | think --

ALJ GAST: Is that --

MR. BRANNAN: Yes.

ALJ GAST: |Is that true for all the years?

MR. BRANNAN: Yes.

ALJ GAST: Ckay. | just wanted to clarify that.

MR, BRANNAN:  Yes.

ALJ GAST: My other question is, on the first
i ssue, which kind of doesn't spill into the second issue
but, you know, under the -- or second and third issues,
whi ch deal with 24425, you can't deduct expenses related to
i ncone not included in the neasure of tax.

MR. BRANNAN:  Um hum

ALJ GAST: And | think that neans gross incone.
From Anahei m Uni on Water Co. vs. FTB, sone of these cases
that dealt with cooperatives. So if you agree with that

prem se, isn't Southern Mnnesota's income not gross
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incone? And if it's not gross inconme, why would it be
i ncl uded in the apportionnent fornula?

MR. BRANNAN: There's two things at work here.

ALJ GAST: kay.

MR. BRANNAN:. One, 24425 very specifically, it
tal ks about -- | have to get to the term nology matter
because, as | indicated, words matter. But it's included
in the nmeasure of tax as opposed to subject to tax. And
i ncluded in the neasure, what 24425 is getting at, and the
authority speaks to this, is it's getting to a nore
practical financial accounting exercise. And it's solving
a very difficult problem which is: Wat do we do with
t hese indirect expenses, these indirect costs? Because we
don't know exactly where they went.

It's not engaged in kind of the semantics of
whether it is included in the gross incone nunber or not.
It's a different exercise. Fair question. | mean, because
| get the point. But it's really not concerned with the
conput ati on of gross or net incone that is set forth in the
statutes and the regs.

If you look at it on the other side, there are
very, very precise definitions of what is gross incone,
what is net incone, and then you get into the regs and
there's all sorts of definitional provisions that deal with

apportionnent, separate net inconme, conbined separate net
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incone, et cetera, et cetera. But they really are dealing
with kind of -- you know, with the proper |evel of
extraction, if you wll.

You're looking at it fromdifferent | enses. They
are different concepts. But | appreciate that they're
perilously close to kind of saying the sane thing. But
because the goal of the statute in 24425 is different
financial accounting, nore so than the apportionnent rules,
they really go to different things. So if that's
responsive. They're just different.

ALJ GAST: kay. Thank you. I'mgoing to turn it
over to ny panel nenbers, if they have any questions.

Judge Akin?

ALJ AKIN. Yes. Can you hear ne?

MR, BRANNAN:  Yes.

AL AKIN. Am | com ng through? Gkay. | did have
a question for you on the second issue, so the interest
expense issue. And if we were going to | ook at doing sone
sort of allocation under Zenith, you know, | understand
that the -- | think there's no dispute -- I'l|l wait for
FTB' s presentations before, you know, deciding this.

MR, BRANNAN:  Um hum

ALJ AKIN. But | think there's no dispute that the
i nterest expense was incurred to acquire Spreckels. And,

you know, | do see that Spreckels generates taxable incone,
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you know, and then also had the benefit of, you know, the
increased allotnments that increased the nontaxable incone
for Sout hern Beet.

So if we were going to do sonme sort of allocation,
what would that allocation nethod be | guess?

MR. BRANNAN. The cases actually conme up with sone
slightly different answers to that question. | think
traditionally it would be gross inconme. W could suggest
any nunber of, you know, factors -- not to msuse that term
in this context -- but, you know, revenue. Relative
revenues m ght make sense. You know, gross incone, net
i ncomne.

What's a little awkward about this business,
candidly, is a comodity business |ike sugar, sonetines
t hey make noney and sonetines they don't. You know, the
years that are front of us, we nmade sone noney. But it
woul d be nice if there was a suggested formula to have
sonet hing that m ght be enslated fromthe | ongward
vi ci ssitudes of the market, sorry, but -- right? 1| nean --
and revenue probably is a better neasure at that point.

But | -- sonething like that, something that woul d be an
appl es-to-appl es conpari son as between a cooperative and
a -- you know, Spreckels or the for-profit side of the
busi ness. That's what we woul d suggest.

ALJ AKIN. OCkay. Thank you. And just a note
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t hat, Franchi se Tax Board, | do plan on asking you simlar
guestions if you don't cover it in your presentation. |
don't want you to think that |I'mnot going to give you an
opportunity to be al so respond, but | did want to hear
probably your presentation first.

ALJ GAST: Ckay. Judge Lam do you have any
guestions?

ALJ LAM | do not have any questions for now.

ALJ GAST: Ckay. Wy don't we turn it over to the
Franchi se Tax Board for your presentation. You wll have
30 mnutes as well. Please begin whenever you're ready.

MR, EPCLI TE: Thank you. Good afternoon. M/ nane
is -- ny nane is Anthony Epolite, along with Irina
| skander. W represent the Franchise Tax Board in this
matt er.

Today' s appeal involves a California taxpayer that
Is a conbined group consisting of a M nnesota cooperative
and California for-profit corporation, a noncooperative.
Beet Sugar operates as a cooperative for the benefit of its
nmenbers who are M nnesota farners with the cooperative's
primary purpose being cost reduction for its co-op nenbers.
A cooperative, therefore, does not seek to generate
busi ness profits and, for that reason, is treated very
differently under federal and California law from a

C corporation engaged in a for-profit business.
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Under California law, all incone produced for the
benefit of co-op nenbers is not included in the neasure of
tax. For California tax purposes, the nmeasure of tax is
cal cul ated by addi ng apportionabl e busi ness i ncone and
California allocabl e nonbusi ness incone. As such, a
cooperative is different fromtypical C corporation. And
t he deduction all owed by Revenue and Taxati on Code
Section 24404 is a neans of excluding otherw se taxable
i ncone fromthe tax base of the cooperative.

This is the distinct characteristic of
cooperatives and is at the heart of this appeal. Thus
incone is elimnated fromthe tax base of the cooperative.
Thus because incone is elimnated fromthe tax base of the
cooperative, it is appropriate to adjust the apportionnent
factors to renove the property, payroll, and sal es which
produce the incone that was elimnated fromthe tax base.
This is the context of this appeal and what nmakes this
appeal different, a cooperative and a noncooperative in the
sane unitary group

The cooperative's only for-profit inconme was
di vidend, interest, royalty, and other inconme for which
factor representation is appropriate and which the FTB has
allowed. As for Spreckels, this is a California
corporation, and nost of its activity was in California

during each of these years. Wen a business operates in
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interstate commerce, it determnes its California state
incone tax liability first by determning its apportionable
busi ness inconme. The business then cal cul ates the
appropriate apportionnent fornula to deternm ne how nmuch of
t hat busi ness incone is apportioned to California.

W will begin our presentation follow ng this sane
process. W will first discuss interest and depreciation
expense as those issues relate to the determ nati on of what
I s apportionabl e business incone, and then we will address
the primary issue in this case: Wether it is appropriate
to provide factor representation for the property, payroll,
and sales factors of the cooperative when incone fromthe
cooperative is not included in the tax base.

Regardi ng Appellant's clained interest expense,
Revenue and Taxati on Code Section 24425 disal |l ows
deductions allocable to one or nore classes of incone not
included in the neasure of the tax. Under Great Wstern
Fi nanci al, Section 24425 applies whenever incone is
elimnated fromthe neasure of the tax under any authority
or for any purpose to prevent a taxpayer fromreceiving a
doubl e benefit in deducting expenses incurred in the
producti on of nontaxabl e i ncone.

I n 2005, the cooperative acquired Spreckels,

i ncurring substantial debt for that acquisition. The

cooperative acquired Spreckels to obtain the unused sugar
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al l ocations that Spreckels possessed. Sugar is a regul ated
commodity, and sugar allocations -- excuse ne. The
cooperative acquired Spreckels to obtain the unused sugar

al l ocations that Spreckels possessed. Sugar is a regul ated
commodi ty, and sugar producers are limted in the anount
that can be sold on the open market. Prior to 2005, the
cooperative's allocations were fully maxim zed while
Spreckel s were not.

According to the federal agricultural code, sugar
producers could utilize the unused all ocations from anot her
producer if the other producer was acquired. Primarily,
all of the cooperative's activities related to the
production of sugar which is sold on the open nmarket.
Accordi ngly, Spreckels was an attractive acquisition for
t he cooperative as acquiring Spreckels gave the cooperative
the ability to sell additional sugar on the open market.

As such, the interest expense incurred by the cooperative
to acquire Spreckels is properly attributed to the
activities of the cooperative to sell nore sugar and make a
profit for its nmenbers. This increased the anmount of the
cooperative's profit, all of which is renoved fromthe tax
base by Section 24404.

Appel Il ant has admitted that the purchase of
Spreckels was for the direct benefit of the cooperative.

This was the dom nant purpose of the acquisition under the
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Zenith appeal. Because the cooperative's incone is
deducted pursuant to the operation of Revenue and Taxati on
Code Sections 24401 and 24404 and not included in the tax
base, the interest expense is attributable to the deducted
i ncone. Necessarily, the purchase of Spreckels was to

i ncrease the market allocation of the cooperative |eading
to an increase in the cooperative's net inconme, which was
not included in the neasure of the tax.

Section 24425 deni es a deduction of any anount
ot herwi se all owabl e as a deduction if it is allocable to
i ncone not included in the neasure of tax. Here the
nmenbers' incone relates to the processing and selling of
sugar on the open market and was not included in the tax
base. It therefore follows that the interest expense
directly related to the nenbers' incone would be
nondeducti bl e. Mreover, to provide Appellant with a
deduction for interest expense in this instance would
result in a double benefit.

Regar di ng Appel l ant's cl ai ned depreci ation
expense, Section 24425 is also applicable. Al of the
cooperative's depreciabl e assets were used in the business
activity of the cooperative to generate nenber inconme which
was elimnated fromthe tax base. At audit Appellant
confirmed that its manufacturing assets were used

exclusively at its Mnnesota facility for the production of
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sugar and vari ous byproducts.

Consi stent with our discussion of interest
expense, Section 24425 is operative whenever an expense is
directly attributable to incone elimnated fromthe tax
base. The depreciation expense at issue is directly
related to income of the cooperative, and that inconme was
elimnated fromthe tax base. Therefore, as with the
i nterest expense, this depreciation expense would al so be
nondeductible. As you can see, the nature of the
cooperative's activities is critical in determ ning whether
items of inconme and itens of deduction are included in the
t ax base.

We now turn to our determ nation of the
appropriate apportionnment formula to deci de how nuch of the
t axpayer's business incone is apportioned to California and
included in the California tax base.

This appeal is rooted in Revenue and Taxati on Code
Section 24404, which provides a deduction for patronage
di vidends. After net incone as defined by state | aw has
been conputed, UDH TPA determ nes what portion of that net
i ncome i s business incone subject to apportionnment and what
portion is allocable to a specific state or states as
nonbusi ness i ncone.

Once busi ness inconme has been determ ned, UDI TPA

apportions it using only those factors that represent the
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activities that gave rise to the incone that is being
apportioned. Put another way, only the conponents of
property, payroll, and sales that produced the business
i ncome subject to apportionnment are properly included in
t he apportionnent fornmula. Property, payroll, and sal es
related to activities that did not give rise to business
i ncome subject to apportionnment are not included in the
apportionnent fornmula.

Under California law, all incone produced for the
benefit of co-op nenbers is not included in the neasure of
tax. For California purposes, the neasure of tax is
cal cul ated by addi ng apporti onabl e busi ness i ncone and
California allocabl e nonbusi ness incone. Thus because the
cooperative's incone is not included in the tax base, it is
al so not included in the apportionabl e business incone of
t he conmbi ned group. For this reason, the apportionnent
formula cal cul ated to apportion the group's busi ness incone
shoul d al so not include the cooperative's receipts.

Mat chi ng i ncone to factor representation is not a
new position by the FTB. In fact, this |ogical approach
has been utilized by the FTB and taxpayers for over
16 years. |In 2006, the FTB issued Legal Ruling 2006-01,
which clearly explains why factors should include gross
receipts fromonly those activities which generate taxable

incone. While legal rulings issued are not equivalent to a
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statute or a regulation, the California Legislature has
agreed with the underlying principle of Legal Ruling
2006-01 by extending the legal rulings expressly in
underlying principle of legal ruling -- the California
Legi sl ature has agreed with the underlying principle of
Legal Ruling 2006-01.

In 2015 the Legislature expressly endorsed Legal
Rul i ng 2006-01 by extending the legal ruling s application
to apportionnent factors attributable to the incone of
qualified health care service plans excluded by Revenue and
Taxation Code Section 24330. Section 1 of the related Act
states, "It is the intent of the Legislature that Franchise
Tax Board Legal Ruling 2006-01 (April 28, 2006) regarding
the treatnent of apportionnent factors attributable to
i ncome exenpt fromincone tax shall apply to apporti onnent
factors attributable to the inconme of qualified health care
servi ce plans excluded by Section 24330 of the Revenue and
Taxation Code as added by Section 4 of this Act."

By applying the FTB's position, the California
Legi sl ature rei nforces Respondent's position presented
today that it is not appropriate to provide factor
representation for activities that do not generate taxable
i ncone.

I n conclusion, for the many reasons di scussed

t oday, the OTA nust deny the interest expense and
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depreci ati on deductions as well as reject Appellant's
argunent that it is -- that its apportionnent factors
shoul d include activities that did not contribute to the
cal cul ati on of apportionabl e business incone. Thank you.

ALJ GAST: Thank you. GCkay. Wth that |'m going
to turn it over to ny panel nenbers to see if they have any
guestions. |'ll start with Judge Akin.

ALJ AKIN. Thank you. | did want to give you the
sane opportunity to answer a simlar question that | posed
to Appellant. First, you know, | would |like to ask whet her
there's any question or dispute that the interest expense
at issue was used to acquire Spreckels.

MR EPCLITE: Well, yes, it was used to acquire
Spreckel s, but for the benefit of the co-op nenbers. So
there was dom nant purpose to that acquisition so there
woul d be no purpose for the use of an allocation formula
and the application of a fornula because there was a
dom nant purpose. So there would be no reason to apply
that formula in the Zenith appeal.

ALJ AKIN. Ckay. Thank you. That actually
answered ny next question as well, which was going to be,
you know, FTB's position on why an allocation |ike what was
done in Zenith would not be appropriate here.

I f 1" munderstanding you correctly, FTB' s position

is it's not applicable here because there was a dom nant
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pur pose and FTB's position is that that dom nant purpose
was to benefit the cooperative nenbers by that increased
al | ot ment.

MR. EPOLITE: That's correct.

ALJ AKIN. Ckay. Thank you.

M5. | SKANDER: If | nay add to that?

ALJ AKI N  Yes.

M5. | SKANDER: | think the understanding -- we
understand that the dom nant purpose was in order to
i ncrease inconme that is excluded from apporti onabl e
busi ness incone. Just what we said, right? O course, if
facts cone up that there is sone portion of incone that the
debt generated that was included in apportionabl e business
i ncome -- which we don't have. W don't have those facts.
So far the only facts that Appellants told us is that Hayes
Packos (phonetic) is a profitable business. But the debt
was not acquired in order to support Spreckels' business.
That incone that Spreckels generated woul d have been
generated with or w thout the debt.

So if Appellant have showed us or can show us
t hat, indeed, some of the debt was also incurred in order
to increase Spreckels' incone, for exanple if sonehow
Spreckel s al so got a greater allotnent and could have sold
nore sugar because of sone M nnesota allotnents in

California for exanple, then it would be reasonable to
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al l ocate the expense anong activities that produce incone
that is included in apportionabl e business inconme and that
i s excluded fromthe apportionabl e business incone.

ALJ AKIN:. Understood. Ckay. Thank you. That
does answer ny question on the interest issue. Thank you.

ALJ GAST: Ckay. |I'mgoing to turn it over to
Judge Lam for questions.

AL LAM Yeah. | have -- hello? Sorry.

| have a question for Appellant. Wat would you
say is the dom nant purpose in nmaking the acquisition to
acqui re Spreckel s?

MR. BRANNAN: | would say that the dom nant
pur pose, as evidenced by the direct tracing, is the use of
the funds. And we used the funds to acquire a for-profit
busi ness. So --

ALJ LAM  And --

MR. BRANNAN. Go ahead, please. [|'msorry.

AL LAM  And for that for-profit, did it produce
any taxable incone?

MR. BRANNAN:. Spreckels did, yes, for the unitary
busi ness. Spreckel s produced for these four years taxable
i nconme ranging from-- | have it here, but it's sonewhere
like 4 all the way up to like $29 and a half mllion for
the | ast year under consideration.

(Court reporter interrupts)
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MR. BRANNAN: $29 and a half mllion in the | ast
year under consideration. So Spreckels generated incone
subject to tax. | nean, the -- the irony here is that what
we're here to discuss is howto tax the incone attributable
to Spreckels. And, | nean, that's -- kind of speaks for
itself | think.

AL LAM  True.

FTB, would you want to -- do you have any
gquestions or did you -- | sawlike a --
MR, EPCLITE: | was just going to further chinme in

regardi ng your question, to read fromthe financing
docunent --

ALJ LAM  Ckay.

MR EPCLITE: -- regarding the notivation for --

ALJ LAM Ch, yes. Please go ahead.

MR, EPCLITE: "Transaction summary: |n order to
obtain additional marketing allocation, enhance the overall
profitability of the conpany, SMBSC is purchasing | nperi al
Sugar Conpany's California beet operations known as Holly
Sugar Corporation for $15 mllion plus the value of the
tangi bl e working capital at closing. The Holly operations
i ncl ude sugar beet plants in Braw ey; in Mendot a,
California; a distribution center in Tracy; sugar facility
in Ham lton G ty; and seed operation known as Holly

Hybrids. SMBSC plans to rationalize production or possibly
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cl ose the Mendota plant transferring its marketing
all ocation of approximately 2.7 mllion CMs for benefit of
t he"

(Court reporter interrupts)

MR EPCLI TE: Sure.

-- "the Renville Mnnesota plant. SMBSC plans to
operate the nore profitable Braw ey plant just as it is.
However, if the local growers or another conpany offer an
attractive price, managenent will be a wlling seller."

So as nuch as the plan to continue to operate that
Brawl ey plant, they woul d have been willing to have sold
that California plant. So the prinmary purpose was for the
mar ket al | ocati on.

ALJ LAM Thank you for that.

| do not have any further questions.

ALJ GAST: | have a quick -- a few questions.

Nunmber one, that financing docunent you're
referring to, that's not in the record.

MR EPOLITE: No, it's not.

ALJ GAST: That was never provided. So | think
the panel will consider those statenents as argunent and
not evidence. So that's one point of clarification on
t hat .

Nunber two, going back to Legal Ruling 2006-01

that you were tal king about that you said the California
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Legi sl ature endorsed in 2015, do you have the Bill for
t hat? Because that --

MR EPQOLI TE: Yes.

AL GAST: | think it's Senate Bill 2, Mdi-Cal
Is that correct?

MR. EPOLITE: Yes. It was during extraordinary
session in 2016.

ALJ GAST: Ckay. And specifically, you're
referring to, when you were reading it, Section 1 talking
about it's the intent of the Legislature that the Franchise
Tax Board Legal Ruling 2006-01 regarding the treatnent of
apportionable factors, its one sentence, is that what you
were referring to?

M5. | SKANDER: Yes. It is Section 1 that you just
read.

ALJ GAST: Ckay. It doesn't refer to the Lega
Rul i ng anywhere el se; correct?

M5. | SKANDER: | don't think so.

ALJ GAST: Okay.

M5. | SKANDER: That's the only way.

ALJ GAST: Ckay. GCkay. | don't think |I have
anynore questions at this time. |I'mgoing to turn it over
to M. Brannan for rebuttal. You have 20 m nutes.

MR. BRANNAN:. Thank you.

| guess a couple of points, and I'mtrying to
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order themin nmy head before |I speak. | think we'll start
with the factor questions. That's the first one that we
rai sed.

The reference to qualified health care service
providers, the Bill, |I haven't seen that. That's okay. It
seens very clear to ne that it's speaking directly to
exenpt incone. W don't have exenpt inconme here. |In fact,
exenpt incone has its own statute that we've already
referenced. It's -- 23038 specifically excludes exenpt
entities, for exanple, fromthe conbined report.

W don't -- we don't have any specific |aws that
say we're not going to give factor representation to
deducti bl e i nconme under 24404 or any of those speci al
deduction provisions. So |I would characterize that as kind
of a last gas. W don't have an issue with the treatnent
of exenpt incone or excludable incone, which is, by
statute, specifically carved out fromgross incone
under 24301.

That's our whole point. There are statutes and
regul ations in place that govern the outcone of this case.
The best the FTB's conme to argue with is, well, it's kind
of like exenpt, it's kind of |ike excluded, it's kind of
| i ke nonbusiness, it's kind of |ike sonmething. W just
know t hat we don't want factors.

They really have provided zero, and | nean zero,
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authority to support it except for a presentation on
unitary theory, which, by the way, ignores the fundanental
prem se for unitary theory, which is that all aspects of

t he business contribute equally to each of the dollar
generated and subject to tax. They don't |ike that part.

So that's why we're sticking with the |aw and we hope that

you do as well in connection with that first issue.

So we'll talk alittle bit nore about the proper
all ocation of the interest expense. | guess | had assuned,
and | think it's still true but always good to tal k about

these things, that there is no issue that we used the | oan
proceeds to acquire Spreckels. | hope that's not an issue.
If it is, it would be news to ne.

Yes, one of the purposes of acquiring Spreckels
was to get the increased allotnent in the market. W're
not running fromthat. W're not ignoring that. It is an
adm ssion. It's in the record. That is true. But you
can't take all of the acquisition and ignore the
freestandi ng busi ness that generates taxable incone.
That's just not a reasonable outcone. It's not a
reasonabl e al | ocati on under the regul ation.

And the obvious point, and | think this is why
it's always good to have your client wth you here at
table, is we didn't use all of the allotnment attributable

to Spreckels, you know, for the benefit of the cooperative.
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We only used a portion of it. So it did, indeed, expand
what the cooperative was able to put in the market, but we
didn't use 100 percent of it. W used -- it varied from
year to year, and it would be 30 or 40 percent or whatever.
But so sone of that allotnment is still being used for
Spreckels, their for-profit operations to sell into the

mar ket pl ace.

So agai n, we have another reason why it's not a
reasonabl e result to assune that the only benefit of the
allocation -- or excuse ne -- of the acquisition enured or
accrued to the cooperative business. That's just not what
happened. So |I'm not denying the statenent that one of the
reasons that we acquired themwas for that additiona
allotnment and that the cooperative business sitting in
M nnesot a t ook advantage of that, but it doesn't nean that
everything ought to be allocated that way. It's not a
reasonabl e result under the reg.

So alittle bit on -- I"ll be brief. Alittle bit
on the, you know, the usage of the noney. The Zenith case
says evi dence of dom nant purpose can be shown through

direct tracing and use of the funds. W used the funds to

acquire Spreckels. Taxable operations. | think that's
easy.

We cone here today -- and you can hear it in the
original presentation -- we, by virtue of the position
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relying on the statutes and the regs, we do not want to be
an unreasonable party here. W do not want to take an
extrenme position. | can put together the argunents that |
used it to buy Spreckels and, therefore, it should all

be -- any interest expense should be attributed or

al l ocable to those for-profit operations. But | want to

t ake an honest | ook at the facts and conme up with a
reasonabl e answer, and that's why I'm you know, very
clearly suggesting here sone sort of allocation that nakes
sense. Because | think that's consistent with the rule.
It's consistent wwth the purpose of the statute. And it
makes sense for everybody. W' ve suggested that to the FTB
as -- at the early parts of the audit, and it has never --
t hey' ve never been receptive to it, and that forces us to
take a little nore an extrene position.

So | think the right answer at the end of the day
is some sort of allocation. But | think our answer, if
you're going to go all or nothing, | think our answer is
still far better than the FTB s because of the direct
traci ng | anguage that's in the Zenith case.

| think that's it. Certainly, if there are any
guesti ons, happy to respond.

ALJ GAST: Thank you. [I'mgoing to turn it over
to my panel to see if they have any final questions. ']l

start wth Judge AKin.
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ALJ AKIN. | don't think I have any additional
guestions. | do want to thank both parties for their
presentations today.

ALJ GAST: And Judge Lan?

ALJ LAM | do not have any further questions.
Thank you.

ALJ GAST: |, as well, do not have any further
guestions. | think both parties did a great job presenting

today. Wth that I'"'mgoing to ask the parties if there's
anything else they'd like to tell us before I close the
record. Any comments?

MR, BRANNAN. If | may just consult for just a
second to nmake sure |I'mnot mssing anything? M client is
actually nore inportant than |I am

ALJ GAST: kay.

MR. BRANNAN: Thank you very nmuch. It's alittle
harder to do that when everything is so visible. So thank
you for the tine.

ALJ GAST: So, M. Brannan, there's nothing else?

MR. BRANNAN: That's correct.

ALJ GAST: Okay.

MR. BRANNAN: My apol ogi es. Not hi ng el se.

ALJ GAST: kay. And Franchi se Tax Board?

MR, EPCLITE: W're good. Thank you.

ALJ GAST: Ckay. Thank you.
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Okay. Wth that this concludes the hearing. And
| want to thank the parties, like | said, for their
present ati ons.

This appeal will be decided based on the argunents
and evi dence presented. Qur witten opinion will be issued
no | ater than 100 days fromtoday. This case is
submtted. The record is closed. And this concludes the
hearing for today. And | believe we will start again
tonorrow at 9:30 a.m Thank you

(Concl usion of the proceedings at 2:16 p.m)

---000- - -
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          1      Sacramento, California; Tuesday, January 24, 2023



          2                           1:03 p.m.



          3   



          4   



          5           ALJ GAST:  This is Appeal of Southern Minnesota



          6   Beet Sugar Cooperative, OTA Case No. 19034447.  Today's



          7   Tuesday, January 24th, 2023, and the time is approximately



          8   1:03 p.m.  My name is Kenny Gast.  I'm the lead



          9   administrative law judge.  And with me today are Judges



         10   Cheryl Akin and Eddy Lam.



         11           At this point I'm going to ask the parties to



         12   please identify yourself by stating your first and last



         13   name for the record, beginning with Appellant.



         14           MR. BRANNAN:  My name is Derick Brannan.  I'm with



         15   PricewaterhouseCoopers.



         16           MS. EAKES:  Erin Eakes, PricewaterhouseCoopers.



         17           ALJ GAST:  May I ask you please speak in the



         18   microphone.  Thank you.



         19           MR. O'CONNELL:  Ian O'Connell with Southern



         20   Minnesota Beet Sugar Cooperative.



         21           ALJ GAST:  And for the Franchise Tax Board?



         22           MR. BRANNAN:  Anthony Epolite with the Franchise



         23   Tax Board.



         24           MS. ISKANDER:  Irina Iskander, Franchise Tax



         25   Board.
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          1           ALJ GAST:  Thank you.



          2           Okay.  I'm going to restate the issues, the three



          3   issues that we have for this appeal.  Sorry, they're a



          4   little bit lengthy.



          5           The first issue is whether Appellant properly



          6   included in the combined reporting groups California



          7   apportionment percentage, its property payroll and sales



          8   related to business activities that permitted it to deduct



          9   certain farmer's cooperative income under Revenue and



         10   Taxation Code Section 24404.



         11           The second issue is whether Appellant may deduct



         12   interest expense incurred to acquire Spreckels Sugars



         13   Company, a unitary entity, against its taxable nonmember



         14   income.



         15           And the third issue is whether Appellant may



         16   deduct appreciation expense incurred from assets used to



         17   produce deductible income under Revenue and Taxation Code



         18   Section 24404 against its taxable nonmember income.



         19           Now, to go over the exhibits, with respect to the



         20   evidentiary record, Appellant has provided Exhibits 1



         21   through 5.  And FTB did not object to the admissibility of



         22   these exhibits; therefore, these exhibits are entered into



         23   the record.



         24           (Appellant's Exhibit Nos. 1 through 5 were



         25   admitted into evidence.)
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          1           ALJ GAST:  And FTB provided Exhibits A through D.



          2   Appellant has not objected to the admissibility of these



          3   exhibits; therefore, these exhibits are entered into the



          4   record.



          5           (FTB's Exhibits A through D were admitted into



          6   evidence.)



          7           ALJ GAST:  All right.  With that we can now go to



          8   the parties' presentations, and I'll start with Appellant.



          9   You will have 30 minutes.  If you need a little bit more



         10   time, you can use that; or if you'd feel free not to use



         11   the full 30 minutes, it's up to you.  I have not, I'm just



         12   throwing it out there.



         13           MR. BRANNAN:  Fair enough.



         14           ALJ GAST:  Thank you.



         15           MR. BRANNAN:  Good afternoon, everybody, Judge



         16   Gast --



         17                 (Court reporter interrupts)



         18           MR. BRANNAN:  I will do my best.  I move around a



         19   lot.  Yes.  How's that?  Is that better?  Okay.



         20           ALJ GAST:  Mr. Brannan, it bends.  Yeah.



         21           MR. BRANNAN:  Yes.



         22           ALJ GAST:  There you go.



         23           MR. BRANNAN:  We'll do that.  It's going to be



         24   hard because I need to look at my notes, otherwise it will



         25   be even less organized than normal.  So thank you very
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          1   much.  Good afternoon, everybody, Judge Gast, Judge Akin,



          2   and Judge Lam, for your time this afternoon.  And also my



          3   apologies.  I did send in some I call them visual aids to



          4   help kind of guide my presentation.  They look like this.



          5   I didn't get them in until yesterday, but I just want to



          6   make sure you all have them before I start because I will



          7   reference them throughout the presentation.



          8           Okay.  So to begin with, this case is about, you



          9   know, from our perspective, it's about holding the FTB



         10   accountable to the law.  As you'll see, our case rests on



         11   what's in the statutes and what's in the regulations and



         12   not some contrived theory about what the FTB wants the



         13   answer to be.  We want the FTB to follow the statutes



         14   passed by the Legislature as well as the FTB's own



         15   regulations.



         16           Rather than follow the law, what the FTB does is



         17   advocate a the solution of convenience -- for them, not for



         18   the taxpayer -- and reliance on outdated case authorities



         19   and inconsistent agency positions which lack any persuasive



         20   legal support.



         21           So I've realized that the issues may have been a



         22   little shorthand manner on Slide 2.  And really, the



         23   determination of income and factors for a unitary business



         24   is the issue that we're going to spend most of our time on



         25   today.  In addition to the allocation of interest expense
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          1   and the treatment of depreciation expense for a



          2   cooperative, I think it's also important to note what's not



          3   at issue today.  I may be stating the obvious, but these



          4   points play a role in how, you know, we suggest that the



          5   matter should be resolved today.



          6           First of all, there's no questions as to



          7   Appellants SMBSC or Southern Minnesota Beet Sugar



          8   Cooperatives's qualifications as a cooperative under



          9   California law.  Second, there is no issue.  The FTB's



         10   already determined that Spreckels -- we'll refer to



         11   sometimes as the for-profit operation in California -- and



         12   SMBSC are part of the same unitary business.  And it's that



         13   unitary determination that carries with it a certain, you



         14   know, conclusion that we are advocating as part of this



         15   appeal.  And honestly, it's that unitary determination that



         16   the FTB really seeks to reject by carving out or rejecting



         17   use of the factors that are attributable to the



         18   cooperative's operations.



         19           So just a brief factual overview.  SMBSC is a --



         20   it's a Minnesota cooperative cooperation headquartered in



         21   Renville, Minnesota.  SMBSC manufactures products derived



         22   from sugar beets, including such things as refined sugar,



         23   liquid sugar, pulp pellets, and molasses.  SMBSC only



         24   processes the sugar beets.  Every member shareholder of



         25   that cooperative is actually a sugar beet grower.  So you
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          1   have the members that grow it and then you have the



          2   cooperative that processes.



          3           The majority of SMBSC's income is considered



          4   income for or on behalf of its members, also known as



          5   patronage income, and it is allocable or deductible under



          6   24404, you know, as part of the cooperative deduction rules



          7   in California.



          8           In 2005, SMBSC acquired Spreckels.  Spreckels'



          9   primary operations are in Brawley, California, Southern



         10   California.  And like SMBSC, Spreckels is in the business



         11   of refining sugar, pulp, and molasses from sugar beets.



         12   Spreckels obtains 100 percent of its raw materials from



         13   local growers in California.  In contrast to SMBSC, none of



         14   the Spreckels Sugar Company's income is patronage income.



         15   SMBSC generally funded the Spreckels acquisition with



         16   third-party debt, and the allocation of the interest from



         17   that debt is one of the issues in this case.



         18           In addition to generating additional income of



         19   anywhere from five to $30 million a year for the years



         20   under consideration, the Spreckels acquisition enabled



         21   SMBSC to obtain additional sugar production allotments from



         22   the federal regulatory authorities.  That -- those



         23   distribution rights actually were estimated to provide up



         24   to $9 million worth of benefit to the cooperative.  As



         25   determined by Respondent, SMBSC and Spreckels are part of
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          1   the same unitary business.



          2           So focusing on the first issue, in spite of the



          3   FTB determination that there's a unitary business here,



          4   what the FTB wants to do without citation to any meaningful



          5   legal support is to exclude the factors attributable to the



          6   cooperative operations in Minnesota.  And you can



          7   appreciate, you know, from the review of the briefs that



          8   including those procedures reduces the apportionment



          9   percentage in California, whereas excluding the procedures,



         10   as the FTB would want to do in this case, increases the



         11   apportionment percentage in California and obviously



         12   increases the income subject to tax.



         13           The problem for the FTB, regardless of the theory



         14   that they want to put forward today, is that they don't



         15   have any legal support in their own statutes or



         16   regulations.  But the key starting point is really at



         17   Slide 4 and it's the unitary method.  That unitary



         18   determination carries with it certain consequences that the



         19   FTB seeks to ignore.



         20           And there's a little quote here.  It's from Chase



         21   Brass.  There's any number of cases that basically hold the



         22   same thing with regard to the unitary method.  "Unitary



         23   income is derived from the functioning of the business as a



         24   whole, to which the activities in the various states



         25   contribute; and by reason of such interrelated activities
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          1   and the integrated overall enterprise, the business done



          2   within the state is not truly separate and distinct from



          3   the business done without the state."  Well, why don't we



          4   start with that because it's really the background and the



          5   premise for everything that is supposed to go forward once



          6   we have that unitary determination.



          7           The way that California sets up the determination



          8   of income and determination of the apportionment factors



          9   for a unitary business is set forth in its code, in the



         10   statutes, and in the regulations.  The best description,



         11   also ironically cited by the FTB in this case, is from



         12   William Pearce, who's one of the drafters of the original



         13   version of UDITPA, and that's also cited on Slide 4.



         14           As described, the Uniform Act assumes that the



         15   existing state legislation has defined the base of the tax



         16   and that the only remaining problem is the amount of the



         17   base that should be assigned to the particular taxing



         18   jurisdiction.  Thus UDITPA does not deal with the problem



         19   of ascertaining the items used in computing income or the



         20   allowable items that expense.



         21           So what's going on here?  Mr. Pearce and the Code



         22   are setting up a two-step process.  First, we establish the



         23   income.  Second, under UDITPA we establish how that income



         24   is to be apportioned.  There's a sequence to it, and it's



         25   established by the combined report regulations.
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          1           Also on Slide 5, what you see is consistent with



          2   Mr. Pearce's comment, consistent with the theory -- excuse



          3   me, total separate net income is the total net income from



          4   all sources of a member of a combined reporting group from



          5   its separate books of account as determined under the



          6   Revenue and Taxation Code -- emphasized in bold face --



          7   before allocation and apportionment.  So again, there's a



          8   two-step process.  By design and by law, we first determine



          9   the income and then determine the manner in which the



         10   income shall be apportioned.



         11           I appreciate that some of the references to the



         12   details of the statutes and the regs might be a bit



         13   tedious, but there's a point to this.  The point to this is



         14   there is law in place that governs the outcome.  And we



         15   want to follow the law.  We want to follow the statutes.



         16   We want to follow UDITPA as far as the conclusion in this



         17   case.  So we're going to walk through it because we think



         18   it's important and it's how this case ought to be resolved.



         19           So looking at Slide 6.  Referring to the statutes



         20   and the laws applicable to the case, Slide 6.  The first



         21   entry:  Combined reporting in general.  Each taxpayer whose



         22   income and apportionment factor data are permitted or



         23   required to be included in a combined report shall --



         24   mandatory language there -- shall report income in the



         25   manner provided by this regulation and, to the extent
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          1   applicable, other regulations adopted under



          2   Section 25106.5.  Specifically, the combined report



          3   regulations.  The key here is that neither the taxpayer nor



          4   the agency in this case has discretion about how they move



          5   forward under these rules.



          6           Also on Slide 6, net income means the gross income



          7   computed under Chapter 6 less the deductions allowed under



          8   this Article and Article 2, Article 2 commencing with



          9   Section 24401.  The determination of net income for a



         10   cooperative is really no different from any other



         11   corporation such that net income equals gross income less



         12   allowed deductions.



         13           On Slide 7, you see the key -- the relevant



         14   language.  "Associations organized in whole or in part on a



         15   cooperative basis" -- like Southern Minnesota Beet Sugar



         16   Cooperative -- "shall be allowed deductions in computing



         17   taxable income for all member resulting from or arising out



         18   of activities for or with their members."  It's a pretty



         19   straightforward statute.



         20           Importantly for this case potentially is what's in



         21   the FTB's own regulation.  "Cooperative associations are



         22   not exempt from tax under this part but are permitted a



         23   deduction."  And the words matter here.  This is, in fact,



         24   a legal proceeding.  The words of the statutes, the words



         25   of the regulations matter.  There is a difference between
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          1   an exempt entity or exempt income and what is deductible



          2   income in this case that we're talking about under 24404.



          3           So now we pause.  In accordance with the



          4   applicable statutes and regulations, we have determined the



          5   income.  This is what taxpayer did in this case.  Followed



          6   the rules, determined their income.  They deducted



          7   patronage dividends or income that was allocable to its



          8   members in SMBSC consistent with the rules.  I don't



          9   believe there's any debate about whether that was proper or



         10   not.



         11           So now what we have is we have the separate net



         12   income for Spreckels and we have the separate net income



         13   number for SMBSC.  And we combine them, and that becomes



         14   the income base subject to apportionment.  It's all in the



         15   rules.  There's a recipe here.  This is very



         16   straightforward.



         17           Once we have the net income for that unitary



         18   business, the income must be allocated or apportioned in



         19   accordance with UDITPA as adopted by the California State



         20   Legislature.  Neither the taxpayer nor the State has much



         21   choice in how this is done.  The rules give us the answer.



         22   There's a recurring theme here.  And again, there's a



         23   reason for this.  We're relying on the book.  We're relying



         24   on the code book.



         25           So turning to Slide 8.  Taxpayers earning income
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          1   derived from or attributable sources both within and



          2   without the state shall determine California tax in



          3   accordance with UDITPA as codified beginning with



          4   California Revenue and Taxation Code Section 25120.  The



          5   first step under UDITPA is to separate income into either



          6   business income or nonbusiness income.  Once you've done



          7   that, nonbusiness income is allocable to the commercial



          8   domicile of the company.  There is no nonbusiness income,



          9   but it's convenient as a reference point.



         10           Business income is what's subject to apportion in



         11   accordance with the factors.  Business income means income



         12   arising from transactions and activity in the regular



         13   course of the taxpayer's trade or business.  In this



         14   matter, both parties agree, at least I think we do, that



         15   all of the income is business income subject to



         16   apportionment.



         17           For taxable years beginning before January 1,



         18   2013, all business income shall -- there's that word again,



         19   it's directive, it's mandatory -- shall be apportioned to



         20   the state by multiplying the business income by a fraction:



         21   The numerator, which is the property factor, plus the



         22   payroll factor, plus twice the sales factor and the



         23   denominator which is four for a factor apportionment.  It's



         24   in the statute.  That's what we're applying here.



         25           Following the rules as established by the
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          1   Legislature and the FTB's own regulations, we get to a



          2   result.  That's what the answer is here today.  Based on



          3   the arguments presented by the FTB, there are no exceptions



          4   to this rule, or at least there's no authority for any



          5   exceptions to this rule.  But I haven't seen anything in



          6   the statutes or in the code that says that the FTB or a



          7   taxpayer -- and remember, these are mandatory for both



          8   sides here -- can depart from that rule.  Nonetheless,



          9   that's what the FTB wants to do.  Appellant's case is that



         10   straightforward:  Follow the rules, get to an answer,



         11   include the factors, we're done.



         12           Now, the FTB raises a couple of points.  And I'll



         13   try and get to them quickly, but the idea in their rebuttal



         14   is that for some reason because income is deductible under



         15   24404, that somehow gives the FTB an excuse not to include



         16   factors that are attributable to the cooperative



         17   operations.  Well, as we started with, the purpose of a



         18   unitary business or the recognition of a unitary business



         19   means that all aspects of that business contribute to the



         20   production of every dollar of income.  So they can't just



         21   do that.  They can't just make up an answer because they



         22   don't like it.  And that's what's going on here.  They



         23   don't have any legal support.



         24           What you see throughout the briefs is vague



         25   reference to what the code says.  Well, I've just walked
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          1   through the relevant code sections.  Happy to talk about



          2   them again.  There's a reference to Chase Brass, an age-old



          3   decision.  Conceptually, Chase Brass is probably fine.



          4   Transactions between members of the same unitary group do



          5   not give rise to economic benefit; therefore, we do not



          6   have factors attributable to that transaction.  That's



          7   fine.



          8           Problems with Chase Brass:  Those facts aren't the



          9   facts of this case, one.  Two, Chase Brass is a pre-UDITPA



         10   case.  Pre-UDITPA cases dealt with different law.  At the



         11   time the FTB had tremendous discretion.  There's a list of



         12   eight or ten different factors, including any other factors



         13   that the agency wants to use to apportion income.  That's



         14   not the law today so that case doesn't work.  Pre-UDITPA



         15   cases don't matter.  The concept may be fine on the facts



         16   of that case, but pre-UDITPA cases don't matter.



         17           If you look at -- there's a holding in the



         18   New York Football Giant's case, and it specifically says



         19   that we have to reject pre-UDITPA findings and reevaluate



         20   the case under the new law.  It's a unique case because it



         21   had the same facts under early law and then the same facts



         22   under the post-UDITPA law.  And they reach different



         23   conclusions for a good reason.  The law was different.  We



         24   have to do the same thing here.  We can't just blindly



         25   follow whatever we believe the teaching to be under Chase
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          1   Brass.



          2           Lastly, you know, most important for our position



          3   is that the holding in Chase Brass is now embedded in the



          4   intercompany transaction regulations at 25106.5-1.  So the



          5   FTB has already taken the piece of Chase Brass that they



          6   like and they put it in the regulations, and now part of



          7   the regulations don't apply to my client.  They don't apply



          8   to a cooperative.



          9           So we go to the fundamental provisions that I've



         10   just recited to you on income and apportionment factors.



         11   The FTB counsel avoids or does not reference specifically



         12   FTB Legal Ruling 2006-01.  I feel kind of obligated to



         13   present it or reference it here because it's all we heard



         14   about through the audit was how 2006-01, which is entitled



         15   "Treatment of Factors for an Exempt Organization," or



         16   something like that.  But what they do in 2006-01 is they



         17   say, well, if you're exempt and it's an exempt



         18   organization, we're not including any of that income in the



         19   apportionable income pot.  And then they say, well, because



         20   of that, we're not going to include any factors.  Well,



         21   that's fine.  There's actually a statute that supports that



         22   outcome right now.  (Telephone ringing)



         23           Wow, that's poor form, isn't it?  My apologies.



         24   So -- yeah.  Of course, I lost my spot here.



         25           According to the FTB, the exclusion is the result
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          1   of the basic function of the UDITPA formula.  And this is,



          2   again, in 2006-01, which seeks to assign net business



          3   income solely on the basis of those activities that gave



          4   rise to the income.  Again, conceptually that's fine, but



          5   we need some law to support that.  We need a statute.  We



          6   need a regulation to support that, and we don't have it and



          7   the FTB doesn't have it.



          8           The other interesting thing in 2006-01, the FTB



          9   then tosses in a footnote to the legal ruling indicating



         10   that the analysis, the same analysis, the exclusion of



         11   factors related to income that is not included in the tax



         12   base, the same analysis would apply regardless of whether



         13   the statute uses the term exempted, excluded, deducted, not



         14   recognized, et cetera.  And what you have here is a really



         15   interesting statement by the FTB.  What they're saying is,



         16   based on a theory without any legal support, they are going



         17   to exclude factors.



         18           I give them credit though.  The next sentence in



         19   the legal ruling says, "The conclusion is based upon the



         20   fact that these income amounts are related to activities



         21   excluded from net income subject to apportionment," but not



         22   the language used in the actual statute.  So I love the FTB



         23   for that because what they're telling us is, yeah, we know



         24   we're not following the statute.  Well, we can't let them



         25   do that.
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          1           Taxpayers open up their returns every year.



          2   Taxpayers try and decide how to prepare their return.  They



          3   look to the rule book to do that.  They get to an answer.



          4   And then they're subject to audit and they're hanging up.



          5   I mean, these years are ten years old.  This is crazy.  We



          6   should be able to follow the statute and the regs.



          7           What the FTB's position really comes down to is



          8   they want to say, look, this amount goes into gross income



          9   and then there's a deduction.  And once we deduct it, we're



         10   not going to treat it like income anymore.  Well, if it's



         11   exempt income, there's a statute that covers it.  If it's



         12   excludable income, there's a regulation or statute that



         13   covers it.



         14           There is a statute that covers the patronage



         15   dividends deduction as well, and it's 24404.  And there are



         16   any number of authorities that say that even though it's



         17   deductible, we still treat it as income.  And once it's



         18   treated as income, then it gets factor representation.  And



         19   that's really what this is -- you know, again, this is



         20   where we end up.



         21           If we look at the appeal of CTI Holdings, the



         22   holding is very clear.  Just because we're deducting



         23   something doesn't mean it loses its character as income.



         24   We can also look at any number of chief counsel rulings



         25   that the FTB has put out over the years.  They're cited in
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          1   the briefs.  And the idea is once it's deducted -- most of



          2   these focus on Section 24402, not 24404.  But at the end of



          3   the day, we're in the same Article 2 under "Special



          4   Deductions" and the treatment is the same.  And if somebody



          5   can suggest why they should be treated differently, I'm all



          6   ears, but really it's the same special deduction.



          7           The most telling argument to identify the flaw in



          8   the FTB's position is really a very simple one.  The FTB



          9   routinely and taxpayers routinely will have multiple



         10   entities included in a combined report.



         11                 (Court reporter interrupts)



         12           MR. BRANNAN:  My apologies.



         13           The FTB will routinely or a taxpayer will



         14   routinely include multiple entities in a combined report.



         15   What happens when one of these entities loses money or is



         16   subject to a net operating loss carryover that reduces



         17   income to zero?  That's the same situation that we're



         18   dealing with here today.  And the FTB would never be heard,



         19   nor could a taxpayer ever even think of prevailing on a



         20   case where we would take out those factors from a combined



         21   report.  Yet the FTB wants to say because that income



         22   somehow isn't subject to tax, which again is contrary to



         23   all the authority that's out there, we should exclude the



         24   factors.



         25           So I challenge the FTB to explain the legal basis
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          1   for their ruling and I challenge this panel to hold the FTB



          2   accountable to the law.  So I'll stop there.  I'd like to



          3   cover the other two issues a little more quickly than I



          4   went through the first one.  And, you know, I'm available



          5   for any questions that you may have on the first issue or I



          6   can continue.



          7           ALJ GAST:  Let me ask my panel members.



          8           Are there any questions on the first issue?  I'll



          9   start with Judge Akin.



         10           ALJ AKIN:  I'm going to hold my questions at this



         11   time.



         12           ALJ GAST:  Okay.



         13           ALJ LAM:  I don't have any questions for now.



         14           ALJ GAST:  Okay.



         15           Yeah, why don't you finish your presentation --



         16           MR. BRANNAN:  Sure.



         17           ALJ GAST:  -- and then we'll see if we have any



         18   questions.



         19           MR. BRANNAN:  Great.  Thank you.



         20           ALJ GAST:  Thank you.



         21           MR. BRANNAN:  So the next issue has to do with the



         22   allocation of interest expense incurred to acquire the



         23   for-profit business.  The issue presented is really easily



         24   stated.  It's just hard to solve, quite frankly.  And the



         25   question is how much, if any, of the interest expense
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          1   incurred to acquire Spreckels, a for-profit business, may



          2   be offset against taxable income generated by Spreckels.



          3           Taxpayer's position is that because I acquired a



          4   for-profit enterprise, it was $50 million is what we paid



          5   for it give or take, that all of the interest expense ought



          6   to be allocable to the Spreckels acquisition.  The FTB's



          7   position is, oh, wait, you've acknowledged in some of the



          8   IDR responses that the reason that you really wanted it was



          9   to get an increased allotment under the federal regulatory



         10   scheme.  In other words, basically these allotments are



         11   based on consumption predictions by the federal government.



         12   And depending on how much you're growing and how much



         13   you're processing, you can get more of these allotments



         14   that allow you to sell more on the marketplace.



         15           That's a true statement.  That is part of the



         16   rationale for acquiring Spreckels.  There's no question.



         17   And as a result, and there's a number in the briefs, you



         18   know, call it $9 million of benefit attributable to the



         19   increased allotment allowed to the cooperative based on the



         20   acquisition of Spreckels.  But it's helpful to provide --



         21   you know, we think at the end of the day that the answer to



         22   the case is going to revolve around the Zenith -- the



         23   appeal of Zenith, which talks about how to allocate and



         24   what evidentiary requirements we may have.



         25           Context for Zenith is helpful, and that's what
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          1   we've provided in Slide 9.  If you look at the statement of



          2   the law under 24425, "No deduction shall be allowed for any



          3   amount otherwise allowable as a deduction which is



          4   allocable to one or more classes of income not included in



          5   the measure of tax imposed by this part."



          6           What they're saying is pretty simple.  If income



          7   is not included in the measure of tax, then any deduction



          8   that is allowed for expenses related to that income would



          9   constitute a double deduction.  That's not what we're



         10   advocating for, but that's the reason for the rule.  And



         11   although not referenced in the slide, Regulation 25120



         12   basically says if there's a problem, let's come up with a



         13   fair method of allocation.



         14           In Zenith, the FTB argued that all interest



         15   expense should be treated as an indirect expense -- and



         16   we're talking about indirect cost versus direct cost in the



         17   accounting terminology there -- but it's an indirect



         18   expense because the nature of it is that it cannot be



         19   allocated to a specific activity.  That is kind of the



         20   definition of an indirect expense.



         21           As an indirect expense, the FTB argued that the



         22   expense should be allocated between nondeductible and



         23   deductible income in accordance with longstanding



         24   precedent.  And also on that slide, we get over into



         25   Slide 10, what you see is the precedent was a basic
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          1   allocation formula consistent with the idea that we don't



          2   know exactly how the income -- or excuse me -- the proceeds



          3   of the loan are used because cash is fungible, money is



          4   fungible, and, therefore, we're not going to presume to



          5   know how the interest expense ought to be allocated.



          6           So what they do is they come up with a method of



          7   allocation based on, say, gross income, based on revenue,



          8   some sort of equitable measure to split it up as opposed to



          9   engaging in the debate that we're about to have.  Simple



         10   methodology.



         11           But then Zenith talks about it, because this is a



         12   couple kind of evidentiary standards.  Unless a taxpayer



         13   can establish its dominant purpose in a sufficiently direct



         14   relationship between the expense and the income,



         15   Respondent's allocation formula -- and again, what we're



         16   talking about here is that allocation based on income, some



         17   way to go between deductible and nondeductible --



         18   Respondent's allocation formula will provide the best means



         19   to allocate interest expense between taxable and nontaxable



         20   activities.  Okay.  So we have the default mechanism, which



         21   is this allocation rule, some sort of proration.



         22           Further on the slide, it's direct evidence of a



         23   purpose to purchase tax exempt obligations or -- the



         24   bracketed language -- or taxable investments exists where



         25   the proceeds of indebtedness are used for or are directly
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          1   traceable to the purchase.  See, this was the key in Zenith



          2   is that the taxpayer in that case didn't want to accept the



          3   allocation method because the taxpayer knew as a matter of



          4   certainty, or at least that's what the Zenith -- the board



          5   held in Zenith, they knew what the loan proceeds were used



          6   for.  It wasn't a function where they dumped the cash into



          7   one account.  They knew what the proceeds were used for and



          8   they knew that the loan was used to acquire a taxable



          9   activity or to generate a taxable transaction.  And so the



         10   board concluded because of that connection that all of the



         11   interest expense could be offset or fully deductible



         12   against taxable income.



         13           In this case, the same facts apply.  There's no



         14   debate that under the law or under the facts that all of



         15   the loan proceeds in the related -- you know, were used to



         16   acquire Spreckels, roughly $50 million.  They're still



         17   paying interest on it today.  Once we know that that's what



         18   the money was used for, that really is the end of the



         19   inquiry.  That would be Appellant's position in this case.



         20           The FTB takes the exact opposite position.



         21   Because the purpose, according to the FTB, because a



         22   purpose which we own was to benefit the cooperative, all of



         23   that interest expense, the FTB suggests, needs to be



         24   allocated to the cooperative and so none of it is



         25   deductible against taxable income.  In other words, no tax
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          1   benefit for the cooperative, no tax benefit for the



          2   taxpayer in this case.



          3           Well, that's -- that's fine.  There's a couple of



          4   problems with, you know, candidly, with the all-or-nothing



          5   approach, even with the own approach that we're suggesting,



          6   although I like ours better than the FTB's.  But all or



          7   nothing kind of ignores the fact that there can be multiple



          8   reasons for acquiring a business like Spreckels.  You don't



          9   spend $50 million for one reason.  You don't spend



         10   $50 million to benefit a cooperative when what you're



         11   acquiring, even for the years under consideration,



         12   generates as much as $30 million of income.



         13           To ignore that is not being very realistic.  It's



         14   the elephant in the room.  We have a business over here.



         15   It's generating significant income for the unitary



         16   business, and the FTB wants to pretend it doesn't exist.



         17    You can't do that.  It's not a single purpose.  If it is,



         18   we have to trace it, because that's what Zenith tells us to



         19   do.



         20           Here's the other problem with the FTB's theory.



         21   If we assume that all of Spreckels, that the only reason we



         22   acquired Spreckels was in order to gain these increased



         23   federal allotments in the marketplace, what's embedded in



         24   that statement is a conclusion that the only purpose of



         25   Spreckels is for the benefit of the members of the
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          1   cooperative.



          2           And what does that mean?  That means that all of



          3   the Spreckels income is deductible under 24404 as for or



          4   for the benefit of the members of the cooperative.  Because



          5   the FTB's extreme position really does mean that.  It means



          6   that the only purpose of the acquisition was to gain the



          7   allotment.



          8           Now, we're not advocating that.  We acknowledge



          9   that's an unreasonable outcome here.  The point is to



         10   illustrate how unreasonable the FTB's position is.  At



         11   least we have direct tracing.  I know where my money went.



         12   The FTB's position that it only operated to benefit the



         13   cooperative ignores the reality of a $50 million business



         14   sitting in California generating $30 million of income.



         15   You can't just pretend it doesn't exist.



         16           Candidly, looking back at this, I think our



         17   position is still better than the FTB's position if it's an



         18   all-or-nothing approach.  But given the multiple purposes,



         19   some sort of allocation formula based on, say, comparative



         20   revenues, comparative gross income -- we've actually



         21   suggested it in one of the footnotes -- but some sort of



         22   allocation method may be the better answer here.  And I



         23   don't want to say that's a concession because you still



         24   like my answer better than the FTB's, but I think it kind



         25   of makes sense given the evidence that it's in -- that's in
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          1   front of the panel today.



          2           The last point, depreciation expense for a



          3   cooperative.  The theory, you know, we -- we're on the last



          4   slide here.  And what you have is a quote from United



          5   States vs. Lootie (phonetic).  And the theory is sound.



          6   The theory is very fundamental that depreciation of an



          7   asset represents the gradual sale of that asset.  And when



          8   a cooperative like SMBSC sells an asset in this case, it's



          9   going to generate by rule nonmember taxable income.



         10           So if we accept the proposition that depreciation



         11   represents this gradual sale, then we ought to, we ought to



         12   get a deduction of that depreciation expense against



         13   taxable income in order to the ensure kind of a fair



         14   reflection of income from year to year.  Taxpayers



         15   shouldn't have to wait until they sell that asset.  It



         16   could be 10 or 20 years out or whenever they transition or



         17   dispose of that asset before there's some sort of



         18   recognition of that.



         19                  (Court reporter interrupts)



         20           MR. BRANNAN:  Taxpayers shouldn't have to wait



         21   10 years or more for a recognition event to get the benefit



         22   of that gradual sale under the theory articulated by



         23   Lootie.



         24           So that's all I have.  If there are questions,



         25   certainly happy to respond to any questions.
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          1           And apologize for the pace of my speaking when I



          2   get a little carried away.  Thank you.



          3           ALJ GAST:  Thank you, Mr. Brannan.  I'm going to



          4   turn it over to the panel for questions.  I might



          5   start because I have a few questions with the first issue.



          6           MR. BRANNAN:  Um-hum.



          7           ALJ GAST:  Just so I understand kind of the



          8   background, as I'm, you know, looking at the return that



          9   FTB provided for 2008, Southern Minnesota claims 86272



         10   protection; is that correct?



         11           MR. BRANNAN:  I think we did.  I'm not sure that's



         12   an issue any longer.



         13           ALJ GAST:  Okay.  So just understanding the



         14   background that -- and I don't know if this is true for all



         15   of the years, but Spreckels was intrastate apportioned all



         16   of Southern Minnesota's taxable nonmember income and paid



         17   tax on that.  Is that a correct assessment for 2008, '9,



         18   '10 and '11?



         19           MR. BRANNAN:  I think that the starting point for



         20   the discussion ought to be the FTB's protest schedules.



         21   And what the FTB did is they zeroed out member income and



         22   included nonmember income in the sales factor of the



         23   apportionment formula.



         24           Now, I'm not sure if that's responding to your



         25   question or not, but I think the framework for the question
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          1   may be helpful.



          2           ALJ GAST:  Yeah.  I was just looking at the



          3   returns, and I saw that Southern Minnesota only paid $800



          4   minimum tax for 2008 as a member of a two-member combined



          5   report.



          6           MR. BRANNAN:  Right.



          7           ALJ GAST:  All of the income was apportioned



          8   intrastated to Spreckels who paid tax.



          9           MR. BRANNAN:  Correct.  I think --



         10           ALJ GAST:  Is that --



         11           MR. BRANNAN:  Yes.



         12           ALJ GAST:  Is that true for all the years?



         13           MR. BRANNAN:  Yes.



         14           ALJ GAST:  Okay.  I just wanted to clarify that.



         15           MR. BRANNAN:  Yes.



         16           ALJ GAST:  My other question is, on the first



         17   issue, which kind of doesn't spill into the second issue



         18   but, you know, under the -- or second and third issues,



         19   which deal with 24425, you can't deduct expenses related to



         20   income not included in the measure of tax.



         21           MR. BRANNAN:  Um-hum.



         22           ALJ GAST:  And I think that means gross income.



         23   From Anaheim Union Water Co. vs. FTB, some of these cases



         24   that dealt with cooperatives.  So if you agree with that



         25   premise, isn't Southern Minnesota's income not gross
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          1   income?  And if it's not gross income, why would it be



          2   included in the apportionment formula?



          3           MR. BRANNAN:  There's two things at work here.



          4           ALJ GAST:  Okay.



          5           MR. BRANNAN:  One, 24425 very specifically, it



          6   talks about -- I have to get to the terminology matter



          7   because, as I indicated, words matter.  But it's included



          8   in the measure of tax as opposed to subject to tax.  And



          9   included in the measure, what 24425 is getting at, and the



         10   authority speaks to this, is it's getting to a more



         11   practical financial accounting exercise.  And it's solving



         12   a very difficult problem, which is:  What do we do with



         13   these indirect expenses, these indirect costs?  Because we



         14   don't know exactly where they went.



         15           It's not engaged in kind of the semantics of



         16   whether it is included in the gross income number or not.



         17   It's a different exercise.  Fair question.  I mean, because



         18   I get the point.  But it's really not concerned with the



         19   computation of gross or net income that is set forth in the



         20   statutes and the regs.



         21           If you look at it on the other side, there are



         22   very, very precise definitions of what is gross income,



         23   what is net income, and then you get into the regs and



         24   there's all sorts of definitional provisions that deal with



         25   apportionment, separate net income, combined separate net
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          1   income, et cetera, et cetera.  But they really are dealing



          2   with kind of -- you know, with the proper level of



          3   extraction, if you will.



          4           You're looking at it from different lenses.  They



          5   are different concepts.  But I appreciate that they're



          6   perilously close to kind of saying the same thing.  But



          7   because the goal of the statute in 24425 is different



          8   financial accounting, more so than the apportionment rules,



          9   they really go to different things.  So if that's



         10   responsive.  They're just different.



         11           ALJ GAST:  Okay.  Thank you.  I'm going to turn it



         12   over to my panel members, if they have any questions.



         13           Judge Akin?



         14           ALJ AKIN:  Yes.  Can you hear me?



         15           MR. BRANNAN:  Yes.



         16           ALJ AKIN:  Am I coming through?  Okay.  I did have



         17   a question for you on the second issue, so the interest



         18   expense issue.  And if we were going to look at doing some



         19   sort of allocation under Zenith, you know, I understand



         20   that the -- I think there's no dispute -- I'll wait for



         21   FTB's presentations before, you know, deciding this.



         22           MR. BRANNAN:  Um-hum.



         23           ALJ AKIN:  But I think there's no dispute that the



         24   interest expense was incurred to acquire Spreckels.  And,



         25   you know, I do see that Spreckels generates taxable income,
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          1   you know, and then also had the benefit of, you know, the



          2   increased allotments that increased the nontaxable income



          3   for Southern Beet.



          4           So if we were going to do some sort of allocation,



          5   what would that allocation method be I guess?



          6           MR. BRANNAN:  The cases actually come up with some



          7   slightly different answers to that question.  I think



          8   traditionally it would be gross income.  We could suggest



          9   any number of, you know, factors -- not to misuse that term



         10   in this context -- but, you know, revenue.  Relative



         11   revenues might make sense.  You know, gross income, net



         12   income.



         13           What's a little awkward about this business,



         14   candidly, is a commodity business like sugar, sometimes



         15   they make money and sometimes they don't.  You know, the



         16   years that are front of us, we made some money.  But it



         17   would be nice if there was a suggested formula to have



         18   something that might be enslated from the longward



         19   vicissitudes of the market, sorry, but -- right?  I mean --



         20   and revenue probably is a better measure at that point.



         21   But I -- something like that, something that would be an



         22   apples-to-apples comparison as between a cooperative and



         23   a -- you know, Spreckels or the for-profit side of the



         24   business.  That's what we would suggest.



         25           ALJ AKIN:  Okay.  Thank you.  And just a note
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          1   that, Franchise Tax Board, I do plan on asking you similar



          2   questions if you don't cover it in your presentation.  I



          3   don't want you to think that I'm not going to give you an



          4   opportunity to be also respond, but I did want to hear



          5   probably your presentation first.



          6           ALJ GAST:  Okay.  Judge Lam, do you have any



          7   questions?



          8           ALJ LAM:  I do not have any questions for now.



          9           ALJ GAST:  Okay.  Why don't we turn it over to the



         10   Franchise Tax Board for your presentation.  You will have



         11   30 minutes as well.  Please begin whenever you're ready.



         12           MR. EPOLITE:  Thank you.  Good afternoon.  My name



         13   is -- my name is Anthony Epolite, along with Irina



         14   Iskander.  We represent the Franchise Tax Board in this



         15   matter.



         16           Today's appeal involves a California taxpayer that



         17   is a combined group consisting of a Minnesota cooperative



         18   and California for-profit corporation, a noncooperative.



         19   Beet Sugar operates as a cooperative for the benefit of its



         20   members who are Minnesota farmers with the cooperative's



         21   primary purpose being cost reduction for its co-op members.



         22   A cooperative, therefore, does not seek to generate



         23   business profits and, for that reason, is treated very



         24   differently under federal and California law from a



         25   C corporation engaged in a for-profit business.
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          1           Under California law, all income produced for the



          2   benefit of co-op members is not included in the measure of



          3   tax.  For California tax purposes, the measure of tax is



          4   calculated by adding apportionable business income and



          5   California allocable nonbusiness income.  As such, a



          6   cooperative is different from typical C corporation.  And



          7   the deduction allowed by Revenue and Taxation Code



          8   Section 24404 is a means of excluding otherwise taxable



          9   income from the tax base of the cooperative.



         10           This is the distinct characteristic of



         11   cooperatives and is at the heart of this appeal.  Thus



         12   income is eliminated from the tax base of the cooperative.



         13   Thus because income is eliminated from the tax base of the



         14   cooperative, it is appropriate to adjust the apportionment



         15   factors to remove the property, payroll, and sales which



         16   produce the income that was eliminated from the tax base.



         17   This is the context of this appeal and what makes this



         18   appeal different, a cooperative and a noncooperative in the



         19   same unitary group.



         20           The cooperative's only for-profit income was



         21   dividend, interest, royalty, and other income for which



         22   factor representation is appropriate and which the FTB has



         23   allowed.  As for Spreckels, this is a California



         24   corporation, and most of its activity was in California



         25   during each of these years.  When a business operates in
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          1   interstate commerce, it determines its California state



          2   income tax liability first by determining its apportionable



          3   business income.  The business then calculates the



          4   appropriate apportionment formula to determine how much of



          5   that business income is apportioned to California.



          6           We will begin our presentation following this same



          7   process.  We will first discuss interest and depreciation



          8   expense as those issues relate to the determination of what



          9   is apportionable business income, and then we will address



         10   the primary issue in this case:  Whether it is appropriate



         11   to provide factor representation for the property, payroll,



         12   and sales factors of the cooperative when income from the



         13   cooperative is not included in the tax base.



         14           Regarding Appellant's claimed interest expense,



         15   Revenue and Taxation Code Section 24425 disallows



         16   deductions allocable to one or more classes of income not



         17   included in the measure of the tax.  Under Great Western



         18   Financial, Section 24425 applies whenever income is



         19   eliminated from the measure of the tax under any authority



         20   or for any purpose to prevent a taxpayer from receiving a



         21   double benefit in deducting expenses incurred in the



         22   production of nontaxable income.



         23           In 2005, the cooperative acquired Spreckels,



         24   incurring substantial debt for that acquisition.  The



         25   cooperative acquired Spreckels to obtain the unused sugar
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          1   allocations that Spreckels possessed.  Sugar is a regulated



          2   commodity, and sugar allocations -- excuse me.  The



          3   cooperative acquired Spreckels to obtain the unused sugar



          4   allocations that Spreckels possessed.  Sugar is a regulated



          5   commodity, and sugar producers are limited in the amount



          6   that can be sold on the open market.  Prior to 2005, the



          7   cooperative's allocations were fully maximized while



          8   Spreckels were not.



          9           According to the federal agricultural code, sugar



         10   producers could utilize the unused allocations from another



         11   producer if the other producer was acquired.  Primarily,



         12   all of the cooperative's activities related to the



         13   production of sugar which is sold on the open market.



         14   Accordingly, Spreckels was an attractive acquisition for



         15   the cooperative as acquiring Spreckels gave the cooperative



         16   the ability to sell additional sugar on the open market.



         17   As such, the interest expense incurred by the cooperative



         18   to acquire Spreckels is properly attributed to the



         19   activities of the cooperative to sell more sugar and make a



         20   profit for its members.  This increased the amount of the



         21   cooperative's profit, all of which is removed from the tax



         22   base by Section 24404.



         23           Appellant has admitted that the purchase of



         24   Spreckels was for the direct benefit of the cooperative.



         25   This was the dominant purpose of the acquisition under the
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          1   Zenith appeal.  Because the cooperative's income is



          2   deducted pursuant to the operation of Revenue and Taxation



          3   Code Sections 24401 and 24404 and not included in the tax



          4   base, the interest expense is attributable to the deducted



          5   income.  Necessarily, the purchase of Spreckels was to



          6   increase the market allocation of the cooperative leading



          7   to an increase in the cooperative's net income, which was



          8   not included in the measure of the tax.



          9           Section 24425 denies a deduction of any amount



         10   otherwise allowable as a deduction if it is allocable to



         11   income not included in the measure of tax.  Here the



         12   members' income relates to the processing and selling of



         13   sugar on the open market and was not included in the tax



         14   base.  It therefore follows that the interest expense



         15   directly related to the members' income would be



         16   nondeductible.  Moreover, to provide Appellant with a



         17   deduction for interest expense in this instance would



         18   result in a double benefit.



         19           Regarding Appellant's claimed depreciation



         20   expense, Section 24425 is also applicable.  All of the



         21   cooperative's depreciable assets were used in the business



         22   activity of the cooperative to generate member income which



         23   was eliminated from the tax base.  At audit Appellant



         24   confirmed that its manufacturing assets were used



         25   exclusively at its Minnesota facility for the production of
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          1   sugar and various byproducts.



          2           Consistent with our discussion of interest



          3   expense, Section 24425 is operative whenever an expense is



          4   directly attributable to income eliminated from the tax



          5   base.  The depreciation expense at issue is directly



          6   related to income of the cooperative, and that income was



          7   eliminated from the tax base.  Therefore, as with the



          8   interest expense, this depreciation expense would also be



          9   nondeductible.  As you can see, the nature of the



         10   cooperative's activities is critical in determining whether



         11   items of income and items of deduction are included in the



         12   tax base.



         13           We now turn to our determination of the



         14   appropriate apportionment formula to decide how much of the



         15   taxpayer's business income is apportioned to California and



         16   included in the California tax base.



         17           This appeal is rooted in Revenue and Taxation Code



         18   Section 24404, which provides a deduction for patronage



         19   dividends.  After net income as defined by state law has



         20   been computed, UDITPA determines what portion of that net



         21   income is business income subject to apportionment and what



         22   portion is allocable to a specific state or states as



         23   nonbusiness income.



         24           Once business income has been determined, UDITPA



         25   apportions it using only those factors that represent the
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          1   activities that gave rise to the income that is being



          2   apportioned.  Put another way, only the components of



          3   property, payroll, and sales that produced the business



          4   income subject to apportionment are properly included in



          5   the apportionment formula.  Property, payroll, and sales



          6   related to activities that did not give rise to business



          7   income subject to apportionment are not included in the



          8   apportionment formula.



          9           Under California law, all income produced for the



         10   benefit of co-op members is not included in the measure of



         11   tax.  For California purposes, the measure of tax is



         12   calculated by adding apportionable business income and



         13   California allocable nonbusiness income.  Thus because the



         14   cooperative's income is not included in the tax base, it is



         15   also not included in the apportionable business income of



         16   the combined group.  For this reason, the apportionment



         17   formula calculated to apportion the group's business income



         18   should also not include the cooperative's receipts.



         19           Matching income to factor representation is not a



         20   new position by the FTB.  In fact, this logical approach



         21   has been utilized by the FTB and taxpayers for over



         22   16 years.  In 2006, the FTB issued Legal Ruling 2006-01,



         23   which clearly explains why factors should include gross



         24   receipts from only those activities which generate taxable



         25   income.  While legal rulings issued are not equivalent to a
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          1   statute or a regulation, the California Legislature has



          2   agreed with the underlying principle of Legal Ruling



          3   2006-01 by extending the legal rulings expressly in



          4   underlying principle of legal ruling -- the California



          5   Legislature has agreed with the underlying principle of



          6   Legal Ruling 2006-01.



          7           In 2015 the Legislature expressly endorsed Legal



          8   Ruling 2006-01 by extending the legal ruling's application



          9   to apportionment factors attributable to the income of



         10   qualified health care service plans excluded by Revenue and



         11   Taxation Code Section 24330.  Section 1 of the related Act



         12   states, "It is the intent of the Legislature that Franchise



         13   Tax Board Legal Ruling 2006-01 (April 28, 2006) regarding



         14   the treatment of apportionment factors attributable to



         15   income exempt from income tax shall apply to apportionment



         16   factors attributable to the income of qualified health care



         17   service plans excluded by Section 24330 of the Revenue and



         18   Taxation Code as added by Section 4 of this Act."



         19           By applying the FTB's position, the California



         20   Legislature reinforces Respondent's position presented



         21   today that it is not appropriate to provide factor



         22   representation for activities that do not generate taxable



         23   income.



         24           In conclusion, for the many reasons discussed



         25   today, the OTA must deny the interest expense and
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          1   depreciation deductions as well as reject Appellant's



          2   argument that it is -- that its apportionment factors



          3   should include activities that did not contribute to the



          4   calculation of apportionable business income.  Thank you.



          5           ALJ GAST:  Thank you.  Okay.  With that I'm going



          6   to turn it over to my panel members to see if they have any



          7   questions.  I'll start with Judge Akin.



          8           ALJ AKIN:  Thank you.  I did want to give you the



          9   same opportunity to answer a similar question that I posed



         10   to Appellant.  First, you know, I would like to ask whether



         11   there's any question or dispute that the interest expense



         12   at issue was used to acquire Spreckels.



         13           MR. EPOLITE:  Well, yes, it was used to acquire



         14   Spreckels, but for the benefit of the co-op members.  So



         15   there was dominant purpose to that acquisition so there



         16   would be no purpose for the use of an allocation formula



         17   and the application of a formula because there was a



         18   dominant purpose.  So there would be no reason to apply



         19   that formula in the Zenith appeal.



         20           ALJ AKIN:  Okay.  Thank you.  That actually



         21   answered my next question as well, which was going to be,



         22   you know, FTB's position on why an allocation like what was



         23   done in Zenith would not be appropriate here.



         24           If I'm understanding you correctly, FTB's position



         25   is it's not applicable here because there was a dominant
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          1   purpose and FTB's position is that that dominant purpose



          2   was to benefit the cooperative members by that increased



          3   allotment.



          4           MR. EPOLITE:  That's correct.



          5           ALJ AKIN:  Okay.  Thank you.



          6           MS. ISKANDER:  If I may add to that?



          7           ALJ AKIN:  Yes.



          8           MS. ISKANDER:  I think the understanding -- we



          9   understand that the dominant purpose was in order to



         10   increase income that is excluded from apportionable



         11   business income.  Just what we said, right?  Of course, if



         12   facts come up that there is some portion of income that the



         13   debt generated that was included in apportionable business



         14   income -- which we don't have.  We don't have those facts.



         15   So far the only facts that Appellants told us is that Hayes



         16   Packos (phonetic) is a profitable business.  But the debt



         17   was not acquired in order to support Spreckels' business.



         18    That income that Spreckels generated would have been



         19   generated with or without the debt.



         20           So if Appellant have showed us or can show us



         21   that, indeed, some of the debt was also incurred in order



         22   to increase Spreckels' income, for example if somehow



         23   Spreckels also got a greater allotment and could have sold



         24   more sugar because of some Minnesota allotments in



         25   California for example, then it would be reasonable to
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          1   allocate the expense among activities that produce income



          2   that is included in apportionable business income and that



          3   is excluded from the apportionable business income.



          4           ALJ AKIN:  Understood.  Okay.  Thank you.  That



          5   does answer my question on the interest issue.  Thank you.



          6           ALJ GAST:  Okay.  I'm going to turn it over to



          7   Judge Lam for questions.



          8           ALJ LAM:  Yeah.  I have -- hello?  Sorry.



          9           I have a question for Appellant.  What would you



         10   say is the dominant purpose in making the acquisition to



         11   acquire Spreckels?



         12           MR. BRANNAN:  I would say that the dominant



         13   purpose, as evidenced by the direct tracing, is the use of



         14   the funds.  And we used the funds to acquire a for-profit



         15   business.  So --



         16           ALJ LAM:  And --



         17           MR. BRANNAN:  Go ahead, please.  I'm sorry.



         18           ALJ LAM:  And for that for-profit, did it produce



         19   any taxable income?



         20           MR. BRANNAN:  Spreckels did, yes, for the unitary



         21   business.  Spreckels produced for these four years taxable



         22   income ranging from -- I have it here, but it's somewhere



         23   like 4 all the way up to like $29 and a half million for



         24   the last year under consideration.



         25                  (Court reporter interrupts)
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          1           MR. BRANNAN:  $29 and a half million in the last



          2   year under consideration.  So Spreckels generated income



          3   subject to tax.  I mean, the -- the irony here is that what



          4   we're here to discuss is how to tax the income attributable



          5   to Spreckels.  And, I mean, that's -- kind of speaks for



          6   itself I think.



          7           ALJ LAM:  True.



          8           FTB, would you want to -- do you have any



          9   questions or did you -- I saw like a --



         10           MR. EPOLITE:  I was just going to further chime in



         11   regarding your question, to read from the financing



         12   document --



         13           ALJ LAM:  Okay.



         14           MR. EPOLITE:  -- regarding the motivation for --



         15           ALJ LAM:  Oh, yes.  Please go ahead.



         16           MR. EPOLITE:  "Transaction summary:  In order to



         17   obtain additional marketing allocation, enhance the overall



         18   profitability of the company, SMBSC is purchasing Imperial



         19   Sugar Company's California beet operations known as Holly



         20   Sugar Corporation for $15 million plus the value of the



         21   tangible working capital at closing.  The Holly operations



         22   include sugar beet plants in Brawley; in Mendota,



         23   California; a distribution center in Tracy; sugar facility



         24   in Hamilton City; and seed operation known as Holly



         25   Hybrids.  SMBSC plans to rationalize production or possibly
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          1   close the Mendota plant transferring its marketing



          2   allocation of approximately 2.7 million CWTs for benefit of



          3   the" --



          4                 (Court reporter interrupts)



          5           MR. EPOLITE:  Sure.



          6           -- "the Renville Minnesota plant.  SMBSC plans to



          7   operate the more profitable Brawley plant just as it is.



          8   However, if the local growers or another company offer an



          9   attractive price, management will be a willing seller."



         10           So as much as the plan to continue to operate that



         11   Brawley plant, they would have been willing to have sold



         12   that California plant.  So the primary purpose was for the



         13   market allocation.



         14           ALJ LAM:  Thank you for that.



         15           I do not have any further questions.



         16           ALJ GAST:  I have a quick -- a few questions.



         17           Number one, that financing document you're



         18   referring to, that's not in the record.



         19           MR. EPOLITE:  No, it's not.



         20           ALJ GAST:  That was never provided.  So I think



         21   the panel will consider those statements as argument and



         22   not evidence.  So that's one point of clarification on



         23   that.



         24           Number two, going back to Legal Ruling 2006-01



         25   that you were talking about that you said the California
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          1   Legislature endorsed in 2015, do you have the Bill for



          2   that?  Because that --



          3           MR. EPOLITE:  Yes.



          4           ALJ GAST:  I think it's Senate Bill 2, Medi-Cal.



          5   Is that correct?



          6           MR. EPOLITE:  Yes.  It was during extraordinary



          7   session in 2016.



          8           ALJ GAST:  Okay.  And specifically, you're



          9   referring to, when you were reading it, Section 1 talking



         10   about it's the intent of the Legislature that the Franchise



         11   Tax Board Legal Ruling 2006-01 regarding the treatment of



         12   apportionable factors, its one sentence, is that what you



         13   were referring to?



         14           MS. ISKANDER:  Yes.  It is Section 1 that you just



         15   read.



         16           ALJ GAST:  Okay.  It doesn't refer to the Legal



         17   Ruling anywhere else; correct?



         18           MS. ISKANDER:  I don't think so.



         19           ALJ GAST:  Okay.



         20           MS. ISKANDER:  That's the only way.



         21           ALJ GAST:  Okay.  Okay.  I don't think I have



         22   anymore questions at this time.  I'm going to turn it over



         23   to Mr. Brannan for rebuttal.  You have 20 minutes.



         24           MR. BRANNAN:  Thank you.



         25           I guess a couple of points, and I'm trying to







�

                                                                       50







          1   order them in my head before I speak.  I think we'll start



          2   with the factor questions.  That's the first one that we



          3   raised.



          4           The reference to qualified health care service



          5   providers, the Bill, I haven't seen that.  That's okay.  It



          6   seems very clear to me that it's speaking directly to



          7   exempt income.  We don't have exempt income here.  In fact,



          8   exempt income has its own statute that we've already



          9   referenced.  It's -- 23038 specifically excludes exempt



         10   entities, for example, from the combined report.



         11           We don't -- we don't have any specific laws that



         12   say we're not going to give factor representation to



         13   deductible income under 24404 or any of those special



         14   deduction provisions.  So I would characterize that as kind



         15   of a last gas.  We don't have an issue with the treatment



         16   of exempt income or excludable income, which is, by



         17   statute, specifically carved out from gross income



         18   under 24301.



         19           That's our whole point.  There are statutes and



         20   regulations in place that govern the outcome of this case.



         21   The best the FTB's come to argue with is, well, it's kind



         22   of like exempt, it's kind of like excluded, it's kind of



         23   like nonbusiness, it's kind of like something.  We just



         24   know that we don't want factors.



         25           They really have provided zero, and I mean zero,
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          1   authority to support it except for a presentation on



          2   unitary theory, which, by the way, ignores the fundamental



          3   premise for unitary theory, which is that all aspects of



          4   the business contribute equally to each of the dollar



          5   generated and subject to tax.  They don't like that part.



          6   So that's why we're sticking with the law and we hope that



          7   you do as well in connection with that first issue.



          8           So we'll talk a little bit more about the proper



          9   allocation of the interest expense.  I guess I had assumed,



         10   and I think it's still true but always good to talk about



         11   these things, that there is no issue that we used the loan



         12   proceeds to acquire Spreckels.  I hope that's not an issue.



         13   If it is, it would be news to me.



         14           Yes, one of the purposes of acquiring Spreckels



         15   was to get the increased allotment in the market.  We're



         16   not running from that.  We're not ignoring that.  It is an



         17   admission.  It's in the record.  That is true.  But you



         18   can't take all of the acquisition and ignore the



         19   freestanding business that generates taxable income.



         20   That's just not a reasonable outcome.  It's not a



         21   reasonable allocation under the regulation.



         22           And the obvious point, and I think this is why



         23   it's always good to have your client with you here at



         24   table, is we didn't use all of the allotment attributable



         25   to Spreckels, you know, for the benefit of the cooperative.
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          1   We only used a portion of it.  So it did, indeed, expand



          2   what the cooperative was able to put in the market, but we



          3   didn't use 100 percent of it.  We used -- it varied from



          4   year to year, and it would be 30 or 40 percent or whatever.



          5   But so some of that allotment is still being used for



          6   Spreckels, their for-profit operations to sell into the



          7   marketplace.



          8           So again, we have another reason why it's not a



          9   reasonable result to assume that the only benefit of the



         10   allocation -- or excuse me -- of the acquisition enured or



         11   accrued to the cooperative business.  That's just not what



         12   happened.  So I'm not denying the statement that one of the



         13   reasons that we acquired them was for that additional



         14   allotment and that the cooperative business sitting in



         15   Minnesota took advantage of that, but it doesn't mean that



         16   everything ought to be allocated that way.  It's not a



         17   reasonable result under the reg.



         18           So a little bit on -- I'll be brief.  A little bit



         19   on the, you know, the usage of the money.  The Zenith case



         20   says evidence of dominant purpose can be shown through



         21   direct tracing and use of the funds.  We used the funds to



         22   acquire Spreckels.  Taxable operations.  I think that's



         23   easy.



         24           We come here today -- and you can hear it in the



         25   original presentation -- we, by virtue of the position
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          1   relying on the statutes and the regs, we do not want to be



          2   an unreasonable party here.  We do not want to take an



          3   extreme position.  I can put together the arguments that I



          4   used it to buy Spreckels and, therefore, it should all



          5   be -- any interest expense should be attributed or



          6   allocable to those for-profit operations.  But I want to



          7   take an honest look at the facts and come up with a



          8   reasonable answer, and that's why I'm, you know, very



          9   clearly suggesting here some sort of allocation that makes



         10   sense.  Because I think that's consistent with the rule.



         11   It's consistent with the purpose of the statute.  And it



         12   makes sense for everybody.  We've suggested that to the FTB



         13   as -- at the early parts of the audit, and it has never --



         14   they've never been receptive to it, and that forces us to



         15   take a little more an extreme position.



         16           So I think the right answer at the end of the day



         17   is some sort of allocation.  But I think our answer, if



         18   you're going to go all or nothing, I think our answer is



         19   still far better than the FTB's because of the direct



         20   tracing language that's in the Zenith case.



         21           I think that's it.  Certainly, if there are any



         22   questions, happy to respond.



         23           ALJ GAST:  Thank you.  I'm going to turn it over



         24   to my panel to see if they have any final questions.  I'll



         25   start with Judge Akin.
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          1           ALJ AKIN:  I don't think I have any additional



          2   questions.  I do want to thank both parties for their



          3   presentations today.



          4           ALJ GAST:  And Judge Lam?



          5           ALJ LAM:  I do not have any further questions.



          6   Thank you.



          7           ALJ GAST:  I, as well, do not have any further



          8   questions.  I think both parties did a great job presenting



          9   today.  With that I'm going to ask the parties if there's



         10   anything else they'd like to tell us before I close the



         11   record.  Any comments?



         12           MR. BRANNAN:  If I may just consult for just a



         13   second to make sure I'm not missing anything?  My client is



         14   actually more important than I am.



         15           ALJ GAST:  Okay.



         16           MR. BRANNAN:  Thank you very much.  It's a little



         17   harder to do that when everything is so visible.  So thank



         18   you for the time.



         19           ALJ GAST:  So, Mr. Brannan, there's nothing else?



         20           MR. BRANNAN:  That's correct.



         21           ALJ GAST:  Okay.



         22           MR. BRANNAN:  My apologies.  Nothing else.



         23           ALJ GAST:  Okay.  And Franchise Tax Board?



         24           MR. EPOLITE:  We're good.  Thank you.



         25           ALJ GAST:  Okay.  Thank you.
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          1           Okay.  With that this concludes the hearing.  And



          2   I want to thank the parties, like I said, for their



          3   presentations.



          4           This appeal will be decided based on the arguments



          5   and evidence presented.  Our written opinion will be issued



          6   no later than 100 days from today.  This case is



          7   submitted.  The record is closed.  And this concludes the



          8   hearing for today.  And I believe we will start again



          9   tomorrow at 9:30 a.m.  Thank you.



         10           (Conclusion of the proceedings at 2:16 p.m.)



         11                          ---o0o---
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