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Sacranmento, California
Tuesday, February 21, 2023
9:39 a.m

ALJ LE: We are now going on the record. W are
opening the record in the Appeal of Patel. This matter
is being held before the Ofice of Tax Appeals. The
OTA case nunber is 20076372. Today's date is Tuesday,
February 21st, 2023, and the tine is 9:39 a.m This
hearing's being held in person in Sacranento,

Cal i fornia.

Today's hearing is being heard by a panel of three
adm ni strative law judges. M nane is Mke Le, and |
will be the | ead judge. Judge Sara Hosey and Judge
Josh Lanbert are the other nenbers of this Tax Appeals
panel .

Al three judges wll neet after the hearing and
produce a written opinion as equal participants.

Al t hough the | ead judge will conduct the hearing, any
judge on this panel may ask questions or otherw se
participate to ensure we have all the information
needed to decide this appeal.

Now for the parties' introductions. For the
record, will the parties please state their nanmes and

who they represent, starting with Respondent Franchise

Kennedy Court Reporters, Inc.
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Tax Board.

MR. HUNTER: Good norning. N ce to see you as
al ways, Judge Le. W nane is David Hunter,
Hu-n-t-e-r, on behalf of Respondent Franchise Tax
Board. And to ny left.

M5. MOSNI ER Good norning. Mrguerite Mosnier,

M o-s-n-i-e-r, for Respondent Franchi se Tax Board.

ALJ LE: Thank you. And turning for Appellants.

MR ALLEN: Yes. M nane is Andrew D. Allen, on
behal f of ny client Bhupendra Patel, who's present.

M5. PATEL: My nanme is Bhupendra B. Patel.

ALJ LE: Thank you. Let's nove on to the issues in
this case. So there are two issues in this matter.
The first is whether the $7, 998, 295 deduction cl ai ned
on Appellants' 2013 tax return is business bad debt.
The second i s whet her Respondent correctly deni ed net
operating | oss deductions on Appellants' 2014 and 2015
tax returns arising fromthe business -- fromthe bad
debt deducti on.

The parties nmade sone stipulations, as notated in
the minutes and orders. Appellant will have B. Patel
testify regarding his intent and notive at the tine he
guar anteed and started paying off the Bank of Anerica
| oan.

As to the exhibits, there are no objections to each

Kennedy Court Reporters, Inc.
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party's exhibits. Appellants' Exhibit 1 is admtted
into the record.

(Appellants' Exhibit No. 1 received into evidence.)

ALJ LE: Respondent's exhibits marked A through NN
are admtted into the record.

(Respondent's Exhibit A through NN received into
evi dence.)

ALJ LE: And Respondent's exhibits narked as a
conpl ete copy of Exhibit Z and Exhibit OO are al so
admtted into the record.

(Respondent's Exhibit Z and Exhibit OO received
i nto evidence.)

ALJ LE: This oral hearing will begin with
Appel | ants' opening statenent for up to 30 m nutes and
Appel l ants' witness testinony for up to 40 m nutes.

Does anyone have any questions before we begin with
Appel l ants' presentation?

MR HUNTER: No, Judge.

MR. ALLEN: No, Judge.

ALJ LE: Thank you. At this tinme |'mgoing to go
ahead and swear in M. Patel first. And then,

M. Allen, you may begi n your opening.

MR, ALLEN: Thank you.

ALJ LE: M. Patel, would you raise your right
hand.

Kennedy Court Reporters, Inc.
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Do you swear or affirmto tell the truth, the whole
truth and nothing but the truth?

MR, PATEL: | do.

ALJ LE: Thank you.

M. Allen, you may proceed with your presentation.

MR. ALLEN:. Thank you, Judge.

PRESENTATI ON
BY MR ALLEN, Attorney for Appellant:
This is an unique set of facts in this case.

The audit has been going on, or commenced, in
2015/ 2016. We've all survived a pandemc in the
interim And here we are about eight years |ater
approximately. And nost of us, if not all of us, are
new to the case. The panel, of course, has had an
opportunity to review the briefs and the exhibits filed
by the parties. And we have new counsel for Respondent
today representing the FTB. And |'mnew to the case as
well in the |ast year or so.

So the only person here that's lived this case the
entire tine is M. Patel. And he's here today to
di scuss his case, to provide testinony as to what he
lived during this tinme period which resulted in the
busi ness bad debt in 2013.

What we know is the case | aw on addressing

Kennedy Court Reporters, Inc.
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Section 166(d)(2), which was adopted by the -- in the
California Revenue and Taxation Code -- the California
Tax and Revenue Code is that it's the dom nant notive
of the taxpayer at the tinme they entered into the
transaction. Here it's a guarantee. It's a guarantee
on a loan, a credit line, for one of his side

i nvest nent s.

"Side investnment” is the termused by Respondent's
counsel in their briefs, and that's what -- that's what
Signet Solar was to M. Patel, it was a side
investnent. And he had many investnents, but his main
livelihood is his hotel business. He is in the real
estate devel opnment and hotel business. And as we're
going to | earn today and hear nore about, this business
is -- relies heavily on financing for real estate
proj ects and devel opnent projects and for operating his
hot el busi ness.

We have unique set of facts in this case. There
was sone fear in the briefs tal king about this is a --
potentially a slippery slope: Wll, if a taxpayer
could nake up his mnd that this was a busi ness bad
debt in this case or a nonbusiness bad debt in that
case, on a whim that they could then dictate the tax
consequences.

But this is a very unique case. W have a

Kennedy Court Reporters, Inc.
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gentl eman who's made his entire life by investing in

hotel properties and running hotels. W are going to

learn that this $1 million investnment in Signet Sol ar

was nerely a side investnent. |t was not his main

l'ivelihood, his source of incone. And unfortunately,

that project did not go well and that conpany went

bankr upt .

So wth that, | will turn to taking testinony from
M. Patel. The intent here is to be informal and have
a conversation wth M. Patel. This is his first tine

testifying, so | want to make himconfortabl e as

possi ble so that we can all learn fromhim

BHUPENDRA B. PATEL,

havi ng been called as a witness on behalf of the Appell ant

and previously sworn by the Adm nistrative Law Judge, was
exam ned and testified as foll ows:
DI RECT EXAM NATI ON

BY MR ALLEN

Q So with that, good norning, M. Patel. |If you
could turn your mcrophone on. |If you would -- and pl ease
speak slowy and clearly today.

A Sur e.

Q | f you coul d describe your educational background

Kennedy Court Reporters, Inc.
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briefly for the panel.

A SO -- so | cane to this country in 1966. | did ny
master in Mechanical Engineering fromVillanova University.
It's a suburb of Phil adel phia. And then | started to work
as a control system engineer, joint venture between the
medi cal industry and IBM That was a | BML800 conputer,
whi ch was a process control. IBMwas trying to get online
conputi ng systens.

So | work up to '73. And I always have mnd to
get in the hotel business. And the reason for getting in
the hotel business, there was a few early pioneer canme from
our district iniIndiain the '40s and they settle in
San Francisco. They were in valley picking fruits, get
sone noney together. And then they |eased a hotel in
San Franci sco.

And when they conme back, they were telling us the
story. So | decided to go in the hotel business in 1973.

| took | eave of absent fromthe conpany and purchased ny
first property in Cctober 1973, 30 units hotel in Redwood
Cty. | still have that property.
And then | went back to the conpany, Phil adel phi a.
And 1974, | decided to, with ny famly, mgrant to
California. | started that business. And as to develop as
engi neer, | was |ooking for building the hotel. And to do

that, you require the plans and the finance. So | was

Kennedy Court Reporters, Inc.
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wor ki ng on those things.
And around 1978, | was involved in organi zing the
first bank, Bay Area Bank, with a group from Atherton area.

And we opened the bank in 1979.

Q If I could interrupt and just --

A Sure.

Q -- ask a few nore questions --

A Sur e.

Q -- briefly. So you were able to -- you said that

had famly fromlindia that had relocated to San Franci sco.
What tine period was that?

A That was 1974. M two sister and ny brother. And
their sibling, 19 of them canme in 1974 to California.
They immgrated as a pernmanent residents. And to support
them 1| needed to give -- get them gainful enploynment plus
a place to stay. And a notel was ideal way where kid --
everybody can stay. Kids can go to the school. Adult can
work in the notels. And they have a place to stay.

Q And to purchase that first hotel, did you obtain
any financing initially for the purchase or subsequently?

A | think those days hotel used to be treated as a
single user. So no bank was financing a hotel -- notel at
t hose days. So it was an owner finance. And | paid 28,000
down paynent, saving fromny | obs.

Q And then what was the second -- what was the

Kennedy Court Reporters, Inc.
800. 231. 2682
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second hotel that you purchased and in approxi mately what
year ?

A I think 1975 we purchased the second property,
whi ch was 18 units on 2300 El Camino Real in Muntain View
Then we purchased the third property in 1977, which was in
Santa Cruz. That was also | think around $100, 000 down
paynent, and the bal ance was owner finance. Those days
owner finance.

And 1979 | started to build the first notel on El
Camino in Muntain View, which was the land | had acquired
in 2300 El Camino Real. The first Best Western property |
built and opened in 1981.

Q And did you obtain financing to build that
property?

A Yeah. That one the bank financed. The Bay Area
Bank had financed $500, 000. And the bal ance, | have to put
the equity.

Q And Bay Area Bank, was that a smaller bank?

A Yeah. It was a small community bank. W
organized in '78/'79, with a $1 and a half mllion
capitals.

Q Let's nove into talking a little bit about your
experience wi th banking and the inportance of banking for
obtai ning financing. You had nentioned a nonent ago Bay

Area Bank and that you had sonehow becone invol ved with Bay

Kennedy Court Reporters, Inc.
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Area Bank. Can you explain that to the panel, please.

A Right. So the Bay Area Bank, | was involved
organizing initially, $1 and a half mllion. | was one of
them | was not, you know, |ead investor. Then in '79,
the CFO from Bay Area Bank |eft the Bay Area Bank and he
wants to organi ze a bank in South San Francisco called
Li berty Bank. | took $130,000 worth of the stock in that
bank, which was roughly 8 percent of the original capital
$1 and a half mllion.

So then | started to devel op ny connection with
the financial institute. And then | got involved with the
Best Westerns, which is a brand. Finance in the brand too
to expand in the business. So | becone Best Wstern nenber
in 1981. M first property, Muntain View Inn, was a Best
Western property.

And during that tinme, | had a connection.

Bank of Anmerica was right across ny hotel property in
Redwood City. So | started to devel op contact at the
branch | evel, the nmanager |evel. And then subsequently
manager introduce to ne the district person, and then
went to the private banking group of Bank of Anerica.

Q So you' ve nentioned Bay Area Bank and Liberty Bank
and you were -- you weren't formally enployed by these two
banks, but you were investor in the bank --

A Ri ght. Right.

Kennedy Court Reporters, Inc.
800. 231. 2682
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Q -- and you brought other investors. You nentioned

you were a |l ead investor.

the | ocal conmmunity --

You brought other investors from

A Ri ght.
Q -- and the Bay Area.
A Right. So | was doing |like a community work,

property investor, also the depositor.

deposit to expand. So |

But I was not on the board,

Because bank need a

was heavily involved on that side.

was on advi sory conmttee.

Q Did you ever get
did join the board?

just the advisory conmttee.

i nvol ved with any banks where you

A Yes. Then we decided to formlIndian Community

Bank. So we started around ' 87,
1988/'89 tine frane. It's called First

It was headquartered in San Francisco.

board on that bank.

Q And what -- is that bank still

and we organi zed in

| ndo Aneri can Bank.

And | was on the

i n existence today?

No. That bank then we sold to Wells Fargo.

A
Q Around what tinme period was that?
A

| think it probably around about '93, '94. Exit

date | don't know, but I

t her e.

think it was sonmewhere around

Q And did you have any other roles at any other

banks after that pursuant

Kennedy Court Reporters,

800. 231. 2682
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A Then | was --

Q -- to Indo Anerican Bank?

A | was on the bank board and headi ng the | oan
commttee in "94 -- no, | take it back. | think it was
around about 2004, '5. It's Korean bank called Innovative
Bank, |I-n-n-o-v-a-t-i-v-e, Innovative Bank. They had a

branch in OGakl and and al so branch in Southern California.

| was on that bank board for roughly two years. And --

Q And what was your role on the board at Innovative
Bank?
A On the board, one tine | was heading the | oan

commttee. And the |loan conmttee chair, you have to
review the different | oan requests. Oficer normally find
the loan. They will -- they will do the wite-up. And
then they bring the wite-up to the |loan conmttee and | oan
comrittee reviewwith a different paraneter. That was a
five-nmenber conmttee, and we kind of, you know, review and
approve the | oan.

Q And in that process, when you're | ooking at the
credi tworthiness of potential |oan custoners, you're
| ooking at their assets and their ability to pay back the
| oan; is that correct?

A That's true. But also you -- you |l ook at the, you
know, the customer past history, how he is doing, whether

he is paying | think, you know, in tine. Credit and ot her

Kennedy Court Reporters, Inc.
800. 231. 2682

16



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

things. So that's -- that was inportant because sonetine
on the paper it | ooks good, but in reality there m ght be
sonme black hole init.

Q So you'd look at the full picture of the | oan

custoner before naking a determnation if they were --

A Ri ght.
Q -- creditworthy?
A That's correct.

Q Let's nove, if we could, just to the -- 2006
roughly and the founding of Signet Solar. |If you could
just briefly describe. It's in the briefs. The panel's
probably famliar with Signet Solar sonewhat. But if you
could just briefly describe how you becane involved with
Si gnet Sol ar.

A So Signet Solar, we -- there was two ot her
founder. One was Dr. Lahri, Rejeeva Lahri, who is a Ph.D
in photovoltaic fromBuffalo in New York City. And in
2006, he was a CTO of the conpany called Intercell,
|-n-t-e-r-c-e-1-1. They were in the chip business.

And a second founder, Dr. Prabhu Goel, who did the
master and Ph.D. from Carnegie Mellon. And he was a gold
medal i st at |1 T Kanpur, which is a very prestigious
institute inIndia. IITis -- probably you m ght have seen
sone slot on 60 mnutes | think, you know. |Is cream of

creamto go to IIT.

Kennedy Court Reporters, Inc.
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Q

And | can provide the spelling of these nanes

afterward. And they are in the briefs as well.

A
Q

Yeah.
So that was M. Goel. And he was a Ph.D. from

Carnegie Mellon. And how nmuch noney did you personally

i nvest
A

Q
A

Q

in Signet?
| invested -- which --
Initially --
Al'l founder invested $1 m|lion each.

And where did Signet raise sone of its early

funding, apart fromthe initial --

A

O her funding cane fromthe, you know, the

i nvestor in comunity and nostly the, you know, India

regions. No institutions.

Q And the CGernman governnent gave a grant or nade an
i nvestnent --

A German governnent give a grant of $33 mllion.

Q And who was instrunental in raising funds fromthe

private investors, approxinmately $30 mllion?

A

| was involved in raising alnost | think 70, 80

percent of the fund fromthe, you know, conmunity.

Q

And at sone point in 2007, the conpany needed

further funding; is that right?

A
Q

That's right.

To cover operating expenses --

Kennedy Court Reporters, Inc.
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A Operating and al so we were expanding the |line
to -- you know, the manufacturing |ine.

Q And you obtained a credit line from
Bank of Anerica; is that correct?

A That's right, | think.

Q And who -- did either -- the other co-founders,
Lahri, L-a-h-r-i, or Goel, Go-e-l, did they have any
relationship with Bank of Anmerica to your know edge?

A Not to -- not to ny know edge. But | discussed
with themny relationship with the Bank of Anmerica and |
t ook themto Bank of Anerica.

Q And what ot her options did you have for raising
noney at this tine?

A So at that tinme, to raise the additional capital
either we go to the VC and give up -- venture capitalists

and give up part of the conpany or obtain the financing.

And the Signet was start-up conpany. So no bank will |end
the noney | think you know. | think it was a start-up
conpany, infancy stage. The failure is very -- there.

So we decided to go to Bank of Anerica. And I
took themto Bank of Anerica. And at that tine when we
started Signet Solar, solar -- photovoltaic was a
| eadi ng- age technol ogy. Everybody was thi nking about
gl obal warm ng and growing these thing. It was a very hot

itens.

Kennedy Court Reporters, Inc.
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So -- and with Dr. Lahri, who had done Ph.D. in
this field, and Prabhu Goel ny other partner, Dr. Goel, who
was al so, you know, electrical engineering, did Ph.D. in
el ectrical engineering, they were the two very technical,
sharp mnd | think you know. So -- and bei ng engi neer, |
feel that it was -- it was sonething good we can do, you
know.

Q So if we could, we're tal king about the -- when
you becane a guarantor of initially a $15 mllion credit
line with Bank of Anerica. This was around June/July of
2007. \What was your relationship with Bank of Anerica at
that time? How nmuch -- what was your approxi mate | oan
bal ance on -- for your hotel business at that tine?

A Sol think wwth the Bank of Anerica, | had
relationship from'70s, but | think really we started to
get the nortgage noney, noney on the property, and | think
| probably have at that tinme around about $25 mllion
exposure alone on the hotels from Bank of Anerica at that
time.

Q And woul d these -- approximately, if you can
recal |, about how many hotels did you own in your portfolio
around 2007, roughly?

A | woul d say naybe at that tine probably nine, ten
property.

Q And roughly how many enpl oyees do you think you

Kennedy Court Reporters, Inc.
800. 231. 2682

20



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

had in the hotels at that tinme?
A At that tine we had roughly 225 enpl oyee.
Q And so you took -- your co-founders and you went

to Bank of Anerica to obtain a line of credit; is that

correct?
A Yes, right. Yes, correct.
Q | want to shift to what's really primarily at

i ssue here is what was your notivation for becom ng the
guarantor on the Signet line of credit. You -- you'd
nmentioned that you'd been in the hotel business for nmany,
many years and that you've also nentioned -- it's in your
declaration -- that financing is instrunental, it's the
l'ifeblood of your hotel operations; is that correct?

A That is correct.

Q Way -- anong ot her things, you have a
mllion-dollar investnent in Signet Solar at the tine you
take out the -- becone a guarantor, basically a |l ender, for
Signet Solar. You have about a mllion-dollar investnent.
Did you have any other simlar investnents at that tinme?

A Yes, | think --

Q And pardon -- let me interrupt. Apol ogies.

A Yeah, sure.

Q My question ultimately is, is this Signet Solar
$1 mllion investnment a major investnent of yours at this

time.

Kennedy Court Reporters, Inc.
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A No. | think | have a few other investnent. And I
was | ooking at to diversification because |I was very

successful in the hotel business, was doing very good. So

| thought to diversify, | should also invest in other
field.

Si gnet was not only ny side investnent. | -- at
that tinme, | had maybe a four other investnent. And that

was a magni tude of $1 mllion.
| put $1 million in the Cal Life (phonetic) Fund,

whi ch was a nortgage-backed security they were working on.
O her mllion dollar | had invested in

i nfrastructure devel opnent Ireo, |-r-e-o.

A third investnent was --

And that was a fund? 1|-r-e-o Fund?

Yeah. Yeah, that's a fund.

And you invested about a mllion dollars?

> O >» O

MIllion dollar. Oher mllion dollar I invested
in Dynam c India Fund. That was devel opnent in India, but
it was secure fromMuritius. So it was not direct
investnent in India. You put the noney in a dollar to
Mauritius and Mauritius is goes to India. ay. It was --
and you get given. |It's -- it's very transparent.

Then | had a half a mllion dollar in another fund
cal l ed Tel esoft, which was a technological fund in the Bay

Area. Another mllion dollar I had was it's X Ranch
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(phonetic), which was a real estate devel opnent fund in
U.S. here.

Q And so Signet was an inportant investnent to you;

right?
A Yeah. It was -- it was investnent. But | think,
you know, | had other investnent, as | discussed.

Q And what was interesting to you about the Signet
Sol ar i nvestnent?

A Signet Solar was -- | was little nore involved
t han the other investnent because | raised the noney. And
| think as being engineer, it was in engineering field so |
was kind of nore involved in this investnent than just the
ot her investnent.

Q And, of course, you wanted Signet Solar to do
wel l; right?

A Yes. Yes.

Q And you wanted Signet to bring -- to succeed
because it would bring you future inconme fromthat
i nvestnent; correct, potentially?

A Yes.

Q But the potential liability you took on when you
became a guarantor was approximately $7 million if Signet
defaulted; right? But your investnent was only a mllion
dollars; is that correct?

A That's right.
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Q I"mtrying to figure out why woul d sonebody ri sk
$7 million to protect $1 nmillion in a start-up conpany
that -- you know, like all start-up conpanies, they're
struggling, but, you know, there's always potential; right?
W live in the Silicon Valley. O he and | live in the
Silicon Valley, and there's -- start-up conpanies are --
|"mnot going to say a dine a dozen, but there are many

start-up conpani es where we |ive.

What was it -- why would you take on this
$7 million potential liability for a $1 mllion investnent?
Was there anything else that was -- we'd call your primary

dom nant notivation?

A | think the reason was this was technol ogi cal
things. Al so, that was feel -- we feel very confident that
Si gnet woul d succeed. |If | take a Signet to

Bank of America and if Signet succeed, Bank of Anerica
succeed, | succeed, and | think it wll give us good
credibility, my credibility wth the Bank of Anmerica.
Q Wll, so let ne ask. How -- how do you succeed if
Bank of Anerica succeeds with the Signet Sol ar investnent?
A Wll, I think it's -- | defer -- | took the
busi ness to Bank of Anerica, Signet business. So if Signet
succeed and the Bank of Anmerica, you know, succeeds in
getting a return, then | will have additional credibility

with the Bank of Anerica, not on top what | was doing in ny
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busi ness.

Q Ri ght.
A That's the way | | ooked at -- you know, | | ooked
at that this thing is that it will be a win-win for Signet,

Bank of Anmerica, and for ne. Because |I think, you know --

| want to expand it. | want to expand the facility with

t he Bank of Anerica or larger institutions Bank of America
or somet hi ng because the community bank -- what ny need was
at that tinme, comunity bank cannot reach there because
their lending limt is 5 $7 mllion. Here we're talking
about project maybe 20-, $30 mllion.

Q And -- but your primary business at the tine, and
now as well, and back in 1973 in fact, was the business of
real estate devel opnent and owni ng and managi ng hotels in
California; is that correct?

A That's correct.

Q And as characterized by Respondent, your
investnent in Signet Solar, which is just a nere start-up
sol ar panel conpany, was your side investnent; is that
correct?

A That's right.

Q You woul d agree with that characterization?

A Yes.

Q And you relied on M. Lahri and Goel as the solar

panel experts; correct?
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A Right. Because that -- that was their -- you
know, their field. And they -- they're a master at that.

MR. ALLEN. If we could turn a nonent. | plan to
reserve sone time for rebuttal for later on today. By ny
calculation, | still have about 16 mnutes left. | don't
know if that's cl ose.

But I want to talk briefly about this case. You
know, the direct evidence cones fromM. Patel. He is the
one who -- he's the only person that can harbor his
notivations for doing things. And this case really is --
Section 166(d)(2) defines a nonbusiness debt, by excl usion
of course. It is "a debt other than a debt created or
acquired (as the case may be) in connection with a trade or
busi ness of the taxpayer." The statute 166(d)(2) does not
say "the" business. It says "a" business of the taxpayer.
"Or a debt the loss fromthe worthl essness of which is
incurred in the taxpayer's trade or business?"

And we know fromthe tax case | aw devel oped over
many, many years that a taxpayer can pursue nore than one
great -- one trade or business during a tax year. And, in
fact, M. Patel is one of these individuals that is
involved in nultiple businesses.

But as the Suprene Court has stated in
United States v. Generes, that to determ ne whether a

particular bad loss is proximately related to the
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t axpayer's trade or business, we have to | ook at the

t axpayer's dom nant notivation for nmaking the |oan. And I
posit that the dom nant notivation here, consistent with
Section 166, was he incurred the debt to protect and
enhance his business with Bank of Anmerica, as he's
testified.

I f Signet Solar does well, of course he can earn
di vidends. He can nmake -- he can earn incone fromthat
investnment. There's no doubt about that. But as the
record shows, his primary business is the hotel business.
And his portfolio is growi ng and growi ng, and he's | ooking
at ways to expand his hotel portfolio, and that is by
obtaining financing to continue on with projects.

It's a challenging case for everybody | believe,
but Respondent has made sone assunptions, assunptions that,
sure, they're alluring, they're easy to cone arrive at, but
t he assunptions are not based on fact and they're
specul ative. And | want to just ask M. Patel a few
guesti ons about those assunptions.

Q (By M. Allen) | want to ask if -- | want to ask
you if these assunptions are correct or if they're just
mere speculation. But -- and I'mreferring to a few parts
of the Respondent's opening brief. And | quote, "They held
a significant equity interest, having invested $1 mllion

in Signet, and clearly would have wanted to protect and
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i ncrease the value of their investnent in Signet." And
that's at their opening brief, page 13, line 11 through 13.

Do you agree with that assunption, M. Patel, that
you clearly woul d have wanted to protect and increase the
val ue of your investnent in Signet?

A Yes.

Q But why would you risk $7 mllion of liability to
protect this $1 million?

A Well, that's -- that's -- you know, that's |I'm not
agreeing because | think for a mllion dollar I had sone
other mllion dollar investnent. And a $7 mllion |oan, we
took it because | think we were believing that Signet would
succeed with the other two guys' technol ogi cal know edge.
And at that tine, the technol ogy was new. A Cerman
government, | think if they didn't -- if they didn't
bel i eve in technol ogy, they woul d not have given
$33 nmillion subsidy.

So we at that time with the other two founder,
nysel f and other two founder, we thought this is in the
right directions. And that's why we took the $15 nmillion
line fromBank of America. | think that was the true case,
not just to protect my mllion dollar. Because | had a few
other mllion-dollar investnent in other conpany, other
i nvest nent .

Q And anot her assunption nmade that's -- by
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Respondent is that, "Appellant husband,” and | quote, "a
successful business person nust have believed that Signet
had a great deal of investnent potential to have
contributed one mllion."

You agree to that, correct?

A Yes.

Q O course. And that's at the brief page 13 as
wel |, opening brief. "Appellant husband nust have
believed," and | quote, "Signet was going to generate
enough cash flowto neet it's requirenent with BofA. "

Do you agree with that?

A Well, | think any business to start, you expect to
make noney | think you know. You don't expect to, you
know, lose. Then the reality may sink in different than
what you have expected | think, yeah.

Q And if Signet, who was obligated to make paynents
on the credit line, if they' re paying for the debt and that
noney i s not com ng out of your pocket, then if Signet does
wel |, Bank of Anerica does well, and it doesn't cost you
anything; is that correct?

A That's true. | think it was -- it was -- Signet
was just paying the interest on that |ine, Bank of Anmerica
line. Wiich was |ike those days 4 percent. So 15 mllion,
600, 000, $50, 000 a nont h.

MR. ALLEN: Wth that I'd like -- | have
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approxi mately ten mnutes renmaining fromny
calculation. If I'"'moff please let nme know, but |I'd
like to reserve that tine.

ALJ LE: According to ny cal cul ation, yeah, you
have ten mnutes remaining. So you can add that to
your closing and rebuttal.

MR. ALLEN. Great. Thank you.

ALJ LE: Ckay.

Thank you, M. Patel, for your testinony.

MR. PATEL: Thank you.

ALJ LE: At this tinme let's go ahead and turn to
Respondent .

Respondent, do you have any questions for the
W t ness?

MR. HUNTER: Thank you, Judge Le. | have no
guestions for the w tness.

ALJ LE: Thank you. Now let ne turn to the pane
to see if they have any questi ons.

Judge Hosey, any questions for the w tness?

ALJ HOSEY: No questions at this tine. Thank you
t hough for your testinony.

ALJ LE: Thank you, Judge Hosey.

Judge Lanbert, any questions for the w tness?

ALJ LAMBERT: No questions at this time. Thanks.

ALJ LE: Thank you, Judge Lanbert.
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| do have sone questions of ny owmn here. The first
one is what is -- what was the value of Appellants’
interest in Signet at the tinme that Appell ant
guaranteed the Signet line of credit?

MR, PATEL: It was -- | think | invested one
mllion dollar inthe Gty's, A round.

ALJ LE: Oay. So as | understand --

MR PATEL: Yeah.

ALJ LE: -- in 2006, the -- each founder invested
$1 mllion?

MR. PATEL: That's right.

ALJ LE: But one year later, 2007, is when the |line
of credit was guaranteed; correct.

MR, PATEL: Yes. But | think at that tinme we
didn't have another round. So | think we -- you know,
t he valuation of the conpany conme when you raise
anot her round, then you val ue the conpany. But when we
put the $15 nmillion line, we never had a -- you know,
another round. So | think the $15 million line was to
hel p the conpany | think.

ALJ LE: ay. Thank you. What was your ownership
percentage in Signet at the tinme the guarantee was
si gned?

MR, PATEL: | don't know it, Judge. It may be --

may be on a paper, whatever. You know, it may be. |
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don't -- | don't, you know, have a nunber.

ALJ LE: Ckay.

MR, ALLEN: Would it be hel pful, Judge, to refer
himto any docunment? He'd be nore than happy to take a
| ook.

ALJ LE: | don't have any -- | don't have any
docunents --

MR, ALLEN. kay. Yeah. Yeah, yeah.

ALJ LE: Yeah. Okay. |In that case, that's all the
guestions that | have at this nonent. Let's go ahead
and turn to respondent, Franchise Tax Board, for your
presentation. It |ooks |like you have -- you requested
up to 20 mnutes. So let's proceed starting at
10: 17 a.m Thank you.

MR. HUNTER: Thank you, Judge.

PRESENTATI ON
BY MR HUNTER, Attorney for Respondent:
Agai n, David Hunter on behalf of Respondent,

Franchi se Tax Board. As you've heard already and as
you know, this case involves an incorrectly reported
bad debt deduction. And fromthe outset an inportant
di stinction nust be made. That is the difference
bet ween a busi ness bad debt and a nonbusi ness bad debt.

This is inportant because, quite frankly, that's what's
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going to turn this case.

Now, | wll repeat what the lawis on this. A
busi ness bad debt is a debt that is incurred in
connection with the taxpayer's trade or business. For
exanple: Loans to clients, suppliers, distributors or
enpl oyees when you're running a business, credit sales
to customers that go bad, or guarantees of a | oan that
is related to a trade or business.

A nonbusi ness bad debt is a debt that is not
created or acquired in connection with a taxpayer's
trade or business. Also it is not incurred in the
t axpayer's trade or business. Maybe later on as a
guarantee. |In other words, all other bad debts that
are not business are nonbusi ness. They're excluded.

Busi ness bad debts give rise to ordinary | oss
treatment, while nonbusi ness bad debts give rise to
short-termcapital loss treatnent. And because of the
l[imtation on capital |osses, three grand per year or
what ever capital | osses the taxpayers nay report,

di sti ngui shi ng between busi ness and nonbusi ness bad
debts is critical.

The United States Suprenme Court has held that being
an investor to pursue personal profit is not a trade or
busi ness for tax purposes, and that's a case we cited

call ed Whipple in our brief, Wh-i-p-p-l-e, which found
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a notive is related to an investnent when the guarantor
ains to increase or protect the value of his or her
stock in the debtor corporation.

In order to support a business bad debt deducti on,
the record nmust clearly denonstrate that the primary
reason for making the | oan was business rather than
i nvestnent related. Even a bal anced busi ness
i nvestnent notivation or a significant business
notivation is insufficient.

We heard testinony just now that taxpayer nade a
side investnment for personal profit and al so an attenpt
to conflate and bridge it over to financing in other
trades or business pursuits. Well, that's not even
bal anced. And here the | aw says a bal anced busi ness
i nvestnment notivation is insufficient. Here we have an
i nvestnent for personal profit. And that lawis from
again, the United States Suprene Court. And counsel
cited to GCeneres. W also have another case citation
in our brief, the case is O D. Smth v. Conm ssioner.

Now, the Treasury Regulation that is on point in
this case under these facts is 1.166-9(b) and al so
(d)(1), (2) and (3). They all focus on the tine the
t axpayer enters into the guarantee to determ ne the
proxi mate rel ati onshi p between the guarantee and the

taxpayer's notivation or profit notive.
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To determ ne whether a particular guarantee is
proximately related to the taxpayer's trade or
busi ness, we neasure the taxpayer's dom nant notive for
becom ng a guarantor at the tinme of entering into the
guarantee rather than the date upon which a paynent and
di scharge is nmade. The case that we cited to on this
point is in the brief. [It's French v. United States.

Unl ess the guarantee itself was a busi ness debt
when it was nade, it can't be converted into a business
debt later on. And | want to bring up that point

because we've heard the question raised two or three

times, "Way would you ever throw $7 mllion behind an
i nvestment of $1 million?"
Well, you could even try to ask that question now,

but we're not |ooking at this transaction now in 2023.
We're looking at the transaction at the tinme the
guarantee was nmade. And Judge Le asked a very good
guestion. That was a mllion dollars' skin in the gane
at that point.

So in this case Appellant admttedly testified that
he runs a nulti-mllion-dollar hotel business. The
assunption was confirnmed that off to the side he also
invested in a solar panel conmpany along wth other
i nvestnents. The sole purpose of investing in stock is

to make a profit.
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In 2007, after the conpany was fornmed and Appel | ant
received a mllion shares of preferred stock with a
mllion-dollar investnent, the Appellant and two ot her
sharehol ders, as he testified to and gave us the
background, entered into a | oan agreenent with
Bank of Anmerica. And the bank extended the conpany a
$15 million line of credit. Appellant testified that
he guaranteed the |oan with the other founders.

When the conpany defaulted on the | oan, Appellant
had to honor his guarantee. The conpany eventually
filed for bankruptcy in 2012. And in 2013, Appell ant
filed a proof of claimin the amount of $7.9 mllion.
And this is the anount that he incorrectly reported as
a busi ness bad debt on his 2013 inconme tax return.

As we've all heard, the lawis clear, incone tax
deductions are a matter of legislative grace. And a
t axpayer who cl ains the deduction bears the burden of
proving that he or she squarely falls within the
paraneters of that deduction that they are entitled to
t hat deduction. That's New Col onial Ice Conpany is the
case, and also a recent OTA precedential decision in
t he Appeal of Vardell, V-a-r-d-e-I-1.

W' ve heard testinony this norning, and | want to
read into the record a couple of excerpts from

Exhibit A, because | think it's beneficial how the
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Appel | ant descri bed what happened in terns of his

I nvest nent, the subsequent guarantee. This is in
response to an audit. |It's called, "Explanation of the
Credit Agreenent." Again, it would add light to it.

So, "As additional financing, in 2007, M. Patel,
along with the other two founders, arranged a $15
mllion line of credit with Bank of Anerica, the
proceeds of which flowto Signet to establish and
maintain its business. Signet's" --

ALJ LE: I'msorry. Can | stop you right here?

MR. HUNTER:  Sorry.

ALJ LE: Is this an exhibit --

MR. HUNTER: Yes, sir, it is.

ALJ LE: -- in the record?

MR. HUNTER: Exhibit A

ALJ LE: Exhibit A? GCkay. Thank you.

MR. HUNTER: Page 1

"The | oan proceeds were used for the operations and
capital expenditures of Signet."

Now |'m on page 3. "The parties agreed to nutually
becone personally/severally obligated to pay such
obligation by signing the | oan agreenent. And further,
Signet Solar, Inc., has drawn a line of credit to the
full amount of $15 mllion for use as its operating

capital." This is for the conpany to operate.
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Now |I'm on page 5, top paragraph. "Taxpayer's
i nvol venment with Signet flow fromhis position as the
hol der of stock, a mnor stock interest in the conpany,
and, when the conpany's financial situation
deteriorated, as a |oan guarantor." So again, he
invested in stock. That was the first nove.

At the bottom of page 5 | eading into page 6.
"Taxpayer had a $1 mllion" -- "had $1 mllion in
equity in Signet conpared to the $16.5 mllion drawn
down by Signet fromthe Bank of America line of credit.
Taxpayer expected Signet to performunder the terns of
the debt, and he expected favorable returns on his
equity." Again, profit notive. "Instead, he suffered
a bruising loss."

Finally, the top of page 7 of this exhibit.
"Taxpayer agreed to be a guarantor of the |oan in order
to facilitate Signet's profitable performnce, which
woul d have accrued eventually to his own benefit and
profit as a shareholder. Thus the debt was entered
into in connection wth a transaction entered into for
profit.” 1'll repeat that. "The debt was entered into
in connection with a transaction entered into for
profit."”

|'"d also like to refer to a couple of lines in the

docunent that | submtted, that Respondent submtted,
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which is Exhibit OO [|I'mat page 3, lines 1

through 13. I'mbringing this up because this docunent
was filed in 2013, nore contenporaneous with the
transaction and the circunstances. This is drafted by

counsel for Appellant.

Background Section. "In order to fund the debtor's
ongoi ng operational expenses"” -- and the debtor is
Signet, this is a bankruptcy case -- "in July 2007 the

founders entered into a | oan agreenent with

Bank of Anmerica. Each of the founders was jointly and
severally liable for the anmounts due thereunder, and
the credit limt increased to $16.5 mllion." W've
heard that. "Thanks to the founders' investnents and
other contributions to the debtor, the debtor achi eved
a neasure of market acceptance and was able to raise
approximately 30 mllion in equity financing."

Line 13. "Patel sought to stabilize the debtor's
[Tquidity position throughout 2009 personally nmaking a
| oan of $950, 000 in | oan advances to the debtor within
t he cal endar year." Again, "Patel sought to stabilize
the debtor's liquidity position.”™ He was protecting
his investnent. That's a textbook exanple of a
nonbusi ness bad debt.

On point is the appeal of Varner, V-a-r-n-e-r, a

Board of Equalization case. |In Varner, "The taxpayer
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made | oans and advanced suns of nobney to busi nesses he
had i nvestnments in." Personal investnents. Profit
notive. "He also nade paynents on the guarantee he
entered into on | oans he made to a conpany that he
invested in." Profit notive.

"On his tax return he cl ai med busi ness bad debt
deductions for these paynents. Respondent,” like in
this case, "reclassified these guarantees and advances
as nonbusi ness bad debts because Appellant,"” in that
case, "failed to establish a proxinate rel ati on between
the debts and his trade or business. The Board of
Equal i zati on took note of Appellant's concession that
he gave the guarantee in that case as, quote, part of
the venture, end quote, indicating that the guarantee
was intended to further the success of his investnent
and, in turn, assure that the conpany did not |ose
nmoney. Thus the |l osses resulting therefromare
properly classified as nonbusi ness bad debts and are
deducted only" -- "deductible only as capital |osses.”

Li kewi se here, Appellant held stock in the solar
panel conpany as his personal investnent held for
profit. He testified that he had three or four other
personal investnents in other conpanies. Had he been

wi |l dly successful, he would have nade noney, not the

bank. [If --
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ALJ LE: Please try to nove your mc a little
cl oser.

MR, HUNTER:  Sorry.

ALJ LE: Thank you.

MR HUNTER: | don't want to yell. If he would
have been wildly successful in enbarking on these
personal investnments, he would have nade the profit.
He woul d have made noney on his individual tax return,
not the bank. "If these investnents in Signet or the
ot her personal investnments he nentioned, if he took a
| oss, he would suffer the |oss, not the bank. And you
can't conflate the two with a personal i1nvestnent to
sonehow being related to or sonehow incurred in an
unrel ated hotel business.

The hotel business was not responsible to nake
paynents on his personal guarantee of the solar
conpany's debt. He testified that he was. It
protected his personal investnent. And there's sinply
no conming back fromthat, and that's where it should
end.

When you nention financing as the |ifeblood of
Appel | ants' hotel business, that makes sense. He does
a lot of noney with -- a high amount of business in
that area. He can al so have a personal investnent in

an unrel ated sol ar panel conpany and then al so have to
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be called to the carpet and nmake good on his guarantee
of an investnent that he signed. You can have both.
And they are separate.

Again, given -- you know, | thought that | would
have questions of the witness on cross. But given his
testinmony, | would just like to posit that it actually
rei nforces Respondent's position in this case when he
admtted -- or sorry -- conceded that he had a persona
I nvestnment in Signet Solar along with other pursuits.

And the second issue to the panel, | think it's
nore of a sub-issue of the first, the determ nation
shoul d be made that this was a nonbusi ness bad debt,
and, therefore, capital loss treatnent is what it's
entitled to. And nechanically, the net operating |oss
is properly disallowed for years '14 and '15. It's
just a natural byproduct or consequence of the first
det erm nati on.

|"'m here to answer any questions that you have.

Oh, strike that. Co-counsel

M5. MOSNI ER Thank you.

PRESENTATI ON
BY M5. MOSNI ER, Attorney for Respondent:
And not only do the docunents indicate that at

the time the guarantee was nmade that the dom nant
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notivation was to protect M. Patel's investnent, but
when you | ook at the other attendant facts at that
tinme, they support that determ nation.

Renenber, the conpany was fornmed, Signet was forned
in 2006, and the | oan guarantee was executed in 2007,
and that's when the noney was advanced. The German
government had invested $30 mllion in the conpany.
The line of credit funds were needed, as M. Patel
explained in his testinony, to, quote, help the
conpany. |t needed operating capital.

It wasn't until 2009 when another country entered
the sol ar panel market that there was a downturn.
So -- for Signet. So there was -- at the tine the
noney was put in, everything, or at |least the facts
that are in the record, indicates that Signet could be
a profitabl e conpany.

What the record also indicates is that the
notivation to preserve the relationship with
Bank of America is related to M. Patel's paynent as a
guarantor. Exhibit J to FTB's opening brief is a
Novenber 11th, 2019, response during the protest, a
response fromthe Appellants.

And they say, "The paynent was necessary to protect
M. Patel's sterling credit reputation and access to

tens of mllions of dollars of financing for his
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extensive hotel business.” And it said, "He paid" --
this is Exhibit J, page 2 -- "because had he not repaid
the | oans, it would have destroyed his credit
reputation.”

So FTB does not doubt a notivation that had to do
with protecting the relationship. It's sinply that
that notivation surfaced at the tinme of the paynent and
not at the tinme the guarantee was entered into, as
required by case law. Thank you.

ALJ LE: Thank you, Respondent, for your
presentation. Let nme turn to the panel to see if they
have any questions for Respondent.

Judge Hosey, any questions?

ALJ HOSEY: No questions. Thank you.

ALJ LE: Thank you.

Judge Lanbert, any questions?

ALJ LAMBERT: | was just wondering -- well, maybe
ei ther party can answer, but what kind of corporation
is this exactly? Do you know if it's in S corporation
or C corporation?

MR. HUNTER. C Corp. Sorry, Judge. But just based
on the facts, first we had preferred stock. And then
when they had a second round of finance, they had other
cl asses of stock. So it's a C Corp.

ALJ LAMBERT: kay. Thanks.
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MR. ALLEN: | don't have a specific answer. |
woul d tend to agree wth counsel or here.

ALJ LAMBERT: kay. Thank you. And then | just
had a question for Appellant and maybe M. Patel, but
it seened |ike there were two other founders, two other
sharehol ders that also agreed to pay off the | oan.

And, | nean, it's -- it seens |ike they were not
involved in the hotel business, but their notivation

t hen woul d have been, you know, to help Signet, | nean,
to increase their investnment. But even though they
weren't in the hotel business, they still agreed to
guarantee the | oan?

MR ALLEN: Yeah. Well, | don't know precisely
their notivation, but, yes. And | think that there's
not hi ng i nconsistent with that, that they could all
have different notivations for why to guarantee the
| oan. But...

MR PATEL: Wen we took a $15 nmillion line, the
guar ant ee was specified nyself, Prabhu Goel, and Lahri.
So everybody was, | think, you know, was on. And the
15 million was divided 7 and a half -- | nmean, 6 and a
half, 6 and a half, and $2 mllion | think you know.

ALJ LAMBERT: Ckay. Thank you. That's all | have
for now. Thanks.

ALJ LE: Thank you, Judge Lanbert.

Kennedy Court Reporters, Inc. 45
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

It is now Appellant's turn for their closing and
rebuttal statenents. M. Allen, I'Il give you up to 15
m nutes. You could start at 10:30 a.m Pl ease

proceed. Thank you.

CLGOSI NG ARGUVENT
BY MR- ALLEN, Attorney for Appellant:

Thank you very nmuch. "WIldly successful,” we heard
that phrase used, and | think it was in the context if
Signet Solar was wildly successful, M. Patel would be
wi | dly successful and he woul d be taking his noney to
the bank fromthis investnment and woul d be very happy.
Sure. That's a possibility. But the only fact
that we have here that's been -- that really shows wld
success is M. Patel in his hotel business, his real
estate devel opnent business. W are |ooking at a story
of an extrenely successful immgrant from I ndia who has
built a portfolio of hotels over a nunber of years.
He's enpl oyed hundreds of people over these years
froml think he said at the tinme maybe 125 fol ks -- or,
no, 225 people in 2007, 2008, in that tinme frane. And
| think he's nentioned to ne it's upwards around 600
peopl e by 2019 pre-COVID. And he's had an extrenely

successful career with his hotel business. And he

attributes that to getting access to financing so that
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he can continue to expand his hotel business.

In 2007 he sat at a unique situation where they
could go, Signet Solar, could go and raise nore funds
fromventure capitalists. It's very common in the
Silicon Valley. But they'd have to give up equity. So
t here was sonme, you know, downside to going to the VCs
and asking for noney.

And as M. Patel testified here today, he thought
about this and he thought, well, you know, basically
the downside is he loses in this investnent. Because
of his success in his hotel business, he's in a unique
position where he's able to nmake a series of $1 mllion
i nvestnments. That's not ny situation, but M. Patel
had that situation in 2007 where he could nmake a series
of mllion-dollar investnents.

And so he | ooked at this and he said, well, if |
bring Bank of Anerica basically alnbst as a partner,
right, if Signet Solar does well and Bank of Anerica
will obviously do well then as well. They will be paid
off the 16 mllion -- or the increase to $16.5 mllion
credit line. Signet will continue operations hopefully
grow ng and expanding to nmultiple countries and
bringing nore products to the market and increasing the
busi ness.

Qobviously that's great for M. Patel. But that
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wasn't his notivation in 2007. He didn't knowif this
conpany was going to work. He was an engineer. He
enj oyed the process of getting involved in this
start-up. But what he knewis if this thing is
successful, Bank of America is going to be knocking on
hi s door | ooking for other opportunities with M. Pate
and, consequently, he would be able to invest and
expand his hotel portfolio.

There's no doubt that there's nultiple notivations
here. No one's trying to say that he invested a
mllion dollars |like putting a chip down in Las Vegas
on black. It wasn't -- it was an inportant investnent
to him But the upside was expandi ng his hotel
busi ness.

Sonme of the cases cited by Respondent, in
particular French v. U S., it's a different case. The
facts are distinguishable. Mst of the cases are
di stingui shabl e, but that involved a taxpayer that paid
a guarantee later on to protect his reputation at that
time, not the tinme of the guarantee.

As | said at the outset, this is a unique set of
facts. And | don't think there's any risk of a
slippery slope where, oh, well, taxpayers can then just
a make a decision after the fact on how they want the

treatnment. There are going to be very few taxpayers
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who are in a situation that have an established
busi ness that requires substantial financing where
bringing that financier business would create an
opportunity down the road. This is a very narrow set
of facts.

| f he brings business to Bank of Anerica, if Signet
succeeds, all parties win. You know, |'mjust using a
sinple logic. |f Bank of Anerica' s happy, then the
hot el business can expand. That's the sinple takeaway
fromthis case. The cases that have covered business
bad debt and nonbusi ness bad debt, they typically
i nvol ve a situation where sonebody has taken out a | oan
and now at the tinme of paynment they're thinking, oh,
wow, now | have to protect ny reputation. |If | default
on this, I won't get financing. But | haven't seen a
single case that's unique like this where by bringing
the business to the financier, by bringing the business
to Bank of Anerica, that could expand their
opportunities. | haven't seen that in the case |aw

| will draw your attention to the few cases cited
in Appellants' reply brief. In particular the Litwin
v. U S case. And that involves |ooking at the size of
the risk. And what we have here is he's taking on
substantial risk of a potential guarantee of

$7 mllion. That's a loan to Signet Sol ar of
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$7 mllion to chase after a mllion-dollar initial
i nvest nent .

| don't know what the value of the investnent was
in June or July of 2007. | don't think it appreciated
significantly. There's no evidence to show that the
valuation of that initial investnent had increased
substantially at that tinme. Even if it were 2 mllion
let's just say, it's still, looking at the Litwi n case
and also the Estate of Allen case cited in our reply
brief, you have to |ook. Does it nakes sense that
sonebody woul d throw the potential bad noney at good
noney?

And it took ne a while to understand this case, of
course, but M. Patel's this unique person. He's in a
uni que situation where the actual act of becomng a
guarantor had a benefit that was nmuch |arger than the
potential dividends or inconme earned fromthe
i nvestnent in Signet Sol ar.

So again, |I'd say the only wild success here is
M. Patel's dedication and hard work to his hotel
busi ness and this involvenent with banks quickly in the
1970s. He quickly learned that the way that |'m going
to continue to build ny business is through
rel ati onshi ps with banks.

And he was on the board of two banks. And he
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| earned the process of what -- how do you obtain
financi ng, |ooking at specific cases of potential |oan
custoners comng to the bank and saying, "I need noney
to expand ny busi ness."

And so he's known -- his basis for nmaking this
determ nation in 2007 was forned on his past
experiences. And so he utilized those experiences when
he went to -- when he brought Signet Solar and his
cof ounders to the bank and they agreed to guarantee the
loan to the tune of potentially $7 mllion, which was
all paid off. And his relationship wth Bank of
America is still pristine today.

Unfortunately, it didn't go the way that he wanted.
But at the tinme of the guarantee, that's what we | ook
at. And at the time of the guarantee, he was hoping
this was going to be a win-win for everybody, which
woul d then assist himin expanding his hotel business.

And with that, we'll refer the panel back to our
reply brief and our other filings in the case. And
| -- again, this is an eight-year-old case. It's been
going on for a long tine. | think all of the docunents
referenced in Respondent's presentation were prepared
by their CPAs or other representatives.

| "' mnot saying that there's any reason to doubt

t hose docunents, but | don't know that any of those
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wer e declarations signed by M. Patel. And so |

just -- you know, | wonder how inportant all of those
docunents are and every specific sentence. But wth
that, we will submt our case to the panel.

ALJ LE: Thank you for closing and rebuttal. Let
me turn -- again turn to the panel one last tinme to see
if they have any final questions for either party.

Judge Hosey, any final questions for either party?

ALJ HOSEY: No questions. But thank you both for
your presentations.

ALJ LE: Thank you, Judge Hosey.

Judge Lanbert, any final questions for either
party?

ALJ LAMBERT: No final questions. Thanks.

ALJ LE: Thank you, Judge Lanbert.

| do have one question nyself. This is for
Appel l ant. There was discussed in the briefing $35,077
t hat Appel |l ant advanced to Signet to pay for insurance
and enpl oyee conpensation. It seens to have inplied
t hat that anobunt was conceded as nonbusi ness bad debt,
but | just want to confirmthat with Appellant.

MR, ALLEN. 35, 000?

ALJ LE: Yes.

MR. ALLEN. Yes. There were certainly sone

concessions in the briefs. And I think we've narrowed
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it to 7.1 mllion. | apologize, |I'msearching. |
woul d refer you to the Appellants' reply brief,

page 11, where -- for the concessions. So there is a
portion of this that we're not contesting, correct.

ALJ LE: Ckay. Thank you very much.

MR, ALLEN: Thank you.

THE COURT: As of that, | have no further
guestions. So if there's nothing else, that wll
concl ude --

MR, ALLEN:. One last point. Apol ogies.

ALJ LE: Yes. (Go ahead.

MR ALLEN: It's just so say that | think that the
parties agree that the inpact of the determ nation on
2013 then would carry into '14 and '15. | don't think
there's any dispute as to that. So | didn't present
much argunment on that.

THE COURT: Thank you. Appreciate it.

MR, ALLEN: You're welcone. Thank you.

ALJ LE: Okay. So that will conclude our hearing.
Thank you, everyone, for comng in today. This case is
subm tted on February 21st, 2023. The record is now
cl osed. The judges will neet and deci de your case
later on, and we wll send you a witten opinion of our
deci sion within 100 days.

The next hearing for a different appeal will begin
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at 1:00 p.m Thank you, everyone. And goodbye.
MR. HUNTER: Thank you, Judge.
MR. ALLEN:. Thank you, Judge.
(Concl usi on of the proceedings at 10:51 a.m)

---000- - -
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       1                        Sacramento, California

       2                      Tuesday, February 21, 2023

       3                               9:39 a.m.

       4   

       5           ALJ LE:  We are now going on the record.  We are

       6       opening the record in the Appeal of Patel.  This matter

       7       is being held before the Office of Tax Appeals.  The

       8       OTA case number is 20076372.  Today's date is Tuesday,

       9       February 21st, 2023, and the time is 9:39 a.m.  This

      10       hearing's being held in person in Sacramento,

      11       California.

      12           Today's hearing is being heard by a panel of three

      13       administrative law judges.  My name is Mike Le, and I

      14       will be the lead judge.  Judge Sara Hosey and Judge

      15       Josh Lambert are the other members of this Tax Appeals

      16       panel.

      17           All three judges will meet after the hearing and

      18       produce a written opinion as equal participants.

      19       Although the lead judge will conduct the hearing, any

      20       judge on this panel may ask questions or otherwise

      21       participate to ensure we have all the information

      22       needed to decide this appeal.

      23           Now for the parties' introductions.  For the

      24       record, will the parties please state their names and

      25       who they represent, starting with Respondent Franchise
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       1       Tax Board.

       2           MR. HUNTER:  Good morning.  Nice to see you as

       3       always, Judge Le.  My name is David Hunter,

       4       H-u-n-t-e-r, on behalf of Respondent Franchise Tax

       5       Board.  And to my left.

       6           MS. MOSNIER:  Good morning.  Marguerite Mosnier,

       7       M-o-s-n-i-e-r, for Respondent Franchise Tax Board.

       8           ALJ LE:  Thank you.  And turning for Appellants.

       9           MR. ALLEN:  Yes.  My name is Andrew D. Allen, on

      10       behalf of my client Bhupendra Patel, who's present.

      11           MS. PATEL:  My name is Bhupendra B. Patel.

      12           ALJ LE:  Thank you.  Let's move on to the issues in

      13       this case.  So there are two issues in this matter.

      14       The first is whether the $7,998,295 deduction claimed

      15       on Appellants' 2013 tax return is business bad debt.

      16       The second is whether Respondent correctly denied net

      17       operating loss deductions on Appellants' 2014 and 2015

      18       tax returns arising from the business -- from the bad

      19       debt deduction.

      20           The parties made some stipulations, as notated in

      21       the minutes and orders.  Appellant will have B. Patel

      22       testify regarding his intent and motive at the time he

      23       guaranteed and started paying off the Bank of America

      24       loan.

      25           As to the exhibits, there are no objections to each

0007

       1       party's exhibits.  Appellants' Exhibit 1 is admitted

       2       into the record.

       3           (Appellants' Exhibit No. 1 received into evidence.)

       4           ALJ LE:  Respondent's exhibits marked A through NN

       5       are admitted into the record.

       6           (Respondent's Exhibit A through NN received into

       7       evidence.)

       8           ALJ LE:  And Respondent's exhibits marked as a

       9       complete copy of Exhibit Z and Exhibit OO are also

      10       admitted into the record.

      11           (Respondent's Exhibit Z and Exhibit OO received

      12       into evidence.)

      13           ALJ LE:  This oral hearing will begin with

      14       Appellants' opening statement for up to 30 minutes and

      15       Appellants' witness testimony for up to 40 minutes.

      16           Does anyone have any questions before we begin with

      17       Appellants' presentation?

      18           MR. HUNTER:  No, Judge.

      19           MR. ALLEN:  No, Judge.

      20           ALJ LE:  Thank you.  At this time I'm going to go

      21       ahead and swear in Mr. Patel first.  And then,

      22       Mr. Allen, you may begin your opening.

      23           MR. ALLEN:  Thank you.

      24           ALJ LE:  Mr. Patel, would you raise your right

      25       hand.
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       1           Do you swear or affirm to tell the truth, the whole

       2       truth and nothing but the truth?

       3           MR. PATEL:  I do.

       4           ALJ LE:  Thank you.

       5           Mr. Allen, you may proceed with your presentation.

       6           MR. ALLEN:  Thank you, Judge.

       7   

       8                             PRESENTATION

       9   BY MR. ALLEN, Attorney for Appellant:

      10               This is an unique set of facts in this case.

      11       The audit has been going on, or commenced, in

      12       2015/2016.  We've all survived a pandemic in the

      13       interim.  And here we are about eight years later

      14       approximately.  And most of us, if not all of us, are

      15       new to the case.  The panel, of course, has had an

      16       opportunity to review the briefs and the exhibits filed

      17       by the parties.  And we have new counsel for Respondent

      18       today representing the FTB.  And I'm new to the case as

      19       well in the last year or so.

      20           So the only person here that's lived this case the

      21       entire time is Mr. Patel.  And he's here today to

      22       discuss his case, to provide testimony as to what he

      23       lived during this time period which resulted in the

      24       business bad debt in 2013.

      25           What we know is the case law on addressing
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       1       Section 166(d)(2), which was adopted by the -- in the

       2       California Revenue and Taxation Code -- the California

       3       Tax and Revenue Code is that it's the dominant motive

       4       of the taxpayer at the time they entered into the

       5       transaction.  Here it's a guarantee.  It's a guarantee

       6       on a loan, a credit line, for one of his side

       7       investments.

       8           "Side investment" is the term used by Respondent's

       9       counsel in their briefs, and that's what -- that's what

      10       Signet Solar was to Mr. Patel, it was a side

      11       investment.  And he had many investments, but his main

      12       livelihood is his hotel business.  He is in the real

      13       estate development and hotel business.  And as we're

      14       going to learn today and hear more about, this business

      15       is -- relies heavily on financing for real estate

      16       projects and development projects and for operating his

      17       hotel business.

      18           We have unique set of facts in this case.  There

      19       was some fear in the briefs talking about this is a --

      20       potentially a slippery slope:  Well, if a taxpayer

      21       could make up his mind that this was a business bad

      22       debt in this case or a nonbusiness bad debt in that

      23       case, on a whim, that they could then dictate the tax

      24       consequences.

      25           But this is a very unique case.  We have a
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       1       gentleman who's made his entire life by investing in

       2       hotel properties and running hotels.  We are going to

       3       learn that this $1 million investment in Signet Solar

       4       was merely a side investment.  It was not his main

       5       livelihood, his source of income.  And unfortunately,

       6       that project did not go well and that company went

       7       bankrupt.

       8           So with that, I will turn to taking testimony from

       9       Mr. Patel.  The intent here is to be informal and have

      10       a conversation with Mr. Patel.  This is his first time

      11       testifying, so I want to make him comfortable as

      12       possible so that we can all learn from him.

      13   

      14                          BHUPENDRA B. PATEL,

      15   having been called as a witness on behalf of the Appellant

      16   and previously sworn by the Administrative Law Judge, was

      17   examined and testified as follows:

      18   

      19                          DIRECT EXAMINATION

      20   BY MR. ALLEN:

      21        Q    So with that, good morning, Mr. Patel.  If you

      22    could turn your microphone on.  If you would -- and please

      23    speak slowly and clearly today.

      24        A    Sure.

      25        Q    If you could describe your educational background
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       1    briefly for the panel.

       2        A    So -- so I came to this country in 1966.  I did my

       3    master in Mechanical Engineering from Villanova University.

       4    It's a suburb of Philadelphia.  And then I started to work

       5    as a control system engineer, joint venture between the

       6    medical industry and IBM.  That was a IBM1800 computer,

       7    which was a process control.  IBM was trying to get online

       8    computing systems.

       9             So I work up to '73.  And I always have mind to

      10    get in the hotel business.  And the reason for getting in

      11    the hotel business, there was a few early pioneer came from

      12    our district in India in the '40s and they settle in

      13    San Francisco.  They were in valley picking fruits, get

      14    some money together.  And then they leased a hotel in

      15    San Francisco.

      16             And when they come back, they were telling us the

      17    story.  So I decided to go in the hotel business in 1973.

      18     I took leave of absent from the company and purchased my

      19    first property in October 1973, 30 units hotel in Redwood

      20    City.  I still have that property.

      21             And then I went back to the company, Philadelphia.

      22     And 1974, I decided to, with my family, migrant to

      23    California.  I started that business.  And as to develop as

      24    engineer, I was looking for building the hotel.  And to do

      25    that, you require the plans and the finance.  So I was
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       1    working on those things.

       2             And around 1978, I was involved in organizing the

       3    first bank, Bay Area Bank, with a group from Atherton area.

       4    And we opened the bank in 1979.

       5        Q    If I could interrupt and just --

       6        A    Sure.

       7        Q    -- ask a few more questions --

       8        A    Sure.

       9        Q    -- briefly.  So you were able to -- you said that

      10    had family from India that had relocated to San Francisco.

      11    What time period was that?

      12        A    That was 1974.  My two sister and my brother.  And

      13    their sibling, 19 of them, came in 1974 to California.

      14    They immigrated as a permanent residents.  And to support

      15    them, I needed to give -- get them gainful employment plus

      16    a place to stay.  And a motel was ideal way where kid --

      17    everybody can stay.  Kids can go to the school.  Adult can

      18    work in the motels.  And they have a place to stay.

      19        Q    And to purchase that first hotel, did you obtain

      20    any financing initially for the purchase or subsequently?

      21        A    I think those days hotel used to be treated as a

      22    single user.  So no bank was financing a hotel -- motel at

      23    those days.  So it was an owner finance.  And I paid 28,000

      24    down payment, saving from my jobs.

      25        Q    And then what was the second -- what was the
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       1    second hotel that you purchased and in approximately what

       2    year?

       3        A    I think 1975 we purchased the second property,

       4    which was 18 units on 2300 El Camino Real in Mountain View.

       5    Then we purchased the third property in 1977, which was in

       6    Santa Cruz.  That was also I think around $100,000 down

       7    payment, and the balance was owner finance.  Those days

       8    owner finance.

       9             And 1979 I started to build the first motel on El

      10    Camino in Mountain View, which was the land I had acquired

      11    in 2300 El Camino Real.  The first Best Western property I

      12    built and opened in 1981.

      13        Q    And did you obtain financing to build that

      14    property?

      15        A    Yeah.  That one the bank financed.  The Bay Area

      16    Bank had financed $500,000.  And the balance, I have to put

      17    the equity.

      18        Q    And Bay Area Bank, was that a smaller bank?

      19        A    Yeah.  It was a small community bank.  We

      20    organized in '78/'79, with a $1 and a half million

      21    capitals.

      22        Q    Let's move into talking a little bit about your

      23    experience with banking and the importance of banking for

      24    obtaining financing.  You had mentioned a moment ago Bay

      25    Area Bank and that you had somehow become involved with Bay
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       1    Area Bank.  Can you explain that to the panel, please.

       2        A    Right.  So the Bay Area Bank, I was involved

       3    organizing initially, $1 and a half million.  I was one of

       4    them.  I was not, you know, lead investor.  Then in '79,

       5    the CFO from Bay Area Bank left the Bay Area Bank and he

       6    wants to organize a bank in South San Francisco called

       7    Liberty Bank.  I took $130,000 worth of the stock in that

       8    bank, which was roughly 8 percent of the original capital

       9    $1 and a half million.

      10             So then I started to develop my connection with

      11    the financial institute.  And then I got involved with the

      12    Best Westerns, which is a brand.  Finance in the brand too

      13    to expand in the business.  So I become Best Western member

      14    in 1981.  My first property, Mountain View Inn, was a Best

      15    Western property.

      16             And during that time, I had a connection.

      17    Bank of America was right across my hotel property in

      18    Redwood City.  So I started to develop contact at the

      19    branch level, the manager level.  And then subsequently

      20    manager introduce to me the district person, and then I

      21    went to the private banking group of Bank of America.

      22        Q    So you've mentioned Bay Area Bank and Liberty Bank

      23    and you were -- you weren't formally employed by these two

      24    banks, but you were investor in the bank --

      25        A    Right.  Right.
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       1        Q    -- and you brought other investors.  You mentioned

       2    you were a lead investor.  You brought other investors from

       3    the local community --

       4        A    Right.

       5        Q    -- and the Bay Area.

       6        A    Right.  So I was doing like a community work,

       7    property investor, also the depositor.  Because bank need a

       8    deposit to expand.  So I was heavily involved on that side.

       9    But I was not on the board, just the advisory committee.  I

      10    was on advisory committee.

      11        Q    Did you ever get involved with any banks where you

      12    did join the board?

      13        A    Yes.  Then we decided to form Indian Community

      14    Bank.  So we started around '87, and we organized in

      15    1988/'89 time frame.  It's called First Indo American Bank.

      16    It was headquartered in San Francisco.  And I was on the

      17    board on that bank.

      18        Q    And what -- is that bank still in existence today?

      19        A    No.  That bank then we sold to Wells Fargo.

      20        Q    Around what time period was that?

      21        A    I think it probably around about '93, '94.  Exit

      22    date I don't know, but I think it was somewhere around

      23    there.

      24        Q    And did you have any other roles at any other

      25    banks after that pursuant --
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       1        A    Then I was --

       2        Q    -- to Indo American Bank?

       3        A    I was on the bank board and heading the loan

       4    committee in '94 -- no, I take it back.  I think it was

       5    around about 2004, '5.  It's Korean bank called Innovative

       6    Bank, I-n-n-o-v-a-t-i-v-e, Innovative Bank.  They had a

       7    branch in Oakland and also branch in Southern California.

       8    I was on that bank board for roughly two years.  And --

       9        Q    And what was your role on the board at Innovative

      10    Bank?

      11        A    On the board, one time I was heading the loan

      12    committee.  And the loan committee chair, you have to

      13    review the different loan requests.  Officer normally find

      14    the loan.  They will -- they will do the write-up.  And

      15    then they bring the write-up to the loan committee and loan

      16    committee review with a different parameter.  That was a

      17    five-member committee, and we kind of, you know, review and

      18    approve the loan.

      19        Q    And in that process, when you're looking at the

      20    creditworthiness of potential loan customers, you're

      21    looking at their assets and their ability to pay back the

      22    loan; is that correct?

      23        A    That's true.  But also you -- you look at the, you

      24    know, the customer past history, how he is doing, whether

      25    he is paying I think, you know, in time.  Credit and other
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       1    things.  So that's -- that was important because sometime

       2    on the paper it looks good, but in reality there might be

       3    some black hole in it.

       4        Q    So you'd look at the full picture of the loan

       5    customer before making a determination if they were --

       6        A    Right.

       7        Q    -- creditworthy?

       8        A    That's correct.

       9        Q    Let's move, if we could, just to the -- 2006

      10    roughly and the founding of Signet Solar.  If you could

      11    just briefly describe.  It's in the briefs.  The panel's

      12    probably familiar with Signet Solar somewhat.  But if you

      13    could just briefly describe how you became involved with

      14    Signet Solar.

      15        A    So Signet Solar, we -- there was two other

      16    founder.  One was Dr. Lahri, Rejeeva Lahri, who is a Ph.D.

      17    in photovoltaic from Buffalo in New York City.  And in

      18    2006, he was a CTO of the company called Intercell,

      19    I-n-t-e-r-c-e-l-l.  They were in the chip business.

      20             And a second founder, Dr. Prabhu Goel, who did the

      21    master and Ph.D. from Carnegie Mellon.  And he was a gold

      22    medalist at IIT Kanpur, which is a very prestigious

      23    institute in India.  IIT is -- probably you might have seen

      24    some slot on 60 minutes I think, you know.  Is cream of

      25    cream to go to IIT.
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       1        Q    And I can provide the spelling of these names

       2    afterward.  And they are in the briefs as well.

       3        A    Yeah.

       4        Q    So that was Mr. Goel.  And he was a Ph.D. from

       5    Carnegie Mellon.  And how much money did you personally

       6    invest in Signet?

       7        A    I invested -- which --

       8        Q    Initially --

       9        A    All founder invested $1 million each.

      10        Q    And where did Signet raise some of its early

      11    funding, apart from the initial --

      12        A    Other funding came from the, you know, the

      13    investor in community and mostly the, you know, India

      14    regions.  No institutions.

      15        Q    And the German government gave a grant or made an

      16    investment --

      17        A    German government give a grant of $33 million.

      18        Q    And who was instrumental in raising funds from the

      19    private investors, approximately $30 million?

      20        A    I was involved in raising almost I think 70, 80

      21    percent of the fund from the, you know, community.

      22        Q    And at some point in 2007, the company needed

      23    further funding; is that right?

      24        A    That's right.

      25        Q    To cover operating expenses --
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       1        A    Operating and also we were expanding the line

       2    to -- you know, the manufacturing line.

       3        Q    And you obtained a credit line from

       4    Bank of America; is that correct?

       5        A    That's right, I think.

       6        Q    And who -- did either -- the other co-founders,

       7    Lahri, L-a-h-r-i, or Goel, G-o-e-l, did they have any

       8    relationship with Bank of America to your knowledge?

       9        A    Not to -- not to my knowledge.  But I discussed

      10    with them my relationship with the Bank of America and I

      11    took them to Bank of America.

      12        Q    And what other options did you have for raising

      13    money at this time?

      14        A    So at that time, to raise the additional capital,

      15    either we go to the VC and give up -- venture capitalists

      16    and give up part of the company or obtain the financing.

      17    And the Signet was start-up company.  So no bank will lend

      18    the money I think you know.  I think it was a start-up

      19    company, infancy stage.  The failure is very -- there.

      20             So we decided to go to Bank of America.  And I

      21    took them to Bank of America.  And at that time when we

      22    started Signet Solar, solar -- photovoltaic was a

      23    leading-age technology.  Everybody was thinking about

      24    global warming and growing these thing.  It was a very hot

      25    items.
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       1             So -- and with Dr. Lahri, who had done Ph.D. in

       2    this field, and Prabhu Goel my other partner, Dr. Goel, who

       3    was also, you know, electrical engineering, did Ph.D. in

       4    electrical engineering, they were the two very technical,

       5    sharp mind I think you know.  So -- and being engineer, I

       6    feel that it was -- it was something good we can do, you

       7    know.

       8        Q    So if we could, we're talking about the -- when

       9    you became a guarantor of initially a $15 million credit

      10    line with Bank of America.  This was around June/July of

      11    2007.  What was your relationship with Bank of America at

      12    that time?  How much -- what was your approximate loan

      13    balance on -- for your hotel business at that time?

      14        A    So I think with the Bank of America, I had

      15    relationship from '70s, but I think really we started to

      16    get the mortgage money, money on the property, and I think

      17    I probably have at that time around about $25 million

      18    exposure alone on the hotels from Bank of America at that

      19    time.

      20        Q    And would these -- approximately, if you can

      21    recall, about how many hotels did you own in your portfolio

      22    around 2007, roughly?

      23        A    I would say maybe at that time probably nine, ten

      24    property.

      25        Q    And roughly how many employees do you think you
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       1    had in the hotels at that time?

       2        A    At that time we had roughly 225 employee.

       3        Q    And so you took -- your co-founders and you went

       4    to Bank of America to obtain a line of credit; is that

       5    correct?

       6        A    Yes, right.  Yes, correct.

       7        Q    I want to shift to what's really primarily at

       8    issue here is what was your motivation for becoming the

       9    guarantor on the Signet line of credit.  You -- you'd

      10    mentioned that you'd been in the hotel business for many,

      11    many years and that you've also mentioned -- it's in your

      12    declaration -- that financing is instrumental, it's the

      13    lifeblood of your hotel operations; is that correct?

      14        A    That is correct.

      15        Q    Why -- among other things, you have a

      16    million-dollar investment in Signet Solar at the time you

      17    take out the -- become a guarantor, basically a lender, for

      18    Signet Solar.  You have about a million-dollar investment.

      19    Did you have any other similar investments at that time?

      20        A    Yes, I think --

      21        Q    And pardon -- let me interrupt.  Apologies.

      22        A    Yeah, sure.

      23        Q    My question ultimately is, is this Signet Solar

      24    $1 million investment a major investment of yours at this

      25    time.
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       1        A    No.  I think I have a few other investment.  And I

       2    was looking at to diversification because I was very

       3    successful in the hotel business, was doing very good.  So

       4    I thought to diversify, I should also invest in other

       5    field.

       6             Signet was not only my side investment.  I -- at

       7    that time, I had maybe a four other investment.  And that

       8    was a magnitude of $1 million.

       9             I put $1 million in the CalLife (phonetic) Fund,

      10    which was a mortgage-backed security they were working on.

      11             Other million dollar I had invested in

      12    infrastructure development Ireo, I-r-e-o.

      13             A third investment was --

      14        Q    And that was a fund?  I-r-e-o Fund?

      15        A    Yeah.  Yeah, that's a fund.

      16        Q    And you invested about a million dollars?

      17        A    Million dollar.  Other million dollar I invested

      18    in Dynamic India Fund.  That was development in India, but

      19    it was secure from Mauritius.  So it was not direct

      20    investment in India.  You put the money in a dollar to

      21    Mauritius and Mauritius is goes to India.  Okay.  It was --

      22    and you get given.  It's -- it's very transparent.

      23             Then I had a half a million dollar in another fund

      24    called Telesoft, which was a technological fund in the Bay

      25    Area.  Another million dollar I had was it's X Ranch
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       1    (phonetic), which was a real estate development fund in

       2    U.S. here.

       3        Q    And so Signet was an important investment to you;

       4    right?

       5        A    Yeah.  It was -- it was investment.  But I think,

       6    you know, I had other investment, as I discussed.

       7        Q    And what was interesting to you about the Signet

       8    Solar investment?

       9        A    Signet Solar was -- I was little more involved

      10    than the other investment because I raised the money.  And

      11    I think as being engineer, it was in engineering field so I

      12    was kind of more involved in this investment than just the

      13    other investment.

      14        Q    And, of course, you wanted Signet Solar to do

      15    well; right?

      16        A    Yes.  Yes.

      17        Q    And you wanted Signet to bring -- to succeed

      18    because it would bring you future income from that

      19    investment; correct, potentially?

      20        A    Yes.

      21        Q    But the potential liability you took on when you

      22    became a guarantor was approximately $7 million if Signet

      23    defaulted; right?  But your investment was only a million

      24    dollars; is that correct?

      25        A    That's right.
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       1        Q    I'm trying to figure out why would somebody risk

       2    $7 million to protect $1 million in a start-up company

       3    that -- you know, like all start-up companies, they're

       4    struggling, but, you know, there's always potential; right?

       5    We live in the Silicon Valley.  Or he and I live in the

       6    Silicon Valley, and there's -- start-up companies are --

       7    I'm not going to say a dime a dozen, but there are many

       8    start-up companies where we live.

       9             What was it -- why would you take on this

      10    $7 million potential liability for a $1 million investment?

      11    Was there anything else that was -- we'd call your primary

      12    dominant motivation?

      13        A    I think the reason was this was technological

      14    things.  Also, that was feel -- we feel very confident that

      15    Signet would succeed.  If I take a Signet to

      16    Bank of America and if Signet succeed, Bank of America

      17    succeed, I succeed, and I think it will give us good

      18    credibility, my credibility with the Bank of America.

      19        Q    Well, so let me ask.  How -- how do you succeed if

      20    Bank of America succeeds with the Signet Solar investment?

      21        A    Well, I think it's -- I defer -- I took the

      22    business to Bank of America, Signet business.  So if Signet

      23    succeed and the Bank of America, you know, succeeds in

      24    getting a return, then I will have additional credibility

      25    with the Bank of America, not on top what I was doing in my
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       1    business.

       2        Q    Right.

       3        A    That's the way I looked at -- you know, I looked

       4    at that this thing is that it will be a win-win for Signet,

       5    Bank of America, and for me.  Because I think, you know --

       6    I want to expand it.  I want to expand the facility with

       7    the Bank of America or larger institutions Bank of America

       8    or something because the community bank -- what my need was

       9    at that time, community bank cannot reach there because

      10    their lending limit is 5, $7 million.  Here we're talking

      11    about project maybe 20-, $30 million.

      12        Q    And -- but your primary business at the time, and

      13    now as well, and back in 1973 in fact, was the business of

      14    real estate development and owning and managing hotels in

      15    California; is that correct?

      16        A    That's correct.

      17        Q    And as characterized by Respondent, your

      18    investment in Signet Solar, which is just a mere start-up

      19    solar panel company, was your side investment; is that

      20    correct?

      21        A    That's right.

      22        Q    You would agree with that characterization?

      23        A    Yes.

      24        Q    And you relied on Mr. Lahri and Goel as the solar

      25    panel experts; correct?
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       1        A    Right.  Because that -- that was their -- you

       2    know, their field.  And they -- they're a master at that.

       3             MR. ALLEN:  If we could turn a moment.  I plan to

       4    reserve some time for rebuttal for later on today.  By my

       5    calculation, I still have about 16 minutes left.  I don't

       6    know if that's close.

       7             But I want to talk briefly about this case.  You

       8    know, the direct evidence comes from Mr. Patel.  He is the

       9    one who -- he's the only person that can harbor his

      10    motivations for doing things.  And this case really is --

      11    Section 166(d)(2) defines a nonbusiness debt, by exclusion

      12    of course.  It is "a debt other than a debt created or

      13    acquired (as the case may be) in connection with a trade or

      14    business of the taxpayer."  The statute 166(d)(2) does not

      15    say "the" business.  It says "a" business of the taxpayer.

      16    "Or a debt the loss from the worthlessness of which is

      17    incurred in the taxpayer's trade or business?"

      18             And we know from the tax case law developed over

      19    many, many years that a taxpayer can pursue more than one

      20    great -- one trade or business during a tax year.  And, in

      21    fact, Mr. Patel is one of these individuals that is

      22    involved in multiple businesses.

      23             But as the Supreme Court has stated in

      24    United States v. Generes, that to determine whether a

      25    particular bad loss is proximately related to the
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       1    taxpayer's trade or business, we have to look at the

       2    taxpayer's dominant motivation for making the loan.  And I

       3    posit that the dominant motivation here, consistent with

       4    Section 166, was he incurred the debt to protect and

       5    enhance his business with Bank of America, as he's

       6    testified.

       7             If Signet Solar does well, of course he can earn

       8    dividends.  He can make -- he can earn income from that

       9    investment.  There's no doubt about that.  But as the

      10    record shows, his primary business is the hotel business.

      11    And his portfolio is growing and growing, and he's looking

      12    at ways to expand his hotel portfolio, and that is by

      13    obtaining financing to continue on with projects.

      14             It's a challenging case for everybody I believe,

      15    but Respondent has made some assumptions, assumptions that,

      16    sure, they're alluring, they're easy to come arrive at, but

      17    the assumptions are not based on fact and they're

      18    speculative.  And I want to just ask Mr. Patel a few

      19    questions about those assumptions.

      20        Q    (By Mr. Allen)  I want to ask if -- I want to ask

      21    you if these assumptions are correct or if they're just

      22    mere speculation.  But -- and I'm referring to a few parts

      23    of the Respondent's opening brief.  And I quote, "They held

      24    a significant equity interest, having invested $1 million

      25    in Signet, and clearly would have wanted to protect and
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       1    increase the value of their investment in Signet."  And

       2    that's at their opening brief, page 13, line 11 through 13.

       3             Do you agree with that assumption, Mr. Patel, that

       4    you clearly would have wanted to protect and increase the

       5    value of your investment in Signet?

       6        A    Yes.

       7        Q    But why would you risk $7 million of liability to

       8    protect this $1 million?

       9        A    Well, that's -- that's -- you know, that's I'm not

      10    agreeing because I think for a million dollar I had some

      11    other million dollar investment.  And a $7 million loan, we

      12    took it because I think we were believing that Signet would

      13    succeed with the other two guys' technological knowledge.

      14    And at that time, the technology was new.  A German

      15    government, I think if they didn't -- if they didn't

      16    believe in technology, they would not have given

      17    $33 million subsidy.

      18             So we at that time with the other two founder,

      19    myself and other two founder, we thought this is in the

      20    right directions.  And that's why we took the $15 million

      21    line from Bank of America.  I think that was the true case,

      22    not just to protect my million dollar.  Because I had a few

      23    other million-dollar investment in other company, other

      24    investment.

      25        Q    And another assumption made that's -- by
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       1    Respondent is that, "Appellant husband," and I quote, "a

       2    successful business person must have believed that Signet

       3    had a great deal of investment potential to have

       4    contributed one million."

       5             You agree to that, correct?

       6        A    Yes.

       7        Q    Of course.  And that's at the brief page 13 as

       8    well, opening brief.  "Appellant husband must have

       9    believed," and I quote, "Signet was going to generate

      10    enough cash flow to meet it's requirement with BofA."

      11             Do you agree with that?

      12        A    Well, I think any business to start, you expect to

      13    make money I think you know.  You don't expect to, you

      14    know, lose.  Then the reality may sink in different than

      15    what you have expected I think, yeah.

      16        Q    And if Signet, who was obligated to make payments

      17    on the credit line, if they're paying for the debt and that

      18    money is not coming out of your pocket, then if Signet does

      19    well, Bank of America does well, and it doesn't cost you

      20    anything; is that correct?

      21        A    That's true.  I think it was -- it was -- Signet

      22    was just paying the interest on that line, Bank of America

      23    line.  Which was like those days 4 percent.  So 15 million,

      24    600,000, $50,000 a month.

      25           MR. ALLEN:  With that I'd like -- I have
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       1       approximately ten minutes remaining from my

       2       calculation.  If I'm off please let me know, but I'd

       3       like to reserve that time.

       4           ALJ LE:  According to my calculation, yeah, you

       5       have ten minutes remaining.  So you can add that to

       6       your closing and rebuttal.

       7           MR. ALLEN:  Great.  Thank you.

       8           ALJ LE:  Okay.

       9           Thank you, Mr. Patel, for your testimony.

      10           MR. PATEL:  Thank you.

      11           ALJ LE:  At this time let's go ahead and turn to

      12       Respondent.

      13           Respondent, do you have any questions for the

      14       witness?

      15           MR. HUNTER:  Thank you, Judge Le.  I have no

      16       questions for the witness.

      17           ALJ LE:  Thank you.  Now let me turn to the panel

      18       to see if they have any questions.

      19           Judge Hosey, any questions for the witness?

      20           ALJ HOSEY:  No questions at this time.  Thank you

      21       though for your testimony.

      22           ALJ LE:  Thank you, Judge Hosey.

      23           Judge Lambert, any questions for the witness?

      24           ALJ LAMBERT:  No questions at this time.  Thanks.

      25           ALJ LE:  Thank you, Judge Lambert.
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       1           I do have some questions of my own here.  The first

       2       one is what is -- what was the value of Appellants'

       3       interest in Signet at the time that Appellant

       4       guaranteed the Signet line of credit?

       5           MR. PATEL:  It was -- I think I invested one

       6       million dollar in the City's, A round.

       7           ALJ LE:  Okay.  So as I understand --

       8           MR. PATEL:  Yeah.

       9           ALJ LE:  -- in 2006, the -- each founder invested

      10       $1 million?

      11           MR. PATEL:  That's right.

      12           ALJ LE:  But one year later, 2007, is when the line

      13       of credit was guaranteed; correct.

      14           MR. PATEL:  Yes.  But I think at that time we

      15       didn't have another round.  So I think we -- you know,

      16       the valuation of the company come when you raise

      17       another round, then you value the company.  But when we

      18       put the $15 million line, we never had a -- you know,

      19       another round.  So I think the $15 million line was to

      20       help the company I think.

      21           ALJ LE:  Okay.  Thank you.  What was your ownership

      22       percentage in Signet at the time the guarantee was

      23       signed?

      24           MR. PATEL:  I don't know it, Judge.  It may be --

      25       may be on a paper, whatever.  You know, it may be.  I
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       1       don't -- I don't, you know, have a number.

       2           ALJ LE:  Okay.

       3           MR. ALLEN:  Would it be helpful, Judge, to refer

       4       him to any document?  He'd be more than happy to take a

       5       look.

       6           ALJ LE:  I don't have any -- I don't have any

       7       documents --

       8           MR. ALLEN:  Okay.  Yeah.  Yeah, yeah.

       9           ALJ LE:  Yeah.  Okay.  In that case, that's all the

      10       questions that I have at this moment.  Let's go ahead

      11       and turn to respondent, Franchise Tax Board, for your

      12       presentation.  It looks like you have -- you requested

      13       up to 20 minutes.  So let's proceed starting at

      14       10:17 a.m.  Thank you.

      15           MR. HUNTER:  Thank you, Judge.

      16   

      17                             PRESENTATION

      18   BY MR. HUNTER, Attorney for Respondent:

      19               Again, David Hunter on behalf of Respondent,

      20       Franchise Tax Board.  As you've heard already and as

      21       you know, this case involves an incorrectly reported

      22       bad debt deduction.  And from the outset an important

      23       distinction must be made.  That is the difference

      24       between a business bad debt and a nonbusiness bad debt.

      25       This is important because, quite frankly, that's what's
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       1       going to turn this case.

       2           Now, I will repeat what the law is on this.  A

       3       business bad debt is a debt that is incurred in

       4       connection with the taxpayer's trade or business.  For

       5       example:  Loans to clients, suppliers, distributors or

       6       employees when you're running a business, credit sales

       7       to customers that go bad, or guarantees of a loan that

       8       is related to a trade or business.

       9           A nonbusiness bad debt is a debt that is not

      10       created or acquired in connection with a taxpayer's

      11       trade or business.  Also it is not incurred in the

      12       taxpayer's trade or business.  Maybe later on as a

      13       guarantee.  In other words, all other bad debts that

      14       are not business are nonbusiness.  They're excluded.

      15           Business bad debts give rise to ordinary loss

      16       treatment, while nonbusiness bad debts give rise to

      17       short-term capital loss treatment.  And because of the

      18       limitation on capital losses, three grand per year or

      19       whatever capital losses the taxpayers may report,

      20       distinguishing between business and nonbusiness bad

      21       debts is critical.

      22           The United States Supreme Court has held that being

      23       an investor to pursue personal profit is not a trade or

      24       business for tax purposes, and that's a case we cited

      25       called Whipple in our brief, W-h-i-p-p-l-e, which found
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       1       a motive is related to an investment when the guarantor

       2       aims to increase or protect the value of his or her

       3       stock in the debtor corporation.

       4           In order to support a business bad debt deduction,

       5       the record must clearly demonstrate that the primary

       6       reason for making the loan was business rather than

       7       investment related.  Even a balanced business

       8       investment motivation or a significant business

       9       motivation is insufficient.

      10           We heard testimony just now that taxpayer made a

      11       side investment for personal profit and also an attempt

      12       to conflate and bridge it over to financing in other

      13       trades or business pursuits.  Well, that's not even

      14       balanced.  And here the law says a balanced business

      15       investment motivation is insufficient.  Here we have an

      16       investment for personal profit.  And that law is from,

      17       again, the United States Supreme Court.  And counsel

      18       cited to Generes.  We also have another case citation

      19       in our brief, the case is O. D. Smith v. Commissioner.

      20           Now, the Treasury Regulation that is on point in

      21       this case under these facts is 1.166-9(b) and also

      22       (d)(1), (2) and (3).  They all focus on the time the

      23       taxpayer enters into the guarantee to determine the

      24       proximate relationship between the guarantee and the

      25       taxpayer's motivation or profit motive.

0035

       1           To determine whether a particular guarantee is

       2       proximately related to the taxpayer's trade or

       3       business, we measure the taxpayer's dominant motive for

       4       becoming a guarantor at the time of entering into the

       5       guarantee rather than the date upon which a payment and

       6       discharge is made.  The case that we cited to on this

       7       point is in the brief.  It's French v. United States.

       8           Unless the guarantee itself was a business debt

       9       when it was made, it can't be converted into a business

      10       debt later on.  And I want to bring up that point

      11       because we've heard the question raised two or three

      12       times, "Why would you ever throw $7 million behind an

      13       investment of $1 million?"

      14           Well, you could even try to ask that question now,

      15       but we're not looking at this transaction now in 2023.

      16       We're looking at the transaction at the time the

      17       guarantee was made.  And Judge Le asked a very good

      18       question.  That was a million dollars' skin in the game

      19       at that point.

      20           So in this case Appellant admittedly testified that

      21       he runs a multi-million-dollar hotel business.  The

      22       assumption was confirmed that off to the side he also

      23       invested in a solar panel company along with other

      24       investments.  The sole purpose of investing in stock is

      25       to make a profit.
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       1           In 2007, after the company was formed and Appellant

       2       received a million shares of preferred stock with a

       3       million-dollar investment, the Appellant and two other

       4       shareholders, as he testified to and gave us the

       5       background, entered into a loan agreement with

       6       Bank of America.  And the bank extended the company a

       7       $15 million line of credit.  Appellant testified that

       8       he guaranteed the loan with the other founders.

       9           When the company defaulted on the loan, Appellant

      10       had to honor his guarantee.  The company eventually

      11       filed for bankruptcy in 2012.  And in 2013, Appellant

      12       filed a proof of claim in the amount of $7.9 million.

      13       And this is the amount that he incorrectly reported as

      14       a business bad debt on his 2013 income tax return.

      15           As we've all heard, the law is clear, income tax

      16       deductions are a matter of legislative grace.  And a

      17       taxpayer who claims the deduction bears the burden of

      18       proving that he or she squarely falls within the

      19       parameters of that deduction that they are entitled to

      20       that deduction.  That's New Colonial Ice Company is the

      21       case, and also a recent OTA precedential decision in

      22       the Appeal of Vardell, V-a-r-d-e-l-l.

      23           We've heard testimony this morning, and I want to

      24       read into the record a couple of excerpts from

      25       Exhibit A, because I think it's beneficial how the
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       1       Appellant described what happened in terms of his

       2       investment, the subsequent guarantee.  This is in

       3       response to an audit.  It's called, "Explanation of the

       4       Credit Agreement."  Again, it would add light to it.

       5           So, "As additional financing, in 2007, Mr. Patel,

       6       along with the other two founders, arranged a $15

       7       million line of credit with Bank of America, the

       8       proceeds of which flow to Signet to establish and

       9       maintain its business.  Signet's" --

      10           ALJ LE:  I'm sorry.  Can I stop you right here?

      11           MR. HUNTER:  Sorry.

      12           ALJ LE:  Is this an exhibit --

      13           MR. HUNTER:  Yes, sir, it is.

      14           ALJ LE:  -- in the record?

      15           MR. HUNTER:  Exhibit A.

      16           ALJ LE:  Exhibit A?  Okay.  Thank you.

      17           MR. HUNTER:  Page 1.

      18           "The loan proceeds were used for the operations and

      19       capital expenditures of Signet."

      20           Now I'm on page 3.  "The parties agreed to mutually

      21       become personally/severally obligated to pay such

      22       obligation by signing the loan agreement.  And further,

      23       Signet Solar, Inc., has drawn a line of credit to the

      24       full amount of $15 million for use as its operating

      25       capital."  This is for the company to operate.
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       1           Now I'm on page 5, top paragraph.  "Taxpayer's

       2       involvement with Signet flow from his position as the

       3       holder of stock, a minor stock interest in the company,

       4       and, when the company's financial situation

       5       deteriorated, as a loan guarantor."  So again, he

       6       invested in stock.  That was the first move.

       7           At the bottom of page 5 leading into page 6.

       8       "Taxpayer had a $1 million" -- "had $1 million in

       9       equity in Signet compared to the $16.5 million drawn

      10       down by Signet from the Bank of America line of credit.

      11       Taxpayer expected Signet to perform under the terms of

      12       the debt, and he expected favorable returns on his

      13       equity."  Again, profit motive.  "Instead, he suffered

      14       a bruising loss."

      15           Finally, the top of page 7 of this exhibit.

      16       "Taxpayer agreed to be a guarantor of the loan in order

      17       to facilitate Signet's profitable performance, which

      18       would have accrued eventually to his own benefit and

      19       profit as a shareholder.  Thus the debt was entered

      20       into in connection with a transaction entered into for

      21       profit."  I'll repeat that.  "The debt was entered into

      22       in connection with a transaction entered into for

      23       profit."

      24           I'd also like to refer to a couple of lines in the

      25       document that I submitted, that Respondent submitted,
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       1       which is Exhibit OO.  I'm at page 3, lines 1

       2       through 13.  I'm bringing this up because this document

       3       was filed in 2013, more contemporaneous with the

       4       transaction and the circumstances.  This is drafted by

       5       counsel for Appellant.

       6           Background Section.  "In order to fund the debtor's

       7       ongoing operational expenses" -- and the debtor is

       8       Signet, this is a bankruptcy case -- "in July 2007 the

       9       founders entered into a loan agreement with

      10       Bank of America.  Each of the founders was jointly and

      11       severally liable for the amounts due thereunder, and

      12       the credit limit increased to $16.5 million."  We've

      13       heard that.  "Thanks to the founders' investments and

      14       other contributions to the debtor, the debtor achieved

      15       a measure of market acceptance and was able to raise

      16       approximately 30 million in equity financing."

      17           Line 13.  "Patel sought to stabilize the debtor's

      18       liquidity position throughout 2009 personally making a

      19       loan of $950,000 in loan advances to the debtor within

      20       the calendar year."  Again, "Patel sought to stabilize

      21       the debtor's liquidity position."  He was protecting

      22       his investment.  That's a textbook example of a

      23       nonbusiness bad debt.

      24           On point is the appeal of Varner, V-a-r-n-e-r, a

      25       Board of Equalization case.  In Varner, "The taxpayer
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       1       made loans and advanced sums of money to businesses he

       2       had investments in."  Personal investments.  Profit

       3       motive.  "He also made payments on the guarantee he

       4       entered into on loans he made to a company that he

       5       invested in."  Profit motive.

       6           "On his tax return he claimed business bad debt

       7       deductions for these payments.  Respondent," like in

       8       this case, "reclassified these guarantees and advances

       9       as nonbusiness bad debts because Appellant," in that

      10       case, "failed to establish a proximate relation between

      11       the debts and his trade or business.  The Board of

      12       Equalization took note of Appellant's concession that

      13       he gave the guarantee in that case as, quote, part of

      14       the venture, end quote, indicating that the guarantee

      15       was intended to further the success of his investment

      16       and, in turn, assure that the company did not lose

      17       money.  Thus the losses resulting therefrom are

      18       properly classified as nonbusiness bad debts and are

      19       deducted only" -- "deductible only as capital losses."

      20           Likewise here, Appellant held stock in the solar

      21       panel company as his personal investment held for

      22       profit.  He testified that he had three or four other

      23       personal investments in other companies.  Had he been

      24       wildly successful, he would have made money, not the

      25       bank.  If --
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       1           ALJ LE:  Please try to move your mic a little

       2       closer.

       3           MR. HUNTER:  Sorry.

       4           ALJ LE:  Thank you.

       5           MR. HUNTER:  I don't want to yell.  If he would

       6       have been wildly successful in embarking on these

       7       personal investments, he would have made the profit.

       8       He would have made money on his individual tax return,

       9       not the bank.  "If these investments in Signet or the

      10       other personal investments he mentioned, if he took a

      11       loss, he would suffer the loss, not the bank.  And you

      12       can't conflate the two with a personal investment to

      13       somehow being related to or somehow incurred in an

      14       unrelated hotel business.

      15           The hotel business was not responsible to make

      16       payments on his personal guarantee of the solar

      17       company's debt.  He testified that he was.  It

      18       protected his personal investment.  And there's simply

      19       no coming back from that, and that's where it should

      20       end.

      21           When you mention financing as the lifeblood of

      22       Appellants' hotel business, that makes sense.  He does

      23       a lot of money with -- a high amount of business in

      24       that area.  He can also have a personal investment in

      25       an unrelated solar panel company and then also have to
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       1       be called to the carpet and make good on his guarantee

       2       of an investment that he signed.  You can have both.

       3       And they are separate.

       4           Again, given -- you know, I thought that I would

       5       have questions of the witness on cross.  But given his

       6       testimony, I would just like to posit that it actually

       7       reinforces Respondent's position in this case when he

       8       admitted -- or sorry -- conceded that he had a personal

       9       investment in Signet Solar along with other pursuits.

      10           And the second issue to the panel, I think it's

      11       more of a sub-issue of the first, the determination

      12       should be made that this was a nonbusiness bad debt,

      13       and, therefore, capital loss treatment is what it's

      14       entitled to.  And mechanically, the net operating loss

      15       is properly disallowed for years '14 and '15.  It's

      16       just a natural byproduct or consequence of the first

      17       determination.

      18           I'm here to answer any questions that you have.

      19        Oh, strike that.  Co-counsel.

      20           MS. MOSNIER:  Thank you.

      21   

      22                             PRESENTATION

      23   BY MS. MOSNIER, Attorney for Respondent:

      24               And not only do the documents indicate that at

      25       the time the guarantee was made that the dominant
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       1       motivation was to protect Mr. Patel's investment, but

       2       when you look at the other attendant facts at that

       3       time, they support that determination.

       4           Remember, the company was formed, Signet was formed

       5       in 2006, and the loan guarantee was executed in 2007,

       6       and that's when the money was advanced.  The German

       7       government had invested $30 million in the company.

       8       The line of credit funds were needed, as Mr. Patel

       9       explained in his testimony, to, quote, help the

      10       company.  It needed operating capital.

      11           It wasn't until 2009 when another country entered

      12       the solar panel market that there was a downturn.

      13       So -- for Signet.  So there was -- at the time the

      14       money was put in, everything, or at least the facts

      15       that are in the record, indicates that Signet could be

      16       a profitable company.

      17           What the record also indicates is that the

      18       motivation to preserve the relationship with

      19       Bank of America is related to Mr. Patel's payment as a

      20       guarantor.  Exhibit J to FTB's opening brief is a

      21       November 11th, 2019, response during the protest, a

      22       response from the Appellants.

      23           And they say, "The payment was necessary to protect

      24       Mr. Patel's sterling credit reputation and access to

      25       tens of millions of dollars of financing for his
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       1       extensive hotel business."  And it said, "He paid" --

       2       this is Exhibit J, page 2 -- "because had he not repaid

       3       the loans, it would have destroyed his credit

       4       reputation."

       5           So FTB does not doubt a motivation that had to do

       6       with protecting the relationship.  It's simply that

       7       that motivation surfaced at the time of the payment and

       8       not at the time the guarantee was entered into, as

       9       required by case law.  Thank you.

      10           ALJ LE:  Thank you, Respondent, for your

      11       presentation.  Let me turn to the panel to see if they

      12       have any questions for Respondent.

      13           Judge Hosey, any questions?

      14           ALJ HOSEY:  No questions.  Thank you.

      15           ALJ LE:  Thank you.

      16           Judge Lambert, any questions?

      17           ALJ LAMBERT:  I was just wondering -- well, maybe

      18       either party can answer, but what kind of corporation

      19       is this exactly?  Do you know if it's in S corporation

      20       or C corporation?

      21           MR. HUNTER:  C Corp.  Sorry, Judge.  But just based

      22       on the facts, first we had preferred stock.  And then

      23       when they had a second round of finance, they had other

      24       classes of stock.  So it's a C Corp.

      25           ALJ LAMBERT:  Okay.  Thanks.
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       1           MR. ALLEN:  I don't have a specific answer.  I

       2       would tend to agree with counselor here.

       3           ALJ LAMBERT:  Okay.  Thank you.  And then I just

       4       had a question for Appellant and maybe Mr. Patel, but

       5       it seemed like there were two other founders, two other

       6       shareholders that also agreed to pay off the loan.

       7       And, I mean, it's -- it seems like they were not

       8       involved in the hotel business, but their motivation

       9       then would have been, you know, to help Signet, I mean,

      10       to increase their investment.  But even though they

      11       weren't in the hotel business, they still agreed to

      12       guarantee the loan?

      13           MR. ALLEN:  Yeah.  Well, I don't know precisely

      14       their motivation, but, yes.  And I think that there's

      15       nothing inconsistent with that, that they could all

      16       have different motivations for why to guarantee the

      17       loan.  But...

      18           MR. PATEL:  When we took a $15 million line, the

      19       guarantee was specified myself, Prabhu Goel, and Lahri.

      20       So everybody was, I think, you know, was on.  And the

      21       15 million was divided 7 and a half -- I mean, 6 and a

      22       half, 6 and a half, and $2 million I think you know.

      23           ALJ LAMBERT:  Okay.  Thank you.  That's all I have

      24       for now.  Thanks.

      25           ALJ LE:  Thank you, Judge Lambert.
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       1           It is now Appellant's turn for their closing and

       2       rebuttal statements.  Mr. Allen, I'll give you up to 15

       3       minutes.  You could start at 10:30 a.m.  Please

       4       proceed.  Thank you.

       5   

       6                           CLOSING ARGUMENT

       7   BY MR. ALLEN, Attorney for Appellant:

       8           Thank you very much.  "Wildly successful," we heard

       9       that phrase used, and I think it was in the context if

      10       Signet Solar was wildly successful, Mr. Patel would be

      11       wildly successful and he would be taking his money to

      12       the bank from this investment and would be very happy.

      13           Sure.  That's a possibility.  But the only fact

      14       that we have here that's been -- that really shows wild

      15       success is Mr. Patel in his hotel business, his real

      16       estate development business.  We are looking at a story

      17       of an extremely successful immigrant from India who has

      18       built a portfolio of hotels over a number of years.

      19           He's employed hundreds of people over these years

      20       from I think he said at the time maybe 125 folks -- or,

      21       no, 225 people in 2007, 2008, in that time frame.  And

      22       I think he's mentioned to me it's upwards around 600

      23       people by 2019 pre-COVID.  And he's had an extremely

      24       successful career with his hotel business.  And he

      25       attributes that to getting access to financing so that
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       1       he can continue to expand his hotel business.

       2           In 2007 he sat at a unique situation where they

       3       could go, Signet Solar, could go and raise more funds

       4       from venture capitalists.  It's very common in the

       5       Silicon Valley.  But they'd have to give up equity.  So

       6       there was some, you know, downside to going to the VCs

       7       and asking for money.

       8           And as Mr. Patel testified here today, he thought

       9       about this and he thought, well, you know, basically

      10       the downside is he loses in this investment.  Because

      11       of his success in his hotel business, he's in a unique

      12       position where he's able to make a series of $1 million

      13       investments.  That's not my situation, but Mr. Patel

      14       had that situation in 2007 where he could make a series

      15       of million-dollar investments.

      16           And so he looked at this and he said, well, if I

      17       bring Bank of America basically almost as a partner,

      18       right, if Signet Solar does well and Bank of America

      19       will obviously do well then as well.  They will be paid

      20       off the 16 million -- or the increase to $16.5 million

      21       credit line.  Signet will continue operations hopefully

      22       growing and expanding to multiple countries and

      23       bringing more products to the market and increasing the

      24       business.

      25           Obviously that's great for Mr. Patel.  But that
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       1       wasn't his motivation in 2007.  He didn't know if this

       2       company was going to work.  He was an engineer.  He

       3       enjoyed the process of getting involved in this

       4       start-up.  But what he knew is if this thing is

       5       successful, Bank of America is going to be knocking on

       6       his door looking for other opportunities with Mr. Patel

       7       and, consequently, he would be able to invest and

       8       expand his hotel portfolio.

       9           There's no doubt that there's multiple motivations

      10       here.  No one's trying to say that he invested a

      11       million dollars like putting a chip down in Las Vegas

      12       on black.  It wasn't -- it was an important investment

      13       to him.  But the upside was expanding his hotel

      14       business.

      15           Some of the cases cited by Respondent, in

      16       particular French v. U.S., it's a different case.  The

      17       facts are distinguishable.  Most of the cases are

      18       distinguishable, but that involved a taxpayer that paid

      19       a guarantee later on to protect his reputation at that

      20       time, not the time of the guarantee.

      21           As I said at the outset, this is a unique set of

      22       facts.  And I don't think there's any risk of a

      23       slippery slope where, oh, well, taxpayers can then just

      24       a make a decision after the fact on how they want the

      25       treatment.  There are going to be very few taxpayers

0049

       1       who are in a situation that have an established

       2       business that requires substantial financing where

       3       bringing that financier business would create an

       4       opportunity down the road.  This is a very narrow set

       5       of facts.

       6           If he brings business to Bank of America, if Signet

       7       succeeds, all parties win.  You know, I'm just using a

       8       simple logic.  If Bank of America's happy, then the

       9       hotel business can expand.  That's the simple takeaway

      10       from this case.  The cases that have covered business

      11       bad debt and nonbusiness bad debt, they typically

      12       involve a situation where somebody has taken out a loan

      13       and now at the time of payment they're thinking, oh,

      14       wow, now I have to protect my reputation.  If I default

      15       on this, I won't get financing.  But I haven't seen a

      16       single case that's unique like this where by bringing

      17       the business to the financier, by bringing the business

      18       to Bank of America, that could expand their

      19       opportunities.  I haven't seen that in the case law.

      20           I will draw your attention to the few cases cited

      21       in Appellants' reply brief.  In particular the Litwin

      22       v. U.S. case.  And that involves looking at the size of

      23       the risk.  And what we have here is he's taking on

      24       substantial risk of a potential guarantee of

      25       $7 million.  That's a loan to Signet Solar of
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       1       $7 million to chase after a million-dollar initial

       2       investment.

       3           I don't know what the value of the investment was

       4       in June or July of 2007.  I don't think it appreciated

       5       significantly.  There's no evidence to show that the

       6       valuation of that initial investment had increased

       7       substantially at that time.  Even if it were 2 million

       8       let's just say, it's still, looking at the Litwin case

       9       and also the Estate of Allen case cited in our reply

      10       brief, you have to look.  Does it makes sense that

      11       somebody would throw the potential bad money at good

      12       money?

      13           And it took me a while to understand this case, of

      14       course, but Mr. Patel's this unique person.  He's in a

      15       unique situation where the actual act of becoming a

      16       guarantor had a benefit that was much larger than the

      17       potential dividends or income earned from the

      18       investment in Signet Solar.

      19           So again, I'd say the only wild success here is

      20       Mr. Patel's dedication and hard work to his hotel

      21       business and this involvement with banks quickly in the

      22       1970s.  He quickly learned that the way that I'm going

      23       to continue to build my business is through

      24       relationships with banks.

      25           And he was on the board of two banks.  And he
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       1       learned the process of what -- how do you obtain

       2       financing, looking at specific cases of potential loan

       3       customers coming to the bank and saying, "I need money

       4       to expand my business."

       5           And so he's known -- his basis for making this

       6       determination in 2007 was formed on his past

       7       experiences.  And so he utilized those experiences when

       8       he went to -- when he brought Signet Solar and his

       9       cofounders to the bank and they agreed to guarantee the

      10       loan to the tune of potentially $7 million, which was

      11       all paid off.  And his relationship with Bank of

      12       America is still pristine today.

      13           Unfortunately, it didn't go the way that he wanted.

      14       But at the time of the guarantee, that's what we look

      15       at.  And at the time of the guarantee, he was hoping

      16       this was going to be a win-win for everybody, which

      17       would then assist him in expanding his hotel business.

      18           And with that, we'll refer the panel back to our

      19       reply brief and our other filings in the case.  And

      20       I -- again, this is an eight-year-old case.  It's been

      21       going on for a long time.  I think all of the documents

      22       referenced in Respondent's presentation were prepared

      23       by their CPAs or other representatives.

      24           I'm not saying that there's any reason to doubt

      25       those documents, but I don't know that any of those
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       1       were declarations signed by Mr. Patel.  And so I

       2       just -- you know, I wonder how important all of those

       3       documents are and every specific sentence.  But with

       4       that, we will submit our case to the panel.

       5           ALJ LE:  Thank you for closing and rebuttal.  Let

       6       me turn -- again turn to the panel one last time to see

       7       if they have any final questions for either party.

       8           Judge Hosey, any final questions for either party?

       9           ALJ HOSEY:  No questions.  But thank you both for

      10       your presentations.

      11           ALJ LE:  Thank you, Judge Hosey.

      12           Judge Lambert, any final questions for either

      13       party?

      14           ALJ LAMBERT:  No final questions.  Thanks.

      15           ALJ LE:  Thank you, Judge Lambert.

      16           I do have one question myself.  This is for

      17       Appellant.  There was discussed in the briefing $35,077

      18       that Appellant advanced to Signet to pay for insurance

      19       and employee compensation.  It seems to have implied

      20       that that amount was conceded as nonbusiness bad debt,

      21       but I just want to confirm that with Appellant.

      22           MR. ALLEN:  35,000?

      23           ALJ LE:  Yes.

      24           MR. ALLEN:  Yes.  There were certainly some

      25       concessions in the briefs.  And I think we've narrowed
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       1       it to 7.1 million.  I apologize, I'm searching.  I

       2       would refer you to the Appellants' reply brief,

       3       page 11, where -- for the concessions.  So there is a

       4       portion of this that we're not contesting, correct.

       5           ALJ LE:  Okay.  Thank you very much.

       6           MR. ALLEN:  Thank you.

       7           THE COURT:  As of that, I have no further

       8       questions.  So if there's nothing else, that will

       9       conclude --

      10           MR. ALLEN:  One last point.  Apologies.

      11           ALJ LE:  Yes.  Go ahead.

      12           MR. ALLEN:  It's just so say that I think that the

      13       parties agree that the impact of the determination on

      14       2013 then would carry into '14 and '15.  I don't think

      15       there's any dispute as to that.  So I didn't present

      16       much argument on that.

      17           THE COURT:  Thank you.  Appreciate it.

      18           MR. ALLEN:  You're welcome.  Thank you.

      19           ALJ LE:  Okay.  So that will conclude our hearing.

      20       Thank you, everyone, for coming in today.  This case is

      21       submitted on February 21st, 2023.  The record is now

      22       closed.  The judges will meet and decide your case

      23       later on, and we will send you a written opinion of our

      24       decision within 100 days.

      25           The next hearing for a different appeal will begin
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       1       at 1:00 p.m.  Thank you, everyone.  And goodbye.

       2           MR. HUNTER:  Thank you, Judge.

       3           MR. ALLEN:  Thank you, Judge.

       4             (Conclusion of the proceedings at 10:51 a.m.)
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