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Sacranento, California; Wdnesday, April 19, 2023
9:10 a. m

JUDGE HOSEY: We're now on the record in the
Appeal of Janus Capital G oup, Inc. and Subsidiaries.
OTA Case Nunber 20096605. Today is April 19, 2023, and
it is 9:10 a.m W're in Sacranento, California.

| amthe | ead Adm nistrative Law Judge, Sara
Hosey. And with ne today are Judge Sheriene R denour and
Judge Ovsep Akopchi kyan.

Can | have the parties identify thensel ves for
the record, starting with Appell ants.

MR. MELNI CZAK: Good norning. Paul Ml niczak,
fromReed Smith. Here for the Appell ant.

MR. FIX: Yoni Fix, fromReed Smth, for the
Appel | ant .

JUDGE HOSEY: And Respondents.

M5. SMTH: Amanda Sm th, for Respondent.

M5. MOSNI ER Marguerite Mosnier.

M5. TAMAGNI: Del i nda Tanmagni .

JUDCGE RI DENOUR: Appel l ants, pretty nmuch you
have to have the mc so close to your nouth, otherw se we
can't hear you.

MR FIX: It's really unconfortable.

JUDCGE RIDENOUR: Yes, it is, as you can tell.

Kennedy Court Reporters, Inc.
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But if you' d just nake sure to do that, that would be
great .

JUDGE HOSEY: Thank you.

The issues on appeal today are, one, does the
O fice of Tax Appeals have jurisdiction to declare a
regul ation invalid.

Two, if the answer to Issue 1 is affirmati ve,
has Appel | ant established that Regul ation
Section 25137-14 is invalid because it was not
pronul gated in 2007, in accordance with the
Adm ni strative Procedures Act or becane inoperative when
Section 25136 was anended by California voters in 2012,
to provide that sales fromservices are in the state to
the extent the purchaser of the service received the
benefit of the service in the state.

And three, is Regulation Section 25137-14 the
standard apportionnent rule for assigning Appellant's
service receipts.

As for exhibits, we marked Exhibits 1 through 6
for Appellant, and A through | for Respondent, the
Franchi se Tax Board, at the prehearing conference.
Exhibits 1 through 6 and A through | were presented and
di scussed.

Appel l ants, do we have any objections to the

exhi bits?

Kennedy Court Reporters, Inc.
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MR FI X No.

JUDGE HOSEY: Respondent, any objections to the
exhi bits?

M5. SM TH:  No.

JUDGE HOSEY: Having no objections, Exhibits A
through I, and 1 through 6, are now admtted as evi dence
into the record.

(Appellant's Exhibits 1-6 admtted.)

(Respondent's Exhibits A-1 admtted.)

JUDCGE HOSEY: We have new exhibits today. W
have Exhibit 8, fromthe Appellants, which were redacted
in the post conference orders submtted | ast week.

Do we have any objections fromthe Franchi se Tax
Boar d?

M5. SM TH:  No.

JUDGE HOSEY: Thank you. Exhibit 8 is now
admtted into the record.

(Appellant's Exhibit 8 admtted.)

JUDCGE HOSEY: We al so have Exhibit J, fromthe
Franchi se Tax Board.

Do we have any objections from Appel |l ant?

MR FI XX No.

JUDGE HOSEY: Thank you. Exhibit J is now
admtted as evidence into the record.

(Respondent's Exhibit J admtted.)

Kennedy Court Reporters, Inc.
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JUDGE HOSEY: Al right. This is the open
session portion of our hearing today. W'I|l go ahead and
start with argunents from Appel l ants on Issue 1

Are we ready to begin presentation?

MR FI X Yes.

JUDCGE HOSEY: kay. You have 90 m nutes, |
believe. So go ahead when you're ready.

MR. FI X: Thank you.

Good norni ng, Honorabl e Judges.

Can you hear nme okay?

JUDGE HOSEY: Yes.

MR FI X kay. Geat.

So as part of the argunent today, we'll discuss
really three different parts of this case. The first
part, which I will address, deals with OTA's jurisdiction
to invalidate certain regul ations.

Part two wll be whether the FTB s speci al
apportionnment Regul ation 25137-14 is invalid for a couple
of independent reasons that mny coll eague, M. Ml niczak,
wi | | address.

And then finally, part three will be finally how
to properly source Appellant's service receipts from
providing investnent services to its clients under
California Revenue Tax Code 25136.

To start, | think it nakes sense to kind of

Kennedy Court Reporters, Inc.
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begin at the begi nning of the OTA and kind of give sone
hi stori cal background before getting kind of to the crux
of the case, with respect to jurisdiction.

So, as you know, the OTA's powers are derived
fromits enabling |legislation, Assenbly Bill Nunmber 102
and 131, which transferred to the OTA the various duties,
powers, responsibilities of the State Board of
Equal i zati on, necessary or appropriate to conduct appeal
heari ngs.

So not surprisingly in the OTA regul ations, on
t he books, in Section 30104, that defines the OTA
jurisdiction, it's simlar to the prior section that
governed the Board of Equalization's jurisdiction, which
was Regul ation Section 5412. And that regul ation, before
its repeal, had defined the jurisdiction of the BOE

It's inmportant to understand the chronol ogi cal
hi story of the BOE' s reqgul atory | anguage and subsequent
case law, as well as adm nistrative decisions by the BCE,
to understand what is the OTA's jurisdiction today.

I mportantly, the regulation that governed the

BCE' s powers, which were transferred to the OTA,

di scussed that -- whatever limtations applied. And
those [imtations were that the OTA -- is that the BCE --
sorry -- was limted by essentially Article 3,

Section 3.5, of the California Constitution, that

Kennedy Court Reporters, Inc.
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essentially said that an adm nistrative agency or board
cannot invalidate a statute on the basis that it is
unconstitutional under the California or federal
constitution.

O her than that, the BCE and, today, the OTA by
succeeding to those powers, has the authority to
i nval i date, we believe, regulations. And there's also
obvi ously the argunent that the OTA could invalidate
anything that is not on the basis of constitutionality,
but | think this case today is nmuch sinpler because we're
not going to be asking you to invalidate a statute today.

I nstead, we're going to be focusing on a
regulation, and I wll explain why what we're asking
today, and the OTA's jurisdiction to rule in this case
today, is within the BOE's jurisdiction, as well as
within the OTA's precedential decisions on point.

So let me start with sone of the argunents that
m ght cone up today by the FTB, which involve who has
jurisdiction to invalidate a regulation. And | expect,
based on their briefs, they will say that the sole
jurisdiction to invalidate regulations is vested in the
QAL by the courts, and they'll cite to Governnent
Code 11350, and I will explain why that code section
doesn't stemfromthat.

In fact, that's an issue that has been | ooked at

Kennedy Court Reporters, Inc.
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by the courts and specifically address the fact that
Gover nnent Code 11350 doesn't stand for the proposition
that only the CAL and only the courts can invalidate
regul ations. Rather, it stands for the fact that the
| egi sl ator intended to provide taxpayers with an
opportunity to ask for declaratory relief by the courts
torule that a certain regulation is invalid.

The intention behind that was never to take away
other renedies that are available by Iaw to taxpayers.

Specifically, if you look to -- there's a
California appeals case that deals specifically with this
issue with -- with Governnent Code 11350, which
specifically said that -- and I'll -- the nane of the
case is Stoneham V. Rushen.

It's a Court of Appeals case fromthe -- 1984,
that specifically said the purpose of Governnent
Code 11350, which provides for independent declaratory
relief to challenge validity of regulations, so only
tal ki ng about declaratory relief action is avail able, but
was not with intention to limt available renedies
avail able by Iaw, such as providing -- taking that action
i n controversy.

Instead, it was an alternative option for
t axpayers who did not want to enter into conflicting

actions in court, neaning being assessed or in refund,

Kennedy Court Reporters, Inc.
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but rather wanted to get declaratory relief directly from
the Court, instead of going to the OAL or filing a refund
or protest.

That sane hol ding was held in -- by the
California Suprenme Court, in Chas L. Harney, Inc.

V. Contractors State License Board, in 1952, which said
that, by the enactnent of the section, the |egislator
nmust have intended to permt persons affected by such a
regulation to test its validity wthout having to enter
into contracts with third persons in violation of the
terms or subject thenselves to prosecution or

di sci plinary proceedi ngs.

So again, both the California Suprene Court and
the Court of Appeal in California said, Governnent
Code 11350 was not put on the books by the legislator to
limt or to give the OAL sole jurisdiction or to the
Court sole jurisdiction. Rather, it's pretty clear from
the text of that section that it's only with respect to
judicial declaration as to validity of regulation.

We're tal king about declaratory relief. You
still have the ability to bring other actions in court to
invalidate a regulation such as in a conflicting action
controversy, such as the case today.

JUDGE RIDENOUR: May | interrupt, please? Can

you slow down just a little bit, please.

Kennedy Court Reporters, Inc.
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MR FIX: O course.

JUDCGE RI DENOUR: Thank you so nuch.

MR. FIX: No problem

So that takes care of Section 11350, which the
FTB relies on to -- for this inproper allocation of sole
jurisdiction to the QAL to the courts. That's not the
case.

Secondly, as was interpreted by the Board of
Equalization in its regulations, the California
Constitution Article 3, Section 3.5, specifically says
that the statute -- that agencies cannot invalidate --
cannot refuse to enforce a statute or refuse to enforce a
statute on the basis of it being unconstitutional.
That's all it says. It doesn't say anything el se, and
the plain neaning of the statute is to enforce or declare
a statute on the basis of unconstitutionality.

So if a taxpayer brings any other action to
invalidate a statute, they could do that.

Thankful ly, this case is nuch sinpler than that
because this case does not involve a statute. It
i nvolves a regulation. And the inportant part here and
consistent with the OTA's own precedent, which is the
Tal avera case, the precedential case in which the OTA
said that the OTA did not have jurisdiction to declare a

gquasi -l egi sl ative regulation invalid because it had the

Kennedy Court Reporters, Inc.
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force and effect of the statute.

So I'll stop there, and I'll point to -- on the
easel, which hopefully provides for a clear
representation of two types of regulations that --
categories that the California Suprenme Court has
identified. One are quasi-legislative regulations, and
the other one are interpretive regul ations.

The distinction between the two is that, if you
have a quasi-legislative regulation, it has the force and
effect and dignity of a statute.

So if you fall into the bucket of having a
gquasi -1 egi sl ati ve regul ati on, then you obviously have to
| ook to Article 3, Section 3.5, of the California
Constitution and see whether or not the taxpayer is
bringing an action to invalidate that specific
| egi sl ative regul ation on constitutional grounds.

But if you are in the interpretative regulation
bucket, it's not treated as a statute. |Instead, it is
sinply treated as is a regulation that would -- with
| esser deference. Cbviously there's sone deference to
it, but the level -- the standard of review is nmuch | ower
than it would be if it was quasi-|egislation.

And the inportant piece here is: Wat's a
di stinction between the two? How do you figure out

which is -- which regul ation you have at issue?

Kennedy Court Reporters, Inc.
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And the Tal avera case cites kind of the main
case on point, which is the Yanaha case, which was then
preceded by the Western States case. And in those cases,
t hey summarize California precedent on point, where they
say the distinction between the two is that -- in both
cases you have del egation of power to -- to the
adm ni strative agency to pass the rules and regul ati ons.

The difference is one is a del egation of power

which is to "fill in the gaps." That's inportant
| anguage. All of these cases talk about fill in the
gaps. Fill in the details that the statute doesn't

ot herw se have. Wat that neans is, and the courts have
tal ked about this is, fill in the gaps so that it would
be possible to enforce sone | egal standard under the
statute.

Meani ng, without the regulation filling in the
gap, it would be difficult for citizens, taxpayers, to
under stand what the standard -- what is an enforceable
standard? Wthout the existence of that
quasi -l egi sl ati ve regul ati on, there would be no
enforceabl e standard to apply.

On the other hand, if you have a del egation of
power to pass rules and regulations to an admnistrative
agency, but is not to fill in the gap, but rather it is

to interpret the neaning and effect of an existing

Kennedy Court Reporters, Inc.
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statute, that has an enforceable statute, an existing
enforceabl e | egal standard.

So that the distinction is: One statute does
not have a | egal enforceable standard on its own. There
IS sone gaps in there that need to be filled.

And the other one is: There is a |egal
enforceabl e standard, and the interpretative power that's
bei ng del egated is sinply telling the agency, you have
expertise in this, please interpret how to apply the
enforceabl e | egal standard at issue to the facts of the
citizen or taxpayer in that case.

Now, the inportant part here is what are we
dealing with? Tal avera, which is your precedenti al
deci sion on point, as well as cases that followed, all
tal k about this distinction of: |If you have a
qguasi -l egi sl ative regulation as the dignity of |aw and
t he OTA does not have the power to invalidate a statute,
a quasi -regul ation.

Nowhere in the decisions, and correctly they
don't, say that the OTA does not have the power to
invalidate an interpretative regul ation.

So the question that's inportant here, which is
the crux of this Issue 1, is: \Wat do we have at issue
in this case? Do we have a quasi-|egislation regulation,

or do we have an interpretative one?

Kennedy Court Reporters, Inc.
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And | think it's pretty easy to see what it is,
by applying that standard on the presentation there to
our case.

The difference is that, in our case and
Appel lant's case, there is an existing enforceable
standard. California Revenue Tax Code 25136 provides for
t he standard, which is you source service receipts to the
| ocation that the purchaser received the benefit.

To take that a step further, that specific
Cali fornia Revenue Tax Code 25136 says that the FTB shal
pass rules and regulations to enforce this statute. They
have. Reqgul ation 25136-2 el aborates further on that.

So when you | ook at that, you have an
enforceabl e | egal standard. The legal standard is you
source service receipts to the location the purchaser
received the benefit. There is no question here.

What ever question that they were around, what that
standard is, 25136-2 addressed that.

So when the FTB passes 25137-14, you have to ask
two questi ons:

One, is there a del egation of power anywhere in
the statute?

And, two, is this a delegation to fill in gaps
because there is no existing enforceable standard, or is

it sinply to interpret it?

Kennedy Court Reporters, Inc.
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And the statute -- the statutory del egation of
power in this case that the FTB will point to, and |
agree with, is the general delegation of power, which is
in California Revenue Tax Code 19503. That sinply
says -- it's the general kind of broad | anguage.

It says that FTB shall prescribe rules and
regulation to enforce parts X, Y, and Z, including
Chapter 11, which includes the apportionnent at issue,
Section 25136 and Section 25137, Cal Revenue Tax Code
25137, that addresses alternative apportionnent.

So we have a del egation of power. That is not
sonething that tells us whether it's a quasi or
interpretative regul ation yet.

The next question is, what does Dash 14 say?
Dash 14 says, you will source your receipts to the
| ocation of the shareholders. GCkay. |If you take that
enforceabl e | egal standard away, do you have a | egal
enforceabl e standard in place?

If the answer is no, then you have
quasi -l egislative. |If the answer is yes, you take Dash
14 off the books and you have an enforceabl e | egal
standard, that neans that it is an interpretative
regul ati on power being delegated to the FTB.

And that answer is it's the latter, because when

you take away Dash 14, the enforceable | egal standard is

Kennedy Court Reporters, Inc.
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in California Revenue Tax Code 25136, and the dash 2
regul ati on.

So what does that nean?

That neans that we have not a quasi-legislative
regul ation that has the dignity of law. Instead, what we
have is an interpretative regulation that is not a
statute in the OTA under the fact that it succeeded to
the powers of the BOE, and is only limted by California
constitution. Article 3, Section 3.5 has the authority
to review and invalidate an interpretative regul ation.
Ckay.

| nportantly, this decision, free to rule this
way, iIs not asking you to change your precedent. This is
consistent wth Tal avera, and the nonprecedenti al
deci sions that have applied to Talavera. It's sinply
saying, if it is not quasi-legislative, thenit is not a
statute, which therefore the OTA has jurisdiction to rule
on and to decide whether it's invalid.

And parts two and three of today, the discussion
will go around whether or not it is invalid or not and
the inportant part here is that the del egati on of power
to pass regulation in the general section of California
Revenue Tax Code 19503 cannot be relied on, and there is
no precedent on point that will say that when there is a

general grant of authority to pass rules and regs to an

Kennedy Court Reporters, Inc.
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adm ni strative agency, to enforce its nmandate, that that
means that every regulation that they pass is
guasi - | egi sl ati ve.

That woul d be a ridicul ous outcone and, frankly,
has been addressed by the California Suprene Court in
Western States where it said that woul d nmake the
di stinction between interpretative and quasi-|egislative
regul ati on, one, without a difference, which nmakes no
sense.

In fact, it has to be a situation where you have
a del egation of power to fill in gaps where there is no
enforceabl e | egal standard, which is not the case here.

| would like to address al so, obviously, the
BOE. | think everyone in the roomis aware of the BCE s
use of its power to invalidate regulations when they're
interpreting the -- the ability for the BOE, when it was
still review ng appeals to invalidate regul ati ons.

And one of those decision is Save Mart. And the
FTB wll tell you that that is not good | aw because the
BCE did not | ook to whether or not it had jurisdiction to
invalidate a regulation. And | think that's a little
m sl eadi ng.

If you read the Save Mart case, Save Mart case,
the FTB specifically brought up Yamaha, the California

Suprene Court that discusses a distinction between
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interpretative and quasi-| egislative regul ations, and
brought that and briefed it to the BOE, but also

adm tted, conceded, that the regulation at issue was
interpretative.

In that case, the BCE found that the regul ation
went beyond the statute and invalidated it.

So, to nme, Save Mart is still good |Iaw and
actually is consistent wth Tal avera. Tal avera involved
a quasi-legislative del egation of power, a
quasi -1 egi sl ati ve regul ati on where there was -- there was
a gap in the statute as to the bad debt deduction and how
and when and to what anount you need to be able to deduct
that, and specifically in the statute it asked for that
FTB to fill that in, that gap -- and they did in the
qgquasi -l egi sl ative regulation and to the contrary, if you
| ook at Save Mart, you have an interpretative regul ation.

When that is the case the BCE, and now t he OTA,
has jurisdiction to invalidate it because it's not a
statute under | aw.

And | think with that, | would like to just make
sure that | reserve whatever tine is left for rebuttal of
this part one. Thank you.

JUDCGE HOSEY: Thank you, M. Fix. You have
about 20 m nutes remaining, so we'll hold on to that

tenporarily. Thank you.
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Moving to the Franchi se Tax Board. Are you
ready for your presentation on |Issue 1?

M5. SMTH. Yes, we are. | want to say good
nmorning. |I'm-- again, |'mAmnda Snmith. |'mthe tax
counsel three with the Franchise Tax Board. And with ne
today are Ms. Marguerite Msnier, an attorney five, and
Del i nda Tanagni, ACC of the Multi State Tax Bureau, with
t he Franchi se Tax Board.

And at heart, this is really a straightforward
case where we are applying settled |l aw to undi sputed
facts. The Appellant in this case is a nutual fund
service provider required to apportion its inconme to
determne its California tax liability.

California law is clear that Regul ation
25137-14, which | will sonetines refer to as Dash 14, is
standard apportionnent for nutual funds service providers
i ke Appellant to a portion their incone.

That's actually how Appellant filed its -- its
taxes for the years at issue in this case. However,
later it did file a claimfor refund, stating that Dash
14 is no -- or, is not, excuse nme, standard
apportionnment. But as we go through our presentation
today, we will denonstrate that Dash 14 continues to be
standard apportionnent and nust be applied to apportion

t he Appellant's incone.
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The first issue we're going to address is

jurisdiction because Appellant argues that the OTA has a

jurisdiction to -- or, that it should invalidate
Regul ati on 25137-14 entirely. And it's Respondent's
position that the OTA wll act as such jurisdiction.

To go into this matter further, I amgoing to
hand over the m crophone to nmy coll eague, Ms. Mosnier.

M5. MOSNI ER Thank you, and good norni ng.

Before | start, | would like to thank first
M. Melniczak and his teamfor their willingness to work
so quickly with Franchi se Tax Board after the
prehearing conference m nutes and orders were issued to
work with us to get a joint updated statenment of the
i ssues and single suit.

And | thank you, Judge Hosey, for your quick
consi deration and i ssuance of that post confirmation
order. It really, | think, hel ped both parties probably
prepare for the hearing today.

So turning to | ssue Nunber 1.

The O fice of Tax Appeal s does not have
jurisdiction to invalidate a regulation. The lawis
clear that only a court has that power. The OTAis a
tribunal with [imted jurisdiction, and as it noted in
its 2019 precedential opinion, the Appeal of Liljestrand

| rrevocabl e Trust.
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The OTA's jurisdictionis limted by statute,
and it cited approvingly to the Board of Equalizations'
1995 decision in Appeal of Schillace that held that an
agency cannot act in excess of the jurisdictional
limtations conferred upon it.

In general, the OTA's rules for tax appeal s
conferred jurisdiction over appeals from proposed
assessnents, claimdenials, interest and penalty
abat enent questions and spouse determ nations, taxpayer
bill of rights, reinbursenent clains and the |ike.

There is nothing in Regulation Section 30103
that states that the -- or hints even, that the OTA has
the power to invalidate a regulation. And that's correct
because the | egislature designated the state court as the
sole forumto determne the validity of a regul ation.

It did so when it enacted the Adm nistrative
Procedures Act, which governs the adoption, anendnent,
repeal, and is relevant to this appeal, challenges to an
existing regulation. And it's found -- the APA is found
in Chapter 3.5 of the Governnent Code, Sections 11340
t hrough 11361.

The legislature designhated a single state
agency, the Ofice of Admnistrative Law, or OAL, to
oversee state agency and departnents conpliance with the

Adm ni strative Procedures Act when it pronul gated
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regul ati ons.

And in addition to setting out the statutory
requi rements for adoption, anendnent, and appeal of
regul ati ons, the APA also sets out the statutory renedy
to challenge the validity of a regul ation.

And as Appellant noted, it's found in Governnent
Code Section 11350, and it states:

"Any interested person may obtain

a judicial declaration as to the validity

of any regul ation or order of repeal by

bringing an action for declaratory relief

In the Superior Court in accordance with

the Code of G vil Procedure.”

And that is the only renedy the APA sets out to
chal l enge the validity of a regulation. And that section
cannot be read to include other state agencies.

First, the phrase, "action for declaratory
relief in Superior Court," is unanbiguous.

Second, the legislature knew how to provide
review and determ nation authority to a state agency
because it did so in Article 6 of the APA, which
addresses the review of a proposed regulation. Those are
Sections 11349 through 11349.6. And the legislature did
so in Article 7, review of existing regul ations,

conferred power to the office admnistrative -- of
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adm ni strative law, to take action when it believed that
a regul ation does not neet the requirenents of

Section 11349.1. And it enpowered the OAL to act when it
is notified that statutory authority for an existing
regul ati on has been repeal ed or when a regul ati on becones
i neffective or inoperative by its own terns.

The OT -- the OAL has power to act under those
ci rcunstances to require the pronul gati ng agency to show
cause why the regulation in question should not be
r epeal ed.

But it's inportant to the note that even this
grant of authority to the Ofice of Admnistrative Law
does not invest sole decision-nmaking power in the OAL,
whi ch nmust notify both the | egislature and the governors,
so both the |egislative and executive branches of the
state governnent, of its proposed decision and vests the
governor with the power to override QAL's determ nati ons.

In fact, 11349.9 vests the governor's office
with the right to review adverse OAL determ nations
repealing a regul ation.

So we see here the legislature's intent not to
all ow even the one state agency it has authorized to
ensure conpliance with the Adm nistrative Procedures Act
to make a unilateral, unappeal able, determ nation as to

the validity of the regulation. But that is precisely
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with the Appellant here today is asking the OTA to do

Further, the OTA recognizes the limts of its
authority in this area and that it does not have the
power to invalidate a regul ation.

And before | go further in this, | would say
that I woul d enphasize that, as the OTA said in the
Liljestrand Appeal opinion, its jurisdictionis l[imted
by its enabling legislation. So that is to say, in other
words, that it is not established by whatever authority
its predecessor, the Board of Equalization, had.

That entity had jurisdiction that was limted by
its enabling legislation, which was the California
constitution. This agency, the OTA is limted by a
different set of authorities.

So the OTA understands the limts of its power
to act in this area. It did so, as you have heard, in
Appeal of Talavera in 2020. The OTA correctly concl uded
that the sales and use tax regulation at issue was a
guasi -l egi sl ati ve regul ati on and had the force and effect
of a statute and, therefore, it could not be invalidated
by the OTA because of Governnent Code Section 11350,
Subdi vision (b), which l[imts the right to invalidate a
regulation to the courts, and it is clear from Governnent
Code Section 15672 that the OTA is not a court.

Additionally, since issuing the Tal avera
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opi nion, the OTA has issued franchise and incone tax
opi ni ons that reached the sane conclusion. It has no
authority to invalidate a franchi se and i ncone tax
regul ati on.

In its opinion in Appeal of Hajikhani and
Shepard, a 2021 opinion, the issue was the interpretation
of Regul ation Section 19 -- excuse nme, 19133, regarding
i nposition of the demand penalty. |In that case, the OTA
found the regul ati on was quasi -l egi sl ative under a Yanmha
corporation analysis, because FTB has a | egislative grant
of authority to pronul gate regul ations for Revenue and
Taxation Code Section 19503, and that the regul ation,
therefore, has the force and effect of a statute, and the
maj ority sustained FTB's interpretation of that
regul ati on.

The dissent in that opinion had argued a
specific case, | think it was the Cook case, as evidence
that the regul ation should be disregarded. And the
maj ority countered that argunment by noting that the case
in question had to do with the determ nation of the
validity of a regulation. And OTA noted that that was
not the issue in the case.

It was not regarding the validity of a
regulation. It was regarding the interpretation of a

regul ation. And that, perhaps, is an outcone
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determ native distinction, and |'l|l address it a little
nore in detail later on.

After the Hajikhani opinion, the OTA, in 2022,

i ssued the opinion in Appeal of Faries and in the OTA' s
consi derati on whether a statute Revenue Tax Code
Section 17952, or a personal incone tax regulation,
Section 17951-4, controlled determ nation of California
source incone.

The OTA noted again that that regul ation was
guasi -1 egi sl ati ve because it was pronul gated under the
authority both in Revenue and Taxati on Code
Section 17954, and Section 19503, and, therefore, the OTA
agreed with the parties' assertion that the OTA did not
have authority to invalidate that regulation, citing both
to Governnent Code Section 11350 and to the Tal avera
opinion. It's on Page 11 of that opinion.

And next cane the opinion in Bed Bath and
Beyond. Also issued in 2022. That was an appeal froma
denial. FTB's denial of a refund cl ai mbased on the
addition of gross receipts fromtreasury functions and
vendor all owances to the sales factor denom nator.

OTA found that per Sections 19503, and 25137,
the very statute related to regulation at issue here
t oday, the OTA found under 25137, FTB had pronul gated

speci al apportionnent regul ations to address situations
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where application of the Uniform D vision of Incone for
Tax Purposes Act, or the acronym UDI TPA, would not fairly
reflect the extent of a taxpayers business activity in a
state.

OTA rejected the Appellant's argunent that the
regulation, in that case it was Regul ati on 25137,

Subdi vision (c)(1)(D), contradicted case |aw, the

M crosoft decision, regarding treasury receipts in the
sales factor, and it rejected, also, the Appellant's
concerns regarding the validity of the regulation, and it
did so by explaining that the OTA | acked authority to
invalidate FTB's regulations wwth cites, again, to

Gover nment Code Section 11350 and to Tal aver a.

And to lay this issue to rest, the OTA has
proposed two anendnents to its current Regul ation
Section 30104.

First proposal is to add subdivision (D) to
state outright that it lacks jurisdiction to determ ne
the validity of a regulation. And secondly, to add
subdivision (I) to state that the Ofice of Tax Appeal s
may not issue declaratory relief, which is what a
determ nation of validity or invalidity of a regulation
i S.

Further, Appellant's reliance on the Board of

Equal i zati ons Save Mart decision, its 2002 opi nion, and
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on Wiitconb Hotel versus California Enpl oynent
Comm ssion, to confer authority on OTA to invalidate a
regul ation, are m spl aced.

The Whitconb Hotel decision addressed an
adm ni strative rule, not a regulation, pronulgated in
conformty with the APA, and in any event, in that
deci sion, there was no i ssue and no resolution of an
i ssue whether the -- whether the enpl oynent conm ssion
had authority to invalidate a regulation. It just didn't
address the power of a state agency to invalidate a
regul ati on.

Save Mart, likewse, is no help to the
Appellant. It too did not consider or rule on the
agency's or, in that case, the board's authority to
i nval i date a regul ati on.

| don't know -- Appellant's counsel referred to
what was in briefing. That is not, as |'ve been able to
determ ne, a public record, so | note not only that the
opi ni on does not raise the issue of the power of the
Board of Equalization to invalidate a regulation, there
is no discussion of that issue, and there is no
determ nati on of that issue.

That opinion, like the Hajikhani opinion by the
OTA, addressed sinply the interpretation of a regul ation.

And that is where probably Yamaha is the nost -- is the
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nost inportant. But even Yamaha, while providing
gui dance on factors to consider when determning --
determ ni ng whether a regulation is interpretive or
guasi -l egi sl ati ve for purposes of determ ning the scope
of deference to the agency's interpretation.

Even Yanaha does not address an agency's power
to invalidate a regul ati on because the issue in that case

was the interpretation, not the validity. Not even of a

regulation. |In that case what was at issue were what
were referred to as "annotations." They were business
tax | aw guide -- guidelines that were opinions on sunmary
opi ni ons.

So we see that the |legislature has a specific
statutory schene to challenge a regulation's validity, and
we see that the OTA has recognized that it cannot act on
that issue. And therefore, the OTA shoul d, consi stent
W th Governnent Code Section 11350, consistent with its
opi nions in Tal avera, Hajikhani, Faries and Bed Bath and
Beyond, and consistent with the proposed regul atory
amendnents to Regul ation Section 30104.

It should hold that it lacks jurisdiction in
this appeal to determne the validity of a regulation,

i ncl udi ng Regul ation Section 25137-14.
However, in the event that the OTA determ nes

that it does have that authority, Ms. Smth wll now

Kennedy Court Reporters, Inc.
800. 231. 2682

32



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

address the specific challenges the Appellants have

raised -- oh, | suppose, she wll turn to that, but I
believe we w il be going back first to the Appellant for
argunent on that issue, and then she will take over from
t here.

That concludes ny presentation, and | didn't
know if you -- |I'm happy to address questions now or
whet her you're reserving questions for later. Thank you.

JUDGE HOSEY: Thank you, Ms. Mbsnier. | think
we're going to go back -- before we have questions from
the panel to see if Appellants would Iike to respond.

Ckay. Go ahead, M. Fix.

MR. FIX: Thank you. | thought the FTB nade --
Respondent nade a really good presentation, naking ny
argunent for me frankly. And I'll address her -- her
argunents in order

Starting with 11350. The FTB' s taking too far
its interpretation of Governnent Code 11350. Wth all
due respect to Respondent, FTB, the courts have already
| ooked at what the legislator's intent was with respect
to Governnent Code 11350. That was addressed, as |
nmenti oned, during nmy opening statenents in two cases in
California; one, the Court of Appeal decision and the
ot her one by the California Suprenme Court, the Stoneham

V. Rushen, case from 1984 -- Stonehamis S-T-ONE-H A-M
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V. Rushen, RUS-HEN-- in which it specifically said

t hat the purpose of Governnment Code 11350 was to provide
for independent declaratory relief. Respondent even read
that -- those exact words off the statute.

They specifically say, this is to provide
decl aratory relief. Nowhere does it say that the QAL has
sole authority. Nowhere does it say that that is the
sol e renedy available to taxpayers. And in the Stoneham
decision, it specifically said that, yes, this code
provides for declaratory relief action that you can bring
in court without having to go through the OAL's path to
declaratory relief.

That regul ation shoul d be invalidated because
the legislature wanted to provide and not |imt available
renmedi es to challenging a regulation by -- w thout having
to bring a case of controversy where there's conflicting
actions.

That was al so addressed by the California
Suprenme Court in the Chas L. Harney Inc., V. Contractors
State License Board case, 1952 case, where they
specifically said, by enacting this section, the
| egi sl ature nust have intended to permt persons affected
by such a regulation to test its validity w thout having
to enter into contracts with third persons or subject

t hensel ves to prosecution or disciplinary proceedi ngs.
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Bet ween those two cases, the California courts
have said, it's clear that this is sinply providing for a
declaratory relief path. This does not nean that you
are -- that precluded frombringing other |egal renedies,
such as legal actions for danages, which are avail able
under the | aw.

And there is case law that you are allowed to
bring actions to adm nistrative boards to invalidate
regul ati ons. Those cases both at the California court
| evel and at the BCE. And frankly, it's consistent with
Tal aver a.

Second, I'd like to address the second poi nt
about the Tal avera case and the Haji khani case. And
maybe -- |'Il address it in order.

Tal avera is the only precedential case on point,
and | nention that not because | think the Hajikhani case
IS -- goes against the correct interpretation. | think
it actually supports our case.

Tal avera specifically says, which is the only
precedential case here by the OTA, it says if you have a
guasi -l egislative regulation, it has the dignity of
statutes. Okay. And the OTA does not have authority to
invalidate a statute.

If it's an interpretative regulation, you do

have that; right? That authority to review and
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i nval i date a regul ati on.

Now, as | nentioned in the Tal avera case, the
standard applies. You have del egation of power to fill
in gaps in the statute. The -- that was done by the
CDTFA and, therefore, was found to be wthin the scope of
the statute and a quasi-regulation. Therefore, it could
not be invalidated.

But beyond that, it's inportant to note that the
OTA in its decision said, notwthstandi ng the fact that
we can not invalidate a regulation, we, the OTA are
aut hori zed under the Governnent Code to determ ne and
interpret the application of state and | ocal taxes.

And they went further and said, even though it's
quasi -l egislative, looking at it we think it's wthin the

scope of the statute and consistent, and therefore not

i nval i d.

So even in quasi-legislative cases, the OTA can
still look and determ ne whether or not a regulation is
invalid. It just can't invalidate it if it's quasi-

| egi slative, but thankfully in our case, that's not the
case. It's an interpretative regul ation.

Now t he Haji khani case, |'mglad that the FTB
rai sed that case because it's just another exanple
where the -- it's consistent with the standard that we

articul ated, which is quasi-Ilegislative versus an
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interpretative. Ckay.

So the Haji khani case, simlar to Tal avera,

i nvolved -- specifically it was the demand penalty. So
by statute, and the FTB -- the statute said the FTB nay,
and |'m paraphrasing, may apply a penalty for -- for
demand -- to the taxpayer, doesn't respond to demands for
information like returns, but didn't provide for an

enf orceabl e standard --

JUDGE RI DENOUR: Excuse ne really quick. The
st enographer gave ne a | ook. Can you pl ease sl ow down?

MR. FIX: Ckay. The inportant part is that if
you apply -- Hajikhani is within -- under the standard
articulated in Yamaha, which was then repeated in
Tal avera, the statute and the regqulation at issue was a
quasi -l egislative. Wy is that?

Because when you | ook to the statute, it did not
have an enforceable standard. It was unclear what it
nmeant where a taxpayer did not conply with an information
request and when the FTB may apply a denmand penalty.

So without a regulation in place, there's a gap
and there is no enforceable standard. Therefore, the
regul ati on and the del egation of power, in that
situation, is a delegation of quasi-|egislative power.
Ckay.

So consistent with that, Hajikhani, even though
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not precedential is consistent with Tal avera, which is
t hat OTA does not have jurisdiction to invalidate a
quasi - | egi sl ative jurisdiction.

Next point was the -- the proposed anendnents.

Frankly, the proposed anendnents, one, have not
been adopted and, two, | think is inproper to even
mention given the fact that by -- under the Governnent
Code there is a potential here for prejudice, given the
fact that the -- the passing of regulation is wthin the
purview of the director, and the director of the OIA by
statute, is not allowed to interfere with the deci sion-
maki ng of the OTA

And so | don't think that that -- those
initiatives by the director to pass regulation shoul d
i npact the decision as to whether the current regul ation
on the books, which says that the OTA has the
jurisdiction to -- the only thing that it says is that
you cannot invalidate a regulation or statute based on
t he constitutional grounds.

Qur case does not involve constitutiona
grounds. And two, it's consistent with Yanaha and
Tal avera, in the fact that it doesn't involve a quasi-
| egi sl ative regul ation.

And | think -- finally, I think the Faries case

t hat she nentioned, the parties conceded that it was --

Kennedy Court Reporters, Inc.
800. 231. 2682

38



https://www.kennedycourtreporters.com

© 00 N oo o A~ W N

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

that the OTA didn't have jurisdiction, since you were
conceding it was quasi-legislative. So it wasn't even an
issue. So to ne that case is just consistent with
Tal avera and ot her cases |ike Hajikhani, who sinply are
appl yi ng the Tal avera threshol d.

So with that, 1'll conclude and see if you have
any questions.

JUDGE HOSEY: Thank you, M. FiXx.

I wll go ahead and nove to ny panel to see if
we have any questions on |Issue 1.

Il wll ask Judge Ri denour. Any questions?

JUDGE RIDENOUR: No questions at this tine.

Thank you.

JUDGE HOSEY: Gkay. Thank you.

Judge Akopchi kyan?

JUDGE AKOPCHI KYAN: I'Il wait until after
| ssue 2 to ask questions.

JUDGE HOSEY: Okay. Thank you.

| did want to nmention that the panel is aware of
t he pending regulations that may apply to this case, but
as discussed in the mnutes and orders, we're noving
forward with argunents, and we understand that's not --
have not been adopted and we're working with what we have
her e.

So noving to Issue 2. W are still in open
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sessi on.

M. Ml niczak,

We have Appellants --

are you presenting on |Issue 2?

MR, MELNI CZAK:  Yes.

JUDGE HOSEY: kay. Again, when you're ready.
Thank you.

MR. MELNI CZAK: Geat, thank you

JUDGE HOSEY: Oh,

MR. MELNI CZAK:
JUDCGE HOSEY:
MR. MELNI CZAK:

part of the open session,

Ckay.

and you have 45 m nutes.
Thank you.

Go ahead.

I'd like to start the second

| ssue 2, by just giving a

little overview of the three different ways that receipts

for asset nmnagers can be sourced, because -- across
states --

JUDGE RIDENOUR:  I'mgoing to interrupt. Sorry

for all nmy interruptions to both parties, but |I don't

t hi nk the stenographer can hear you. So if you can

pl ease nove the m crophone closer to you, | would
appreci ate that.
MR. MELNI CZAK:

Sur e. Is that a bit better?

Thank you. start fromthe top.

| just want to start by giving an overvi ew of

how recei pts for nutual funds service providers, |ike

Janus, are sourced. There's really three different

nmet hods, three different ways in which they can be
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sourced. The states across the country are split anong
these three different nmethods and these three different
met hods will conme -- |I'Il refer to them often.

So just to give an overview, the first nethod |
want to cover is the cost of perfornmance nethod, where
recei pts are essentially sourced based on the | ocation
where the activities are performed. That's the nethod
that California had in its statute prior to enduring the
first portion of when 25137-14 was pronul gat ed.

That's the cost performance nethod.

The second nethod is the sharehol der sourcing
nmet hod, and that's the nethod that the FTB pronul gat ed
under the Dash 14 regul ati ons.

And finally, the third different approach to
source and receipts is market sourcing. That's what
California, by voter initiative, swtched to in 2013,
when they changed Statute 25136, and said that receipts
are sourced to the |ocation where the purchaser receives
t he benefit of the service.

So that's market sourcing, the third approach.

Now, |ike |I nentioned, Dash 14 was pronul gated
under the prior version of Statute 25136, which was
sourci ng our receipts, mutual fund and ot herw se, based

on the cost of performance nethod. And again, taxpayers

there had to |l ook to where the -- where the services were
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actual |l y perforned.

Also at that tinme, prior to 2013, the statute
had a property and a payroll factor. So it was
t hree-factor apportionnent.

Now, while the cost performance rule wasn't in
effect back in 2007, the FTBA had pronul gated the Dash 14
regul ati on because they believed that cost of perfornmance
nmethod did not fairly represent the -- the extent of
activities in the state for nmutual funds service
provider. They felt it was distortive.

Now, the FTB didn't dispute the fact that Dash
14 conflicted with the statute. |In fact, they
acknow edge it did conflict wth the statute, and they
said the only way to -- it was clear that the only way
that Dash 14 read it could be pronul gated was under the
FTB' s authority under Section 25137.

Now, if the FTB wants to pronul gate a reg under
25137, it needs to do two things.

One, as the language in the statute for 25137
i ndi cates, the party invoking 25137 nust show that the
al l ocation and apportionnent provisions in the statute
don't fairly reflect the taxpayer's business activity.

And secondly, the FTB nust conply wth the
requi rements of the Adm nistrative Procedures Act, or the

APA,
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So | want to tal k about the APA first.

Now, as you saw in our briefs and our prehearing
statenent, we've argued that Dash 14 was invalid, both
when it was initially pronul gated, back in 2007, and
during the switch to market sourcing in 2013.

Now, the reason it was invalid back when it was
initially pronulgated, in '07, is because the FTB didn't
conply with the requirenents of the APA

It's inportant to note the -- the purpose of the
APA.  The purpose of the APAis to have transparency and
t o encourage neani ngful public comrunication in the
adoption of regul ations.

The APA was al so neant to address the
| egi slature's concern that conplying with too many
regul ati ons was becom ng burdensone for taxpayers. And
now as we've argued in our brief, the FTB fail ed one of
the nost inportant aspects of the APA, which is to
provi de an adequate econom c and fiscal inpact statenent.

And one of the purposes of that Econom c | npact
Statenent is to notify taxpayers of the cost of conplying
with the regulation. This is an inportant step. And in
the FTB' s inpact statenent, they sinply noted that the
cost of conplying with the regulation would be zero
dol | ars.

Not one single dollar of cost, they estinated,

Kennedy Court Reporters, Inc.
800. 231. 2682

43



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 would cost for taxpayers to switch fromthe cost
performance nethod, which is where the services are
perfornmed, to a sharehol der sourcing nethod.

Under sharehol der sourcing, a mutual fund
servi ce provider would have to | ook at each of its --
each of its custoners. And a |arge asset manager, |ike
Janus, may have --

JUDGE HOSEY: kay. Can you slow down a little
bit?

MR. MELNI CZAK: My apol ogi es.

JUDGE HOSEY: Thank you so nmuch. W really
appreciate it.

MR. MELNI CZAK: Now, for a |arge asset nanager,
i ke Janus, the cost of swtching to a sharehol der
sourci ng approach is significant because Janus, and ot her
| arge asset managers, have hundreds if not thousands
of -- of custoners |ocated around the country, and they
woul d have to go to each individual custoner, and not
know where the custonmer is |ocated, they would have to
know where that custoner's shareholder is |ocated. And
for each individual custonmer --

JUDGE HOSEY: kay. Sorry. Can you slow down a
l[ittle bit nore?

MR MELNI CZAK:  Yes.

JUDGE HOSEY: Okay. Thank you.
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MR. MELNI CZAK: So the difficulty in the
conpliance for -- for an asset manager |ike Janus is they
woul d have to | ook to each of its hundreds if not
t housands of custonmers and identify where each of their
sharehol ders are. And to the extent any of themare
| ocated in California, they would have to determ ne the
portion of receipts they received fromtheir custoner
that should be attributed to that -- attributable to that
shar ehol der.

That even neans if -- for exanple, if a nutual
fund service provider had a pension fund in Arkansas,
whi ch has pensi oners throughout the country, they have to
find where each individual pensioner is |ocated and find
out if any of themare |ocated in California, what
portion of receipts should be attributable to that.

That's a pretty burdensone process, and the FTB
knew it woul d be a burdensone process because they
recei ved coments to that effect. They received comments
fromtaxpayers in the community noting that this would be
bur densone and perhaps a census net hod woul d be an easi er
way to conply with the regul ation.

They received comments noting that there are
certain types of asset nmanager receipts, which are
recei ved through financial internediaries, sonetines

cal l ed ommi bus accounts, and for these the asset nmanager
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is one additional |evel renoved fromthe shareholder. So
it's even nore difficult to identify where the
shar ehol der is.

Commenters al so nentioned the fact that
soneti nes asset namnagers provi de asset nmanagi ng services
on a subadvi sor basis, neaning these advi sory services
are performed for another asset nanager, and again,
they're one additional |evel renoved fromthe
shar ehol der.

So it makes it really hard to track where the
sharehol ders are. So even though the FTBA received those
comments, they essentially ignored them and in the
i npact statenent they sinply stated that the total cost
of conplying would be zero dollars. And it just doesn't
show adequat e respect for the process to say that, after
all those comments and all those burdens, the cost of
conpl ying woul d be zero doll ars.

A second problemw th the inpact statenent is
the fact that the FTB reported the tax effect on
t axpayers in net terns, rather than gross terns.

Now, the purpose of this portion of the inpact
statenent, under the APA rules, is to show the potenti al
of an adverse econom c inpact on California businesses.

So it is the FTB's responsibility to articulate

the economc effect on all nutual fund service providers
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who woul d be subject to an increase of tax under the Dash
14 reqgul ation, but the FTB sinply reported the tax effect
on a net basis, which ended up being relatively small.

| f you look at the -- if you |look at the inpact

statenment, that the net effect was only $10 mllion, but
the problemw th that is it disguised the fact that there
were very big winners and | osers under the regul ation.

To be clear, there was one cohort of taxpayers
who woul d pay a |l ot nore tax under the regul ation, and
there's another cohort of taxpayers who would pay --

(Reporter clarification)

MR. MELNI CZAK: A cohort, a group of tax --

t here woul d be one group of taxpayers.

(Reporter clarification)

MR MELNICZAK: |I'msorry. COHORT.

My apol ogi es.

As a result of the regulation, there would be
two different groups of taxpayers. There would be one
group of taxpayers who would pay nore tax as a result of
the regul atory change, and there woul d be anot her group
of taxpayers who would pay | ess tax.

So the fact that the tax effect was only
referred on net terns disguises this change. For
exanpl e, the group of taxpayers who woul d be paying nore

tax coul d perhaps be paying $100 mllion per year in

Kennedy Court Reporters, Inc.
800. 231. 2682

47



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

addi tional tax, whereas the other group of taxpayers who
are paying less tax, they could end up seeing a $90
mllion tax reduction.

So it's easy to | ook at that and conpare the
$100 mlIlion with the $90 mllion, and say well, the net
effect is only $10 million. It looks relatively snall
But again, the purpose is to show the adverse --
potential adverse econom c inpact on certain taxpayers,
and by nerely reporting it on net -- on a net basis, it
di sgui sed the effect of that big tax increase for -- for
t he group of taxpayers who woul d be paying, in ny
exanple, $100 mllion of additional tax.

And the FTB had to put those -- those taxpayers
who were paying nore tax, the FTB had a duty to put them
on notice that they woul d be seeing a |large increase so
that they woul d have an opportunity to respond to the
comment period. And the FTB sinply didn't do that inits
i npact statenent.

And the California Supreme Court has
acknow edged the inportance of the inpact statenent.
There's a case called Western States, which we cited in
our brief, in which the suprene court invalidated a Board
of Equalization regul ati on because its Econom c | npact
St at ement was opaque and unreasonable. And in that

deci sion, the Court acknow edged that there was a heavy
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burden on the agency, but that an opaque cal cul ation just
doesn't cut it. The taxpayer has to be put on notice.
The taxpayers who are paying nore tax nust be put on
notice.

So that's our first argunent that, back when the
statute was pronulgated in 2007, the FTB didn't conply
with the APA

Qur second argunent is that, even if the APA --
the FTB did conply wth the APA, back in 2007, the
regulation is invalid now, because when the statute was
changed, in 2013, to provide for market sourcing, the FTB
did not make a finding of distortion relative to that new
mar ket sourci ng statute.

Now, under the M crosoft case, in order to prove
distortion, the burden is on the party who is seeking to
i nvoke Section 25137. So initially pronulgating a
regul ati on, the burden there would be on the FTB to show
whet her there is adequate distortion sufficient to invoke
its 25137 regul atory powers.

So the FTB nust prove, by clear and convincing
evi dence, that the standard fornula is not a fair
approxi mation and that its proposed alternative is
reasonabl e.

Now, to the FTB's credit, they did nake an

effort to show distortion back in 2007, as | nenti oned,
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under the cost performance rule. And if you | ook through
the regulatory file, there were three reasons in
particul ar why the FTB, and many comenters, found the
cost performance rule to be distortive, and | have listed
sone of themon this chart right here.

l"mgoing to turn to the next page on our chart
here because | do want to highlight the three different
reasons that the FTB found the cost performance rule to
be distortive.

JUDGE HOSEY: | think we're losing your mc a
little bit too. Just nmake sure it -- yeah, when you turn
your head, sonetines it doesn't catch.

MR. MELNI CZAK: Thank you

So as you can see here fromthe chart, we
hi ghlighted the three different ways in which the FTB had
found the cost performance rule to be distortive.

The first problemw th the cost performance rule
is that it resulted in nost or all receipts going to one
single state. That's because under the cost performance
rule, you sinply look to where the services are
perfornmed, and for many asset managers, nost or all of
that activity occurs in a single state.

So for many commenters in the draft regul ation,
as you may have seen, many of themare California based

and they performnost or all of their services in
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California, and they said this results in all of -- al
of our receipts going to one state.

Meanwhi | e, you have out-of-state nmutual fund
service providers who performtheir services in other
states. They would have a zero factor, whereas these
California conpani es woul d have a 100 percent factor.
Many commenters found this to be distortive.

The second problemw th the cost perfornmance
rule is that it didn't adequately reflect market as the
founders of UDI TPA had i ntended. For exanple, it was
noted in the reg file that the founders of UD TPA, such
as WlliamPierce, who is frequently cited, they had
vi ewed the purpose of the sales factor as to be given
wei ght to the marketpl ace.

And in defining what the term "nmarket pl ace”
nmeans, there's frequently a particular focus given on the
contribution of the custoner.

And agai n, cost performance doesn't do this.
Cost performance gives no regard to where the custoner
is. It nmerely looks to where the services are perforned.

And the third problemw th the cost performance
rule is that it was nerely duplicative of the property
and payroll factors.

Again, prior to 2013, California had

t hree-factor apportionnent, and because cost performance
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nerely | ooks to where the services are perforned,
naturally, of course, that coincides wth where

t axpayers' offices and where their payroll are. So in
many cases, cost performance would nmerely duplicate that.

And again, this was what -- contrary to what the
sales factor was intended to do. The sales factor was
i ntended to give balance to the other factors, not nerely
duplicate it.

So again, all these concerns were relevant to
the general statute that was effect in 2007, which is
source recei pts based on cost performance, and which al so
had a property and a payroll factor.

And again, to the FBA's credit, they did nmake an
effort to show distortion back in 2007.

However, none of that matters today, because in
2013, when Section 25136 was anended to provide for
mar ket sourcing, the FTB did not nake a sim/lar show ng
of distortion.

Anot her change, that happened in 2013, is
California elimnated the property and payroll factors
and switched to single factor sal es apporti onnent.

So if you look at the -- the thing about
di stortion that we nentioned earlier under the cost
performance rule, the FTB did not eval uate whet her that

distortion continued to exi st under the new narket
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sourcing rules. The FTB sinply included in its update of
its market sourcing regs, in 2013, that the Dash 14
rul es apply.

And again, the sole reason the FTB even had the
authority to pronulgate the Dash 14 regul ation is because
it found distortion under the statute. So it's clear
they have to find distortion under this statute, as well.

And if the FTB were to conduct this distortion
anal ysi s under the new market sourcing statute, the sane
showi ng of distortion couldn't be nade because none of
these three factors that were present, back in 2007, are
present under the market sourcing statute.

Again, the first problemwith COP is that it
resulted in all receipts going to a single state. That's
not the case under market sourcing. The taxpayer here,
Janus Capital G oup, has taxpayers all across the
country, including a significant nunber in California,
and we'll talk about that during the closed session.

So there's not sinply an issue that under the
new approach all receipts will go to one state, rather
under mar ket sourcing, you |look to where the purchaser
recei ves the benefit, and again, Janus has purchasers all
over the country.

Agai n, the second objection with cost

performance is that it didn't reflect market. Well,
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mar ket sourcing does reflect market now Again, market
sourcing | ooks to where the purchasers are and Janus's

mar ket, which is its purchasers, are |located all across
the country.

And finally, the third objection, which is that
t he cost performance rule was duplicative of property and
payroll, that's no |l onger a problem because first of
all, there is no longer a property and payroll factor.
It's single factor.

And secondly, market sourcing is not duplicative
of property and payroll because, again, it |ooks to where
the purchasers are. |t doesn't look to where the
servi ces are perforned.

So essentially the entire basis on which the FTB
concl uded there was distortion under the old cost
performance rul e doesn't exist under the new market
sourcing statute.

So not only could the FTB not find distortion
under the new market sourcing rules, the FTB didn't even
make an effort to show distortion under the new market
sourcing rules. There was no analysis, during the 2013
swtch to market sourcing, |ike there was in 2007, under
t he cost performance rule.

Now, when the statute changes, the FTB doesn't

get to keep its old ruling. |If you |look at the |anguage
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of 25137, the statute, it says that the FTB nay oppose an
alternate nethod if the allocation and apporti onnent

provi sions of this act do not fairly represent a

t axpayer's activity.

It doesn't refer to sonme prior act in the past.
It refers to apportionnment of this act.

So the FTB needs to do this analysis to show
distortion any tine a new statute is passed or if it's
changed in a neaningful way that alters the prior
di stortion anal ysis.

QO herwise, if the FTB were not required to do
this, a regulation wuld essentially be grandfathered
i nto existence whenever it was pronul gated. And that
woul d nean that California's voters, or the |egislature,
coul d never change the |l aw unless the FTB agreed to it.

So under the FTB' s position, if Dash 14 were to
survive the statutory change from cost performance to
mar ket wi t hout any further show ng of distortion, that
woul d nmean that California' s |legislature, or the voters,
coul d never change the | aw

Now, if the FTB does have the view that market
sourcing is distortive, and -- the FTB may seek to invoke
its 25137 powers in the future to try to establish that
the current market sourcing statute is distortive and

per haps seek an alternate nethod |i ke the Dash 14 net hod,
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but the FTB would need to actually prove distortion.

If you | ook at the Fluor case and the Amarr
case, it's clear that the party seeking to invoke
Section 25137 woul d have the power of show ng distortion.

And here, the FTB woul d have the burden of
showi ng that 25136 is distortive and that -- they would
have the burden of advocating for a new nethod. They
can't sinply rely on a prior finding of distortion that's
not applicabl e t oday.

Thus, the FTB hasn't shown that the market
sourcing rule is distortive and hasn't nmet its burden
under 25137. Therefore, Dash 14 is invalid.

And 1'd like to reserve any remaining tinme for

rebuttal .
JUDGE HOSEY: Okay. Thank you, M. Melniczak.
I"mjust going to check in with our reporter.
Wul d you like to take a break before we --
okay.

W're going to take a 10-mi nute break before we
come back and have the Franchi se Tax Board presentation
on the sane Issue 2. That will be 10:35. Thank you.

(A break was taken)

JUDCGE HOSEY: Thank you. W are back on the
record for Janus Capital Goup Inc., and Subsidiaries.

We are resumng with Issue 2, noving to Respondent,
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Franchi se Tax Board.

Ms. Smith, are you making a presentation?

M5. SM TH: Yes.

JUDGE HOSEY: kay. Please begin when you're
ready. Thank you.

M5. SMTH. Thank you.

As ny col |l eague stated earlier, it's
Respondent's position that the OTA does not have
jurisdiction to invalidate a regul ation.

Neverthel ess, if your office does determne it
has jurisdiction to invalidate a regulation, it should
not invalidate Regul ati on 25137-14 because Appell ant
failed to show that Dash 14 shoul d be invali dated.

Appel lant failed to show that the APA was not
conplied with during its pronulgation and failed to show
that it is not standard apportionnment for Appellant after
California' s change to narket-based sourcing in 2012.

W' || go through both of these argunents one-by-
one. First, the APA

Appel l ant hasn't net its burden to denonstrate
that the APA wasn't conplied with, and it can't because
the APA was conplied wth. Governnent Code
Section 11343.6 provides that, once a regulation is filed
with a Secretary of State, it's presuned that the APA was

conplied wth.
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And this nmakes sense because in order to file at
the Secretary of State, the regulation has to go through
mul tiple reviews by state agencies. The Departnent of
Fi nance being one, and the Ofice of Adm nistrative Law
bei ng the ot her.

So here we know that Dash 14 was filed with the
Secretary of State. W submtted Exhibit J, which is the
Rul e Making File for that regulation. [It's Form 400.
And you can see in the top right corner, there's a stanp
fromthe Secretary of State.

So we know that, again, the APAis presuned to
be conplied wth.

So Appellant really begins in a difficult
position when it states that, neverthel ess, despite this
filing, despite the review by nultiple state agencies
t hat, neverthel ess, the Econom c | npact Statenent, which
is part of the APA requirenents, was insufficient.

And it's unable to neet its burden to
denonstrate that the APA was not conplied wth.

To understand the role of the Econom c | npact
Statenment in the APA, it's really helpful to actually
under stand the purpose of the APA itself.

Now, the California Suprene Court has stated in
Western States Patrolling Association versus Board of

Equal i zati on that the purpose of the APAis to provide
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meani ngful public participation in the devel opnent of
agency regulations and to provide a record for effective
judicial review

It does this in two ways.

First, it provides basic m ninmum procedural
requi rements, which allow interested parties to provide
statenments and argunents regarding the regulation. And
also calls on the agency to review all the -- rel evant
matter, excuse ne, presented to it.

Two, it also provides that any interested party
may obtain, in Superior Court, a judicial declaration as
to the validity of any regqgul ation.

So essentially the function of the APAreally is
meani ngful public participation in the devel opnent of
regul ations and for the ability for interested parties to
obtain a judicial declaration as to their validity in
Superior Court.

So circling back to -- circling back to the
Econonmic I npact Statenent. Wat's it's role in this?

VWll, it does formpart of the requirenents of
the adm nistrative record. So we're tal king about that
record for effective judicial review, but also it
provides a basis for neaningful public participation in
t he devel opnent of the regul ation.

We know that the Econom c |Inpact Statenent is
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intended to be an initial determnation, so an initial
determ nation, that the regulation will not have a
significant adverse econom c inpact on business, and
specifically, California enterprises.

Statutorily, it requires that agencies
pronul gating regs consider certain issues. There's a
list of them Effect on creation or elimnation of jobs
in California, inpact on housing costs, et cetera.

And actually there's a form a governnent Form
399, which was devel oped to ensure that agencies, like
t he Franchi se Tax Board, when it is pronul gating
regul ati ons, to address each of these statutory
requirenents.

What nore do we know about the Econom c | npact
St at enent ?

Vell, we know it nmay not be exhaustive or
concl usi ve, and the agency need not assess or declare all
adverse econom c inpact anti ci pat ed.

In fact, failure to conply with every procedura
facet of the APA does not automatically invalidate a
regul ati on.

A court may declare the regulation invalid only
for substantial failure to conply with the act.

Substantial conpliance in regards to this neans,

where there is conpliance as to all matters of substance,

Kennedy Court Reporters, Inc.
800. 231. 2682

60



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

then technical deviations are not to be given the stature
of nonconpliance. Substance prevails over form

Now, here, FTB has done all that was required by
the APA and nore. First, you can take a |look at the Form
399, which is statutorily required inquiries are included
on that form 399. And FTB filled out that form
conpl etely and supported it with statenents and
testi nony.

And you can find that at Exhibit 3 of the Rule
Making File, and the Rule Making File itself was
hel pfully provided as Appellant's Exhibit 4.

And in its testinony, Franchise Tax Board's
testi nony supporting its determnations, it made a few
I nportant notes.

The first was the inherently limted reach of
the regulation. It affected only how nutual funds
servi ce providers apportion incone.

Secondly, and inportantly, Regulation Dash 14
was a codification of FTB's then current policy. So Dash
14 was a codification of how many in-state taxpayers,
California taxpayers and busi nesses, nutual fund service
providers were already filing.

And you can see this on Statenent 3 of the
Econonmic I npact Statenent, as well as the initial

St at ement of Reasons that FTB fil ed.

Kennedy Court Reporters, Inc.
800. 231. 2682

61



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

Now, many in-state taxpayers were already filing
this way because these taxpayers filed variance requests
wi th the Franchi se Tax Board, under Section 25137. And
t he net hod adopted eventually, by Dash 14, applied the
nmet hod al ready used in those various requests.

So thus, based on this testinmony, in the
Econonmic | npact Statenent, the inpact was expected to be
m ni mal or nonexistent overall in-state, and the
i npl enentation of the reg, of course, were not expected
to affect housing or health, safety of California workers
because its inherent -- inherently, excuse ne, limted
nature, but also it wasn't particularly expected to
affect conpetitive or California busi nesses because many
of those businesses were already inpacted due to the
approved vari ance requests applying the Dash 14 net hod.

So you can see that under the Form 399, that FTB
filled -- fulfilled the four corners of the APA schene,
but in addition, if you |look at the Rule Making File, you
can see that it's replete with evidence, additiona
evi dence, show ng that Respondent diligently assessed the
econom ¢ inmpact of this regulation.

Sone highlights of the record denonstrate this.

There is a letter fromFTB s executive officer
providing the nethod that FTB used to determ ne the tax

I npact upon taxpayers. FTB generated an in-depth
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econom ¢ study to gauge that inpact. It took a random
stratified sanple of corporate taxpayers, screened that
sanple to include only those taxpayers that appeared to
be in the mutual funds service provider industry, then
went to the actual tax returns, |ooked at themto ensure
that these taxpayers were in the nutual fund service
provi der industry, and then it conpared their As Filed
apportionnent percentages to what that apportionnment
percent age woul d be under the new regul ation.

And not only did it engage in this in-depth
econom ¢ study, but then there was a | ot of inforned
di scussi on and consi derati on anongst interested parties
in the Franchi se Tax Board regardi ng this study.

There was a third party, for instance.

An econom ¢ anal yst nanmed M. Ronero, and he was
sponsored by four nutual fund service providers to
conduct a study. And his results were quote, "quite
close," to the FTB's results. Were FTB canme up with a
$10 million inmpact, M. Ronmero, his study concluded that
there would be a $12.6 mllion inpact.

And, of course, he did concede that, because FTB
source data was actual taxpayers, that that would be the
better basis for a study.

So again, not only was there an econom ¢ study

conducted, but in-depth discussion and consideration

Kennedy Court Reporters, Inc.
800. 231. 2682

63



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

anongst interested parties and the Franchi se Tax Board.

Further, Respondent went beyond this initial
study and provided, actually, a supplenental econom c
anal ysi s.

Respondent carefully studied a third economc
anal ysis provided by an interested party and it noted, in
detail, why the conpeting anal ysis was fl awed.

So you can see that there was a | ot of inforned
di scussion on the econom c inpact of this regulation.

Now, specifically, Appellant nentions conpliant
costs, and states incorrectly that FTB ignored or did not
consi der conpliance costs when it promnul gated Regul ation
Dash 14.

First, FTB provided testinony in its Econom c
| npact Statenent and its initial statenent of reasons
that the regul ation was an inplenentation of then current
policy. So an initial determnation -- an initial
determ nation on the inpact -- as to the inpact of this
regulation, logically, wouldn't anticipate nmuch in the
way of conpliance costs.

Al so, the record further addresses conpliance
costs. Although taxpayers stated that interested parties
mentioned that the draft |anguage would be very
bur densone because they'd have to | ocate sharehol ders,

whi ch may provide difficult.
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I nstead of ignoring that, as Appellant states,
i nstead they nodified the | anguage of the regul ation.

If you | ook at Subsection (b)(1)(A) (1), for
instance, it provides that if the taxpayer doesn't know
that |ocation, then a nutual service fund provider may
use any reasonable basis to determ ne the proper |ocation
of assi gnnent.

That was specifically addressed in the Rule
Making File, and that perceived conpliance burden was
much elimnated, essentially, by this added | ayer of
extreme flexibility.

Furt hernore, although the taxpayer states that
the $10 million tax increase is -- because it was
proposed at -- or, explained that it was a net figure,
and therefore that the regulation should fail the APA
requirenments, the fact is that FTB did actual ly put
t axpayers on notice. It did say, in Statenent 3 of its
Economi c | npact Statenent, the testinony does provide
that $10 million nunber but also notes that sone
t axpayers woul d see an increase in their sales factor
whi |l e ot her taxpayers would see a decrease in their sales
factor.

So the idea is that, when taxpayers are reading
this initial statenment, they understood that the $10

mllion was presented at net and that sone taxpayers
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woul d see an increase in their tax liability and sone
woul d see a decrease in their tax liability.

So as you can see, Respondent's conpliance with
the APA, particularly in regards to the Econom c | npact
Statenent, is beyond question. But even if your office
deci des that sonme portion of the record did not neet APA
requi rements, you know, despite the fact that they were
conpl eted and approved Forns 399 and 400, you know,
despite the econom c study descri bed and the suppl enent al
econom ¢ study engaged in and despite the in-depth
di scussi on anongst interested parties and the FTB
regardi ng the requl ati ons econom c i npact --

JUDCGE RI DENOUR: Excuse ne. Can you sl ow down
just a tad, please? Especially when you read. |'mthe
same. So | understand.

M5. SMTH. Yes. No problem | apol ogize.

So even if your office does decide that sone
portion of the record did not neet APA requirenents,
remenber that failure to conply with every facet, a
procedural facet of the APA, does not automatically
i nval i date a regul ati on.

The Court may declare the regulation invalid
only for a substantial failure to conply with the act.

Here, not only was the black letter |aw of the

APA foll owed, but FTB fulfilled the spirit of the APA,
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whi ch was to create neani ngful participation by
interested parties in the regul ati ons devel opnent and to
create a robust adm nistrative record in cases of
judicial review

So Dash 14 should not be invalidated because it
did, in fact, neet the APA's requirenents.

Appel I ant al so nmakes an additi onal argunent.

Al t hough Appel | ant argues that Regul ati on Dash
14 does not apply after 2012, because the generic rule
for assigning services at Section 25136 changed with the
passage of Proposition 39 in 2012, the OTA's own recent
precedenti al decision denonstrates that this is not true.

Your office, in the end of 2021, rel eased the
precedenti al decision Appeal of Anmarr. And that case
states that, when the FTB passes a special regulation
under Section 25137, its rules are standard
apportionnent for those taxpayers whose circunstances
mat ch those that are in the regulation itself.

Your office decided this nine years after
mar ket - based sourci ng was passed, and the decision
addressed the year 2013, when nmarket-based rules were in
effect.

So we al ready know what the law is post the
i npl enent ati on of market-based sourcing rul es because

your office has told us that special regulations continue
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to be standard apportionnment when the circunstances
described in the special rule fit the taxpayer's
particul ar situation.

Now, here, Regul ation Dash 14 controls because
it is uncontested that the circunstances match
Appel lant's situation. An Appellant nust apply
Section -- or, excuse ne, Regulation 25137-14, as it did
inits original returns for the years at issue.

Now, if Appellant wi shes to pursue the argunent,
it has the Governnent Code to |look to, to provide a
remedy, as noted by ny coll eague.

Appel  ant says California could never change the
law if -- if we continue to apply Dash 14, despite the
change in Regulation -- or, Statue 25136, but that is not
true and we know t hat because there is a renedy, at
11349.8, in the Governnent Code.

It provides that, if any statute is changed,
such that the statutory authority for a regulation has
been repeal ed or becones unaffected -- ineffective,
Appellant's renedy is to notify the AOL (sic).

The AOL (sic) will review, ask the agency that
pronul gated the regul ati on questions to defend its
position. It will make a determ nation, but then the
state |l egislature and the governor's office have a fi nal

say on whet her QAL's deci sion stands.
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So, in short, Dash 14 still applies, despite the
fact that we are now operating in market-based sourcing
years.

And furthernore, if Appellant w shes to continue
to pursue the argunent that it does not because 25136,

t hat section changed, its renedy is with the Ofice of
Adm ni strative Law and the Governor's offi ce.

Thi s on concl udes our presentation on
jurisdiction, and -- well, it was earlier, and the
regulation's validity.

Thank you.

JUDGE HOSEY: Thank you for your presentation,
Ms. Smith.

" mgoing to go ahead and go back to Appell ants.

Wul d you like to respond to the Franchi se Tax
Board's presentation?

MR. MELNI CZAK: Yes, please.

JUDGE HOSEY: Go ahead when you're ready.

MR MELNICZAK: 1'd like to address the comments
regarding the APA first, and then | have a coment
regarding the switch to market sourcing in 2013.

First, regarding the validity of Dash 14, with
respect to the APA

As the FTB correctly notes, the purpose of the

APA was neani ngful public participation. But
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participation is not neaningful if coments are sinply
i gnor ed.

As we noted, there were many comrents about the
burdensone requirenents. There were sone conments
that -- requesting that a census approach be used or that
a different approach be used for receipts through
financial intermediaries.

Now, the FTB just rejected those comments and
the FTB did not incorporate themin the final regulation.

It's also not -- the public participation is not
meani ngful if it's opaque or if it's not clear to
t axpayers what the burden is.

And with respect to the net cost, nerely
reporting the cost to taxpayers on a net basis, again, is
opaque because, as the FTB noted, there was a separate
report done by M. Ronero, but that report was not
reported on the inpact statenent, and that report again
only reported the receipts on a net basis.

And to be clear, our dispute is not about the
di stinction between the $10 nmillion on the inpact
statenent and the $12 mllion in M. Ronero's anal ysis.

If that were the case, surely it would be tough
to overcone the FTB' s argunent that they are in
substantial conpliance with the APA. The dispute is

between the $10 million on a net basis and, in ny exanple
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earlier, between the winners and |osers, that potenti al
$100 mllion cost that would be borne by the taxpayers
who were nmade worse off by the regul ation.

And by disqguising that amount and only putting
t hat amount on the net basis, it doesn't invite
meani ngful public participation, as the APAis required
to do, because it doesn't make taxpayers fully aware of
that and nake them fully available for comrent.

(Reporter clarification)

MR. MELNI CZAK: It doesn't give taxpayers the
opportunity to be put on notice that the regul ation
affects themby only reporting the tax effect on a net
basi s because you'd have taxpayers who, again, mght have
a $100 mllion tax burden but they see that the net
effect is only $10.

Again, that disqguises it, and it doesn't
encourage that participation, if they don't know the full
ef fect borne by taxpayers.

JUDCGE RI DENOUR: Excuse ne. Are you having
t roubl e hearing?

MR. MELNI CZAK: My apol ogi es.

JUDGE RIDENOUR: So just again, mc close.

Thank you.

MR MELNI CZAK: | also wanted to address the

conment nade regarding the Amarr case, and the extent to
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whi ch the burden is on the FTB versus a taxpayer when
i nvoki ng Section 25137.

Now, when the statute changes, the burden is on
the FTB. It's clear that, again, if a valid regulation
is in effect, Amarr does state that a taxpayer seeking to
deviate fromthat regulation, that taxpayer is the one
i nvoki ng Section 25137, and that taxpayer is the one
required to show distortion. But that's only if there is
a valid regulation in effect.

So in this case, if Janus Capital G oup were to
bring a claimfor periods prior to 2013 and argue agai nst
the validity of Dash 14, they would -- they would have
t he burden of showi ng distortion because they woul d be
t he ones invoking Section 25137.

But if there is no valid regulation in effect,
the FTB woul d be the party who needs to show distortion
because they woul d be the ones who are deviating fromthe
statutory provision, which in this case is the market
sourcing statute under Section 25136.

The FTB can't sinply rely on its prior show ng
of distortion because 25137 requires -- again, requires a
show ng that the allocation and apportionnment provisions
of this act don't fairly represent a taxpayer's busi ness
activity, not a prior act in the future.

And sinply put, the current statute is not
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di stortive. The FTB has not nmade any attenpt to show
it's distortive. Therefore, it does not have any valid
powers, under Section 25137, to pronulgate or enforce a
regul ation that conflicts with the statute.

And again, otherwse, if they do not have that
power, that existing -- taxpayers would not have a renedy
through this office to pursue a claimfor refund because
the FTB would -- would sinply say that its existing
regulation is still in effect.

| don't have any ot her comments.

JUDGE HOSEY: Thank you, M. Melniczak. |I'm
going to nove to the panel to see if there's questions on
either Issue 1 or 2.

Movi ng to Judge Ridenour. Any questions?

JUDGE RIDENOUR:  No questions. Thank you.

JUDGE HOSEY: Thank you.

Judge Akopchi kyan?

JUDGE AKCOPCHI KYAN: Yes, | have a few questions.
"1l start with Issue 1.

It's a question, | guess, for both parties, but
we'll start with Appellant.

Do you think the analysis for Issue 1 is the
same for situations where, on one hand, OTA is asked to
declare a regulation invalid on the basis that the tax

agency did not follow the requirenents of the
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adm ni strative procedure act, which would require an OTA
panel to understand and apply the APA, and on the other
hand, situations where OTA is asked to declare a
regulation invalid on the basis that it conflicts with
the tax statute or that requirenents of a tax statute
were not foll owed, such as show ng distortion, which

i nvol ves tax | aw?

Start with Appellant, please.

MR. FIX: Sure. Thank you.

I think the answer is yes. The analysis as to
both of those scenarios involve interpretation of whether
or not a regulation is valid. The regulation at hand is
the tax, although it needs to be interpreted whether it's
valid or not.

The anal ysis as to whether or not the OTA has
jurisdiction to invalidate that regul ation, under both
scenarios, is governed by Yanaha and Western States, in
the sense that you need to first make a determ nation as
to whether or not this is a quasi-Ilegislative regulation
or an interpretative one. And so under both scenari os,
you would end up with it being an interpretative because
the FTB did not have del egation of quasi-Ilegislative
powers because there is an underlying enforceabl e | egal
standard under 25136, which states how to source service

receipts to the benefit location to the purchaser.
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Both allow the OTA to |l ook into the underlying
requi rements as to whether or not a regulation is valid,
so | do not think that there is anything that woul d
preclude the OTA fromreviewing it as long as you' ve
determ ned, according to Tal avera, that you have an
interpretative regulation at hand.

JUDGE AKOPCHI KYAN: Thank you.

M5. MOSNI ER And probably not surprisingly, you
woul d hear fromthe Franchi se Tax Board that the answer
to your question, Judge Akopchi kyan, is no, that it does
not matter whether a chall enge would be to conpliance
wth the Adm nistrative Procedures Act when clearly the
O fice of Tax Appeals, which is staffed with tax experts,
woul d be asked to interpret the Adm nistrative Procedures
Act, which is not typically within the body of tax |aw
knowl edge and certainly not housed even in the Revenue
Taxati on Code.

But also, even if it has to do with determ ning
that a regulation is invalid, say, as applied, there is
no distinction in the Adm nistrative Procedures Act that
woul d allow a determ nation of invalidity for either --
on either basis.

We go back to the Liljestrand case where the OTA
stated clearly that its jurisdictionis |limted to its

enabling |l egislation. The Governnent Code sections
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aut hori zi ng the existence and subject matter areas to be
addressed by the O fice of Tax Appeals do not provide for
the i ssuance of declaratory relief, nor do they provide
for determ nations regarding the validity or invalidity
of a regulation. And so | think that, obviously, that
the i ncrease stops there.

And | would note that, with respect to a
di stinction under Yamaha, between a interpretative and
quasi -1 egi sl ative regul ation, those distinctions are
i nportant for the Auer, A-U E-R deference standard when
interpreting a regulation. Because that's what Yamaha
was about. It was about interpreting a regulation, and
that's not what we are here about today.

We are here about the OTA's authority to
invalidate a regulation, which is an unrel ated issue, and
Yamaha, in that context, is not particularly rel evant,
per haps not relevant at all.

And | would note on -- also, with respect to the
di stinction between interpretative or quasi-|egislative,
classification of a regulation, that in, for exanple, the
Haj i khani opinion, the OTA did not separate -- did not
qualify its lack of jurisdiction to determ ne the
validity of a regulation.

It said, on Page 18, that "Such a federal

standard under the validity of a federal regulation is

Kennedy Court Reporters, Inc.
800. 231. 2682

76



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

i napplicable here," it's discussing sone -- previously
sone federal cases, "as we are only addressing the
interpretation of a California regulation.”

"OTA does not have the jurisdiction to determ ne
the validity of a California regulation,” not a
California interpretative regulation, not a California
guasi - | egi sl ati ve regul ati on.

Si nply, "does not have authority to invalidate a
California regulation.™

You will find the sane | anguage on Page 6 of the
Bed, Bath and Beyond opi ni on.

MR FIX: My | please respond?

JUDGE AKOPCHI KYAN:  You may.

MR. FI X: Thank you.

First, 1'd like to address that |I'm not
di sagreeing with Respondent as to the ability to provide
declaratory relief. 11 -- Governnent Code 11350 says, if
you woul d |i ke declaratory relief, you need to go to the
OAL or to the Court.

We agree on that. The problemis that is not
the only remedy avail able to taxpayers. Rather, you
could also bring action to invalidate a regulation as to
applied to specific taxpayers, and that is clear by the
cases that | cited before.

Second, | think it's alittle msleading to say
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t hat Haji khani, which is, one, not precedential, but
again, consistent wwth the standard that we articul at ed
that is in Yamaha, which is very relevant, and which is
the main source of authority that's cited in Tal avera and
Haj i khani, which is the reqgqulation at issue, and the

anal ysi s in Hajikhani discusses the fact that regul ation
that was at issue in that case, 19133, was not an
interpretative because it -- because it does not nerely
interpret the relevant statute, citing Western State's
case, as well as the Yamaha.

Instead, it is nore than that. And to the
| anguage that we put on the board, it is -- it is not
nerely interpreting because it adopts |anguage that fills
the gap to create new | anguage, new |l egal standard, as to
when the FTB nmay add the demand penalty.

And in Hajikhani you cite the GWRI, Inc., versus
California Departnent of Tax and Fee Adm ni stration, 2018
California Appellate case. That specifically discussed
this statute and specifically articul ated and repeat ed
the standard that was set in Yanaha and in Western States
as to the distinction between the two regul ati ons.

So again, the Hajikhani case is consistent with
what Appellant is arguing in the sense that the
regul ation at issue and the analysis that OTA took was,

do we have an interpretative regulation or a quasi-
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| egislative one? And if it is quasi-legislative, which
it was in this case, the OTA because it is receiving
dignity of a statute, according to Yamaha, Western
States, GVRI, cannot be invalidated by the OTA

If you are outside of that category and it's
interpretative, like in this case, then the OTA does have
jurisdiction.

And specifically, as | nentioned, the -- there
Is no gap to be filled with respect to how to source
service receipts. It's clearly articulated in
Section 25136 and in Regul ati on 25136- 2.

According to Yamaha, Western States, GWRI, if
you renove the regulation at issue, are you left wth an
enforceabl e | egal standard?

The answer is yes.

The fact that the FTB cites to Section --
Revenue Tax Code 19503, as essentially a blank -- bl ank
check, that the FTB can just pass regul ati ons whenever
they want, is contrary to case |aw and, frankly,
constitutionally concerning froma separation of powers.

And that was specifically addressed in the GVRI
case that said that an adm ni strative agent, an
adm ni strative agency cannot disguise newlaw in the form
of rules and regulations. Rather, it has to be within

t he st at ute.

Kennedy Court Reporters, Inc.
800. 231. 2682

79



https://www.kennedycourtreporters.com

© 00 N oo o A~ W N

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

And the power that was provided by 19503 is a
general one, general mandate that is provided to any
adm ni strative agency in California. |If you interpret
that to mean that you can just pass any regul ation you
want, then there -- then the distinction that the
California Suprene Court articulated in Yanaha, which
says there are two types of regulation, is a distinction
wi thout a difference, which was addressed in -- that
concern was addressed in Western States by one of the
justices.

So what you're left with is that you need to
| ook to this specific case, and Section 19503, on its
own, does not answer your question, which bucket you fall
into. You then need to |look to whether there is a gap,
and there isn't.

And beyond that, the -- the statute that's cited
together with 19503, Section 25137, is a limted power
that, as ny coll eague, M. Ml niczak, nentioned can only
be invoked if there is distortion under the apportionnent
rul es under the act.

So the FTB cannot use Section 19503 as a bl ank
check to assert what the |egislature has been del egat ed,
which is to pass statutes. Not every regulation is a
statute. And they admtted that, in Save Mart, when they

conceded that the regulation at issue was interpretative,
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even though it relied on the sane del egati on of power,
Statute 19503, that they are relying on today for the
position that it is sonehow quasi-|egislative.

So that's it. Thank you.

JUDGE AKOPCHI KYAN:  Thank you

M5. MOSNIER: May | respond?

JUDGE AKOPCHI KYAN:  You may.

M5. SM TH. Thank you.

One thing | think we have to keep in mnd is
that, if the OTA were to draw a dividing |ine between

authority to invalidate a regul ation, quote, "as
applied,"” in an individual case or, for exanple, in toto
for a lack of conpliance with the APA, we have to
consider -- we have to tease this out a bit and consider
what renedy rests for the Franchi se Tax Board.

If the OTA erred in its determnation, for
exanple, that a regulation were interpretative as opposed
to quasi-judicial -- or, excuse ne, quasi-Ilegislative and
therefore determined that it wasn't entitled to the -- to
the respect as a statute which can be invalidated, of
course, only by the legislature or by the courts through
a determnation of validity.

So in the big picture, that is a very inportant

factor and consideration. Wen you determ ne the scope

of the lack of authority to act, renenber here, we are
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not | ooking for existing authority in finding a carve-
out. W don't presune authority and find a carve-out.
You actually have to find authority to act under either
scenari o and none exi sts.

And | know that the Appell ant has spoken about
court case law. There were two other cases Appell ant
mentioned during its general jurisdiction argunent that |
had not been able to locate in the briefing, but I did
over the short break. And if | could, | would like to
respond to those because we didn't have an opportunity
before today to, and we weren't aware of them and didn't
have an opportunity to prepare.

The first is with respect to the Stoneham versus
Rushen case, at 137 Cal.App.3d 729. |It's a 1984 case.
And an inmate signed a wit of mandate preventing the
Departnment of Corrections frominplenenting certain
energency adm nistrative regul ati ons about classification
of inmates for housing purposes.

The trial court granted the wit and
subsequently a prelimnary judgnment in favor of the
petitioner, in favor of the inmates.

And on appeal, that -- the determ nation that
those -- the guidance that had not been inplenented and
adopted in conpliance with the APA was, in fact,

essentially an underground regul ation, and the judgnent,
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putting inplenentation of that energency system of
classification on hold pending conpliance with the APA,
was affirmed.

There was no issue regarding the ability of a
state agency to invalidate a regulation in that case.

Nei ther was there in the other case Appellants
di scussed, Chas Harney |ncorporated versus the State
Li censing Contractor's Board, a 1952 decision, which is
found at 238 P.2d 637. The only issue in that appeal was
whet her the conplaint was sufficient to state a cause of
action.

It was styled as a declaratory relief action,
and the appellate court sustained the trial court's
granting the defendant's notion for judgnent on the
pl eadi ngs, and affirnmed that there no -- no deci sional
controversy.

Agai n, there was no issue regarding the ability
or power of any state agency to invalidate a regulation
in that case either. Thank you.

MR FIX: | would like to respond to that.

JUDGE HOSEY: | was just going to ask, would
Appellants like to respond to that?

MR FI X Yes.

| think -- yeah, | think it's interesting that

the FTB is trying to murky the water with respect to
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precedent. The fact that the facts at issue in those two
cases are different fromthe one here does not nean that
it is not good case |law and holding with respect to -- in
both cases, the California Suprenme Court and the
California Court of Appeal |ooked to the intent behind
Section 11350.

And that is the question here; right?

Because the FTB is arguing that section --
Gover nnent Code 11350 is the universe of types of
remedi es they can take other than going to the QAL to
invalidate it. They're saying, taxpayer, you don't |ike
this regulation, either you go to the OAL, or you go
straight to Superior Court and you ask for declaratory
j udgnent .

And in both these cases, the Court specifically
addressed the |l egislative history and intent of
Gover nnent Code 11350, for the -- standing for the
position that the intent was not, by enacting this
section, to preclude or Iimt the available renedies to
t axpayers, including bringing controversy that would
i nval i date a regul ati on.

Thank you.

JUDGE HOSEY: Okay. Thank you.

Were there any ot her questions you had,

Judge Akopchi kyan?
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JUDGE AKOPCHI KYAN: | had a few nore questions.

JUDGE HOSEY: kay. o ahead.

JUDGE AKOPCHI KYAN: | have a question for
Franchi se Tax Board.

What do you think the OTA should do if a
panel -- we get an appeal, hypothetical, and a panel
decides that there's a statute directly on point and
points to a certain outconme and then there is an
interpretative regulation that point to a different
outcone and that is the basis for the Franchise Tax Board
assessnent ?

The panel thinks -- is the panel allowed to
follow the statute and apply the statute in that case?

M5. MOSNIER | hesitate to offer an opinion on
a hypothetical, principally because | just don't have the
opportunity to percolate it, let it percolate through
and -- and think about it. But I think at the end of the
day, the OTA always has to cone back to the [imts of its
jurisdiction. And there will be -- and there have
been opi nions for various reasons having nothing to do
with the Adm nistrative Procedures Act or regul ation,
where the OTA has held that it does not have jurisdiction
to act.

And so | just -- | amunconfortabl e opining one

way or the other except to know that it --
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JUDGE AKOPCHI KYAN: | under st and.

M5. MOSNIER It's sonething worth considering
i n anot her setting.

JUDGE AKOPCHI KYAN: Ckay. Thank you.

| have a question for Appellant. | just want to
clarify on Issue 2.

Throughout the briefing, the term"conflict" is
used for the Dash 14 regul ation and Section 25136 of the
statute. But in the oral presentation today, it seens
i ke the basis for asking that we declare the regul ation
invalid is really two separate issues.

One is the APA procedurally defective under the
APA, and the second one is that a distortion study wasn't
done after California swtched to nmarket-based sourcing.

So just to clarify, is there -- is Appellant's
position that the regul ati on doesn't enlarge or otherw se
alter the scope of the statute, like conflict is not
bei ng used in that context?

MR MELNI CZAK:  Yes.

So in the second argunent, which is -- that we
made today, which is that the regulation -- whether or
not it was valid in 2007, the question whether it is
valid when the statute changed to -- to market sourcing
in 2013, yes, there is a conflict between the regul ation

and the statute.
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The statute provides for market sourcing,
| ooking to the purchasers, and the regul ati on | ooks
t hrough those purchasers to where the sharehol ders are
| ocat ed.

So there is a conflict, just as there was a
conflict in 2007, when the regulation conflicted with the
cost performance rule. The fact that there's a conflict
is significant because the only instance in which the FTB
can issue a regulation that conflicts with the statute is
by using its 25137 powers. And 25137 requires the FTB
show distortion in order to pronulgate a regul ation that
deviates fromthe statute.

And again, to clarify, they did not make a
showi ng of distortion under the new statute in 2013.

MR FIX: Can | add one nore thing?

In addition to that, the statute -- the
regul ati on, 25137-14, not only conflicts with 25136, as
nmy coll eague, M. Ml niczak, nentioned, it also conflicts
with California Revenue Tax Code 25137.

25137 says that the FTB may use an alternative
apportionnment only if there is distortion under the
current apportionnment under the act. Under this hard set
of facts, Dash 14, during market years, as M. Ml niczak
presented, there is no distortion. So not only is Dash

14 in conflict with 25136, it's also in conflict with
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25137.

Thank you.

JUDCGE AKOPCHI KYAN:  Thank you.

So how woul d Appellant respond to the foll ow ng
argunent, that the Dash 14 regulation is not in conflict
wi th 25136 because they're both based on the principles
of market - based sourci ng?

So, for exanple, 25136-2 regqgul ati on has
cascading rules for sourcing sale of services to
busi nesses. | think the second cascading rule allows for
reasonabl e approxi nati on.

s using a shareholder's domcile, is that a
reasonabl e approxi mati on nmethod or not? And if it is, is
that truly a direct conflict?

MR. MELNI CZAK: It's not a reasonable
appr oxi mati on.

And | do want to note at the outset that, first,
that argunent is not before the OTA because, in fact, the
FTA -- the FTB has explicitly acknow edged that there is
a conflict between Section 25136 and the Dash 14
regul ati ons.

You can take a look in their initial brief. |
believe it's on Page 7. They acknow edge our argunent
that the statute, Section 25136, is different than the

regul ation. They acknow edge that the regul ation
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deviates fromthat statute, but they note that
Section 25137 expressly authorizes deviation fromthe
stat ute.

If the FTB were to -- were to reverse course and
no |l onger claimthere's a conflict and clai mas, Your
Honor, as you noted, make the argunent that Dash 14 is
consistent with nmarket sourcing, that's not true because
t hey each |look to different |ocations.

Mar ket sourcing | ooks to where a purchaser
receives the benefit. And sharehol der sourcing | ooks
t hrough the purchaser -- to where the purchaser
shar ehol der receives the benefit.

And | know you nentioned the cascadi ng waterfal
test in the regulation for | ooking to where the purchaser
receives the benefit, but each case where that test has
been applied, it's always been a question where the
purchaser receives the benefit, not where the purchaser
shar ehol ders are.

There have been multiple exanples, both in case
law and in the FTB's regul ati on, where services have been
provided to a corporation. It's true that in sone
i nstances, if the corporation has acted in a
subcontractor role, perhaps they' ve | ooked through the
corporation to where the corporation's custoners are, in

this case the custoner's custoners are, but that's not
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t he case here.

There's no subcontracting of activity. Janus's
custoners, which are regul ated investnent conpanies and
pensi on funds, they are the purchasers. They're the
i n-use purchasers. They don't have custoners of their
own. And in no instance has the FTB -- has FTB or the
OTA | ooked to where a corporation received the benefit
and have they | ooked to a corporation sharehol ders.

Thank you.

JUDGE AKOPCHI KYAN. Thank you. No additi onal
guestions at this tine.

JUDGE HOSEY:  Ckay.

So we've gone over Issue 1 and 2. This
concl udes the open session portion of this appeal. W're
going to take a quick five-mnute break before resum ng
with the cl osed session. Thank you.

(A break was taken)

JUDGE HOSEY: Okay.

W are back on the record for Janus Capital
G oup, Inc., and Subsidiaries. This is now the closed
session. | don't believe we have anybody fromthe public
her e.

So it's been marked for the recording, and we
are discussing Issue 3, which was laid out in the mnutes

and orders issued April 4, 2023.
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W're going to start with Appellants' argunent,
and we have, | believe, 45 mnutes set for this portion.

Ckay. Go ahead when you're ready. Thank you.

MR. MELNI CZAK: Issue 3 is the issue of whether
Regul ati on 25137-14 is the standard apportionnment rule
for assigning Appellant's service receipts.

Dash 14 is not the standard apportionnment rule
because it's invalid.

As we di scussed earlier, the FTB didn't neet the
requi rements of Section 25137 when Section 25136 was
anended to nmarket sourcing in 2013.

The FTB never showed that the market sourcing
rules were distorted.

Now, it's true under the Fluor case and under
the Amarr case that, if Dash 14 is valid, both when it
was initially pronmulgated in 2007 and when the statute
sw tched to market sourcing, if Dash 14 is valid, the
burden is on the taxpayer to show why the Dash 14
regul ations don't fairly represent the extent of business
activity within the state.

But if there is no special apportionnent rule,
such as Dash 14, the standard UDI TPA fornul a nust be
applied unless the party seeking to deviate fromit can
show di stortion.

So in short, if Dash 14 is valid, we agree the
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burden is on Janus to deviate froman otherw se valid
regulation. But if Dash 14 is invalid, the burden is on
the FTB to deviate fromthe market-sourcing statute.

Because Dash 14 is invalid, Janus nust default
to the general rule for sourcing services under 25136,
and if the FTB wants to deviate fromthat, it has the
burden of proof.

Now, | ooking at that statutory rule for 25136,
whi ch applies here, again, you | ook to where the
purchaser receives the benefit of the service. And
there's a focus on the purchaser there. And we had
provided an affidavit, which was | abel ed Exhibit 8, which
| provided sone context regarding who Janus's purchasers
are and where they receive the benefit of the service.

As we noted, Janus's purchases are the parties
that it contracts with. So those include regul ated
I nvest nent conpanies, or RICs, but they also include
pensi on funds, enployee benefit plans, and retirenent
associ ations. Those are the purchasers of Janus's
servi ces.

The sharehol ders of those purchasers, or in the
case of a pension fund, for exanple, the pensioners, they
are not customers of Janus. They are not purchasers of
Janus's servi ces.

And in each case, it's the purchasers that
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contract with Janus. It's not the sharehol ders that
contract wi th Janus.

And we provided sone contracts in our exhibits
whi ch support this.

For exanple, Exhibit 5 -- Exhibit 5 to our
prehearing statenent is a contract that we provided,
which is between Janus and the Cenent Masons Pension
Trust Fund.

And if you look at that contract, it descri bes,
on Page 1, the investnent advisors services -- services
perfornmed by Janus, and also states at the top, it's
clear that the parties to the contract are Janus and the
Cenment Masons Pension Trust Fund. There's no nention of
t he sharehol ders anywhere in the contract.

That contract al so describes the fees that Janus
received for its services. And if you were to | ook at
the -- the very last page of that contract, there's a
note that describes the fees provided by the Cenent
Masons, and it says that Janus's fee, the advisory fee,
is billed directly to the Cenent Masons.

It's not billed to any shareholders. And it's
the responsibility of the Cenent Masons, not the
shar ehol ders or the pensioners, to pay that fee within
30 days of the invoice.

The contract al so nmakes cl ear that the decision
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to hire Janus to provide its nmanagenent services, as

wel | as any decision to end the business rel ationship, so
both hiring and firing, can only be done by Janus's

pur chasers.

Li ke the Cenent Masons here. |f you | ook on
Page 1, in the Recital section, Recital A states that the
Cenment Masons have the authority to appoint an investnent
advi sor. The sharehol ders don't have that authority.

And in Recital B, it states that it's the Cenent
Masons, not the sharehol ders, which are enpl oyi ng Janus.

So it's clear fromthis contract that the
purchaser is the fund, in this case the Cenent Masons
Pension Trust. And the Cenent Masons receive the benefit
of Janus's services in their honme State of California.

California is the location of the Cenent Masons
on Janus's books and records, and the FTB is not all eging
a different |ocation for any of Janus's purchasers.

The Cenent Masons have no custoners of their
own, and they are an in-use customner.

Now, to address the question of how asset
managenent recei pts are sourced under Section 25136,
which is the question received fromthe earlier section,
| do want to note that there's only one other state court
t hat has consi dered the question of how to source

recei pts fromasset nmanagenent services under a
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mar ket - sourci ng statute, and that's the Lutheran
Br ot her hood case out of M nnesot a.

That's a case we cited in our briefs. M nnesota
had a market sourcing rule for services that was very
simlar to California's. They |ook to the states where
t he purchaser -- essentially, where the benefit was
received. In Lutheran, the court held that the
pur chasers of investnent services were the actua
I nvest nent conpani es thensel ves, the conpanies that were
contracting with the asset nanagenent service provider.

They specifically held it was not the investors
of those conpanies who were the custoners. And Lutheran
al so held that the funds thensel ves, the purchasers, they
received the benefit of the services at their place of
domcile. They didn't |ook through to where those fund
shar ehol ders were | ocat ed.

And the result in Lutheran is consistent with
the rules in many ot her states throughout the country.

As you may have seen fromthe Dash 14 regul atory
file, some comenters noted that there had been, you
know, a handful of states, perhaps a dozen or so, that
had enacted a sharehol der sourcing rule. That was back
in 2007. And that nunber since then has renained
relatively constant. However, by far, the much nore

comon position is a market purchase approach, which
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| ooks to where the purchaser receives the benefit of the
servi ce.

In fact, since 2007, there's been about 20
addi ti onal states that have switched to market sourcing
for services. Most of those switches have cone froma
cost performance narket.

So the trend anong states is clearly towards
mar ket sourcing, and there are nore states that follow a
mar ket - sour ci ng approach than a sharehol der-sourcing
appr oach.

Now, the FTB hasn't at any point in its briefing
alleged that, if the benefit received rul e does apply,
the benefit is received at any | ocation other than where
the purchaser is located. It hasn't alleged that under
25136 that the benefit is received at the sharehol der
| ocati on.

In fact, as | nentioned before, when that cane
up in briefing, the FTB acknow edged the conflict and
said that 25137 expressly authorized deviation fromthe
statute.

So both sides agree that 25136 should split from
Dash 14. If, in fact, the reg is invalid, then the only
possi ble interpretation is the source to the actual
pur chaser's | ocation.

Now, we had attached an exhibit to our
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prehearing statenent, which is Exhibit 2, which is a
schedul e, based on Janus's business records, which
provides a break out of receipts fromeach of Janus's
pur chasers.

I want to quickly wal k through the four col ums
that are on that exhibit. And right now I'mjust |ooking
at the first page of the exhibit, which is a |list of
Janus's custoners in 2013.

That first columm, the Custoner columm, just
provi des the nanmes of purchasers from which Janus earned
recei pts that were included either on its As Filed or As
Corrected sales factor nunerator.

The second colum, State of Dom cile, provides
the domcile of each purchaser based on the mailing
address that Janus maintains on its books and records.

The third colum, which is |abeled California
Sales As Filed columm, that's essentially -- that's how
Janus conputed its receipts on its As Filed return. So
that's follow ng the Dash 14 approach, in which case they
source their receipts based on the |ocation of the
under | yi ng sharehol ders.

And the fourth colum is what we have proposed
in the refund claimbefore us today, which is | abel ed
California Sales As Corrected. That's the market

sourcing colum. That columm represents the portion of
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recei pts fromeach of Janus's purchasers that are | ocated
in California.

Essentially, if the purchaser was |located in
California, we included that number in the As Corrected
col um.

For exanple, you can -- you can take a | ook at
each of the purchasers on this list that are located in
California, and there are several.

For exanple, take a look at -- four |ines down,
there's a purchaser called California Ironworkers Field
Pensi on Trust, and you can see if you |ook to the far
right, Janus earned about $305, 000 of receipts fromthe
| ronworkers Field Pension Trust. That's a purchaser
that's clearly located in California.

And you can take a | ook at other nanes down the
list. There's California Teacher's Association. There's
California Wnery Wrkers. The sane goes for them

Now, many of these purchasers no doubt have --
have pensioners or sharehol ders of their own that are
| ocated all throughout the country. It may be that one
of the former California wi nery workers, pensioners, has
noved to anot her state.

Janus is not proposing to exclude those anounts
fromthe sales factor enunerator. Rather, the California

W nery workers or the California Ironworkers Field
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Pensi on Trust are both purchasers of Janus. Janus woul d
source every dollar of receipts fromthose purchasers to
California, regardless of where the ultinmate sharehol ders
or pensioners are |ocated.

Now, you can see at the top, you can see a
conpari son between the two nethods. The third col um,
which is the Dash 14 net hod, shows California sales As
Filed as at the very top of $61 nmillion.

That's the anount that was included in Janus's
As Filed sales factor enunerator. But applying the
California sales As Corrected nethod, the nmarket sourcing
method results in a revised sales factor enunerator of
about $16 million. And that's shown under the -- on the
far right col um.

So we want to make clear that, unlike under the
ol d cost performance rule, here under the benefit
received test, fourth colum there, the $16 mllion
colum, it's not an all or nothing test like it was under
t he cost performance rule.

Had we included a colum here show ng the cost
per f ormance net hod, perhaps it would have shown a zero
because Janus does not provide -- does not perform nmany
of its services in California. And no doubt the FTB may
find that distortive to have zero receipts from

California because it doesn't reflect California s market
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pl ace.

But we're not proposing that nethod. W're
proposing nerely to follow the statute, which provides a
mar ket sourcing rule, which has a focus on where the
purchaser is located. And that's what that fourth col umm
of $16 mllion represents.

Thank you.

JUDGE HOSEY: Thank you, M. Melniczak, for your
presentati on.

Now we're going to nove to the Franchi se Tax
Board for your presentation on |Issue 3.

M5. SM TH. Thank you.

JUDCGE HOSEY: Go ahead when you' re ready.

Thank you.

M5. SMTH:. Al right.

So we're now at what | consider the central
i ssue of this case, and that is the sourcing argunent.

And in this case, we are applying settled law to
uncontested facts, as | nentioned earlier. Appellant is
a nmutual fund service provider required to apportion its
inconme to California to satisfy its California tax
ltability, and California law is clear that Regul ation
Dash 14 provides a standard of apportionnent nethod for
nmut ual fund service providers.

Dash 14 is how Appellant originally filed in
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2013 through "16 and how it shoul d have fil ed.

Earlier | nentioned the case Appeal of Amarr.
And | want to quote fromit directly right now. And you
remenber that this was decided by your office at the end
of 2021, and it regards a special regul ati on under
Section 25137, as in effect during market-based sourcing
years.

The quote is:

"FTB has pronul gated speci al

apportionnent regul ati ons under Revenue

and Taxation Code Section 25137. If a

rel evant special forrmula is specifically

provided for in the Revenue and Taxati on

Code Section 25137 regul ations, and the

condi tions and circunstances delineated

i n such regul ations are satisfied, the

nmet hod of apportionnent proscribed in

t hose regul ations shall be the standard

by which the parties are to conmpute the

t axpayers' apportionnent formula."

"I'n other words, once found to be

applicable to the particular situation,

t he Revenue and Taxation Code Section

25137 regulation will control."

And this was actually adopting a previous --

Kennedy Court Reporters, Inc. 101
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

reasoning in a previous case by the State Board of
Equal i zati on, Appeal of Fluor, which itself was a | ong-
standi ng precedent. So this has been the | aw of the | and
for about, | believe, 28 years now.

So Franchi se Tax Board is applying, you know,
nothing new. The rules are not unexpected. Regulation
Dash 14 is a special regulation under Section 25137, and
it's uncontested that the conditions and circunstances in
Dash 14 apply to Appell ant.

Now, Appel |l ant speaks a | ot about Dash 14
conflicting with Section 25136, such that it should not
be applied. But Regulation 25137-14 was pronul gated
under Revenue and Taxati on Code 25137.

That statutory section provides that, when
generic apportionnment rules, |ike 25136, do not fairly
reflect a taxpayers' activities in state, FTB can require
the taxpayer to use any other nethod to fairly reflect
its activities.

The California |legislature, when it was passing
25137 in the 1960s, specifically allowed deviation from
t he generic assignnment rules, |ike Section 25136.

So Section 25137 was designed to provide
alternate rules. That's its explicit purpose.

As a specific application of 25137, Dash 14

fulfills the purpose of its governing statute, inposes no
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i ssue of statutory conflict with 25136.

Furthernore, the taxpayer discusses that Dash 2,
meani ng regul ati on 25136-2, provides standard
apportionnent, which it doesn't, and we know that from
Appeal of Amarr.

However, | did want to point out that there is
not hi ng regardi ng the standard of benefit of the service,
whi ch requires assignnment to the physical |ocation of a
pur chaser.

Taxpayer nentioned -- excuse nme. Appell ant
nmentioned that there are exanpl es of sone contracting
situations where a custoner's custoner was the [ ocation
of assignnment. But there is no inherent Iimting
| ocati on where a benefit can be found, and in sone
exanpl es, that location is not where the physical
| ocation of a custoner is, and not just in subcontracting
si tuati ons.

Furthernore, the Appellant has said nothing
regarding why the |ocation itself of the purchaser of
these funds is where the benefit is received. And in
doing so, it actually falls into the sane trap as the
Lut heran court did. |In the Lutheran case, which
Appel | ant nentioned --

First of all, I want to note that the |l aw there

is different fromthe |aw here in California. It tal ks
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about where the benefit of a service is consuned. So
first off, there's a different standard that the Court
was applying in that case.

Secondly, Lutheran, just as Appellant here has
done at court, did no analysis as to where the funds
consuned the benefit of the service. It assuned a
physical location and it didn't actually run through any
anal ysi s what soever on why that physical |ocation was the
| ocation where it received a benefit.

So in short, you know, at the end of the day,
this case is really quite sinple. |Its Appellant is a
mut ual funds service provider, and it's required to apply
Regul ati on Dash 14 to assign its sales to the state.

Al t hough Appel | ant has argued that Dash 14 is
invalid, in applying its apportionnent rules -- to avoid
applying its apportionnent rules, the OTA | acks
jurisdiction to invalidate Respondent's duly passed
regul ati on.

Furthernore, even if your office determ nes that
it does have jurisdiction to invalidate a regul ation,
Appel l ant hasn't net its burden of denonstrating that the
FTB didn't conply with the Adm nistrative Procedures Act
when pronul gati ng the regul ation.

And furthernore, it has not shown that the

change to 25136, brought about in Proposition 39, in
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2012, changed the validity of the regulation.

So then even if your office determnes it has
jurisdiction to consider the validity of Dash 14, at the
end of the day, Dash 14 applies, and FTB' s position
shoul d be sust ai ned.

Thank you.

JUDGE HOSEY: Thank you, Ms. Smith.

Wul d the Appellant |like to reply?

MR. MELNI CZAK: Yes, please.

JUDCGE HOSEY: Go ahead.

MR. MELNICZAK: 1'd |like to address the | anguage
that was referenced fromthe Amarr case, which al so
i nvol ved a 25137 reqgul ati on, and which noted that,
general ly speaking, the regulation is the standard.

The issue with that, as applied to this case, is
that it begs the question whether the regulation is valid
in the first instance.

If -- again, if this appeal involved years prior
to market sourcing, prior to 2013, Amarr certainly hol ds
and is true that we would -- we would, in fact, have a
valid regul ation, and Janus woul d be seeking to deviate
fromit, and we would very well have the requirenent of
show ng distortion. That's only if the regulation is
i nval i d.

As we nentioned in the prior section, the
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regulation is not invalid because a regul ati on that
conflicts with the statute can only be done under 25137,
and 25137 requires that the apportionnent provisions of
the act in place at the time do not reflect a taxpayer's
busi ness activity.

Again, that sinply begs the question as to
whet her or not Dash 14 is valid in the first place.
Certainly if it is valid, we don't get to the question
of -- of whether market sourcing applies because we would
have the burden of show ng distortion, and we have not,

t oday, made an argunent that Dash 14 is distortive. W
woul d argue that it sinply is not valid.

Anot her distinction with the Amarr case is that,
while it did involve a 25137 regulation, it involved the
25137 regul ati on whi ch excluded certain substantial and
occasi onal sal es of tangi ble personal property fromthe
sal es factor.

Now, the reason that the FTB wanted to excl ude
t hose sales is because in certain instances, it was found
that, you know, including a |large, you know, one-off sale
of property, for exanple, could distort a taxpayer's sal es
factor because it doesn't fairly reflect that taxpayer's
busi ness.

So the FTB found that was distortive in certain

cases, but there's nothing about the switch from cost
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performance to market sourcing, in 2013, that alters that
distortion analysis. So there is no reason at all to
bel i eve that the substantial and occasional sale
exclusion, that was at issue in Amarr, should no | onger
apply aftermarket sourcing.

First off, substantial occasional sale refers
to sales of tangi ble personal property. And the change
at issue here, fromcost performance to market, affects
sal es of services.

And secondly, the analysis that the FTB
undertook to include that substantial and occasi onal
sal es shoul d be excluded, neaning they don't fairly
represent a business, there's nothing about that that
changed after they switched to market sourcing, unlike
the three factors we nentioned earlier, which is that
cost performance went up for services, went all to one
state, it didn't reflect market, it didn't refl ect
property and payroll.

Those are three big factors that the FTB relied
on to show distortion under the cost of performance rule,
and those factors no | onger exist under market sourcing.

However, all the factors for substantial and
occasi onal sales, all of the factors for their excl usion
fromthe factor remain before and after the |aw changed.

So there's no reason to apply a different rule.
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In Amarr, there was no reason to apply a different rule
post 2013 rather than pre 2013.

And finally, | want to address the question of
whet her the purchaser nust always receive the benefit
where it is |ocated.

In our case, our purchasers have only one
| ocation of their own. They have no custoners of their
own. So there is no -- no custoner to | ook through, and
it -- it has never been found appropriate to look to
where a custoner's sharehol ders are.

For exanple, if legal services were provided to
a corporation, say Mcrosoft, you mght | ook to where
M crosoft is located. You mght |look to their offices.
You m ght even | ook to where Mcrosoft custoners are, but
you woul d never | ook to where Mcrosoft's individual
sharehol ders are, and that's what FTB woul d be seeking to
do in -- by equivocating a sharehol der sourcing rule with
a market sourcing rule, which | ooks to where the
pur chasers receive the benefit.

Thank you.

M5. SMTH. May | respond?

JUDCGE HOSEY: Thank you.

Go ahead, Ms. Smth.

M5. SM TH. Thank you

| wanted to specifically address the Regul ation
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C-- 25137(c)(1)(A), which is the regulation at issue in
Amarr .

First, | do want to point out that it does
actually apply to intangi bles. One of the exanples
actually in that regulation discusses stock. So there is
no limt, first off, regarding sales of intangibles.

But secondly, it is incorrect to state that the
reason for passing (c)(1)(A) did not have to do with cost
of performance assi gnment nethodology. (c)(1)(A), what
it does is it takes out of the sales factor |arge
i nfrequent, so substantial and occasional, sales of
property that's used in a business or it could be a
factor a year, as they said in the exanple sal es of
st ock.

And this was promnul gated under COP years. And
one of the reasons that it was pronul gated was because
there woul d be an over enphasis, |ike taxpayer argues in
its -- inits case here, that there would be an over
enphasi s assigning that sale to the | ocation of property
and payroll. So essentially duplicating the property and
payroll factors for a sale.

So the renedy for this, under 25137, was to take
it out of the sales factor to -- so as to not duplicate
the -- by using cost perfornmance, the |ocations of

property and payroll.
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So | would say that actually Amarr, its ruling
is particular on point, because when your office | ooked
at that case, it was dealing with a regul ation that was
passed during the COP years. And one of the basis --
basis for the promul gati on was because COP over
enphasi zed the property and payroll |ocations of that --
of the taxpayer.

So furthernmore, | think that if we are going
to -- so essentially if OTA -- OTAwas -- trying to say
how to phrase this.

Essentially the sanme background occurred for
(c)(1)(A) as it does for this case, and so we already
know t hat despite, you know, the basis of COP, the
background of the COP as being one of the bases for the
(c)(1)(A), nevertheless, OTA affirned that neverthel ess,
this is standard apportionnment if the circunstances and
situations apply to the taxpayer. And the sane thing is
happeni ng here wth Dash 14.

Thank you.

JUDGE HOSEY: Thank you.

Appel l ant, would you like to respond before we
nmove to questions fromthe panel ?

MR. MELNI CZAK: Yes, please.

JUDGE HOSEY: kay. Go ahead.

MR. MELNI CZAK: | just want to highlight that we
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do acknow edge that 25137(c)(1)(A), which was at issue in
Amarr, does apply to intangibles, as well. But in this
case, we are not tal king about intangibles. W are

t al ki ng about services. So we do have a direct conflict
bet ween Dash 14, which applies to nutual fund service
recei pts, and 25136, the statute which also applies to
servi ces.

Now, the other key fact about 25137(c)(1)(A) is
that the distortion there was focused on the incidental
nature of a sale. As the FTB nentioned, there could be a
one-off sale of property or a factory or stock, which
could be intangible, that could be distortive of a
t axpayers' factor.

And | just want -- and | just wanted to repeat
that that -- that same distortion, the fact that a
one-off sale could have a, you know, a huge or distortive
effect on a sales factor, that remains present both under
the cost performance rule for services and the nmarket
rule for services because, again, the switch to market
only affected services, not tangi bl e personal property or
i nt angi bl es.

Thank you.

JUDGE HOSEY: Ckay. Thank you. 1'magoing to
nove to questions fromthe panel.

I"'mgoing to start wth Judge Ri denour.
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Any questions?

JUDCGE RIDENOUR: No questions. Thank you.
JUDGE HOSEY: Thank you.

Move to Judge Akopchi kyan.

Any questions?

JUDGE AKCOPCHI KYAN: | don't think | have any
guestions. |I'mgoing to confirm |I'll let you know.
JUDGE HOSEY: Gkay. | think w thout any

guestions, we are ready to submt the case and concl ude
the hearing. The evidence has been admtted into the
record, and we have the argunents and your briefs, as
well as the oral argunents presented today.

W now have a conplete record fromwhich to base
our decision and are ready to submt the case. The
record is now closed. This concludes the hearing for
this appeal. The parties should expect a witten opinion
within 100 days fromtoday.

Wth that, we are now off the record, and the
hearings are concl uded for today.

Thank you, everybody.

| appreciate your tine today.

(Proceedi ngs concluded at 12:06 p.m)
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       1      Sacramento, California; Wednesday, April 19, 2023

       2                          9:10 a.m.

       3   

       4            JUDGE HOSEY:  We're now on the record in the 

       5   Appeal of Janus Capital Group, Inc. and Subsidiaries.  

       6   OTA Case Number 20096605.  Today is April 19, 2023, and 

       7   it is 9:10 a.m.  We're in Sacramento, California.  

       8            I am the lead Administrative Law Judge, Sara 

       9   Hosey.  And with me today are Judge Sheriene Ridenour and 

      10   Judge Ovsep Akopchikyan.

      11            Can I have the parties identify themselves for 

      12   the record, starting with Appellants.

      13            MR. MELNICZAK:  Good morning.  Paul Melniczak, 

      14   from Reed Smith.  Here for the Appellant.

      15            MR. FIX:  Yoni Fix, from Reed Smith, for the 

      16   Appellant.

      17            JUDGE HOSEY:  And Respondents.

      18            MS. SMITH:  Amanda Smith, for Respondent.

      19            MS. MOSNIER:  Marguerite Mosnier.

      20            MS. TAMAGNI:  Delinda Tamagni.

      21            JUDGE RIDENOUR:  Appellants, pretty much you 

      22   have to have the mic so close to your mouth, otherwise we 

      23   can't hear you.  

      24            MR. FIX:  It's really uncomfortable.

      25            JUDGE RIDENOUR:  Yes, it is, as you can tell.  
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       1   But if you'd just make sure to do that, that would be 

       2   great.

       3            JUDGE HOSEY:  Thank you.  

       4            The issues on appeal today are, one, does the 

       5   Office of Tax Appeals have jurisdiction to declare a 

       6   regulation invalid.

       7            Two, if the answer to Issue 1 is affirmative, 

       8   has Appellant established that Regulation 

       9   Section 25137-14 is invalid because it was not 

      10   promulgated in 2007, in accordance with the 

      11   Administrative Procedures Act or became inoperative when 

      12   Section 25136 was amended by California voters in 2012, 

      13   to provide that sales from services are in the state to 

      14   the extent the purchaser of the service received the 

      15   benefit of the service in the state.

      16            And three, is Regulation Section 25137-14 the 

      17   standard apportionment rule for assigning Appellant's 

      18   service receipts.

      19            As for exhibits, we marked Exhibits 1 through 6 

      20   for Appellant, and A through I for Respondent, the 

      21   Franchise Tax Board, at the prehearing conference.  

      22   Exhibits 1 through 6 and A through I were presented and 

      23   discussed.

      24            Appellants, do we have any objections to the 

      25   exhibits?
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       1            MR. FIX:  No.

       2            JUDGE HOSEY:  Respondent, any objections to the 

       3   exhibits?  

       4            MS. SMITH:  No.

       5            JUDGE HOSEY:  Having no objections, Exhibits A 

       6   through I, and 1 through 6, are now admitted as evidence 

       7   into the record.  

       8            (Appellant's Exhibits 1-6 admitted.)

       9            (Respondent's Exhibits A-I admitted.)

      10            JUDGE HOSEY:  We have new exhibits today.  We 

      11   have Exhibit 8, from the Appellants, which were redacted 

      12   in the post conference orders submitted last week.  

      13            Do we have any objections from the Franchise Tax 

      14   Board?

      15            MS. SMITH:  No.

      16            JUDGE HOSEY:  Thank you.  Exhibit 8 is now 

      17   admitted into the record.

      18            (Appellant's Exhibit 8 admitted.)  

      19            JUDGE HOSEY:  We also have Exhibit J, from the 

      20   Franchise Tax Board.

      21            Do we have any objections from Appellant?

      22            MR. FIX:  No.

      23            JUDGE HOSEY:  Thank you.  Exhibit J is now 

      24   admitted as evidence into the record.

      25            (Respondent's Exhibit J admitted.)
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       1            JUDGE HOSEY:  All right.  This is the open 

       2   session portion of our hearing today.  We'll go ahead and 

       3   start with arguments from Appellants on Issue 1.  

       4            Are we ready to begin presentation?

       5            MR. FIX:  Yes.

       6            JUDGE HOSEY:  Okay.  You have 90 minutes, I 

       7   believe.  So go ahead when you're ready.

       8            MR. FIX:  Thank you.  

       9            Good morning, Honorable Judges.  

      10            Can you hear me okay?

      11            JUDGE HOSEY:  Yes.

      12            MR. FIX:  Okay.  Great.  

      13            So as part of the argument today, we'll discuss 

      14   really three different parts of this case.  The first 

      15   part, which I will address, deals with OTA's jurisdiction 

      16   to invalidate certain regulations.  

      17            Part two will be whether the FTB's special 

      18   apportionment Regulation 25137-14 is invalid for a couple 

      19   of independent reasons that my colleague, Mr. Melniczak, 

      20   will address.  

      21            And then finally, part three will be finally how 

      22   to properly source Appellant's service receipts from 

      23   providing investment services to its clients under 

      24   California Revenue Tax Code 25136.

      25            To start, I think it makes sense to kind of 
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       1   begin at the beginning of the OTA, and kind of give some 

       2   historical background before getting kind of to the crux 

       3   of the case, with respect to jurisdiction.

       4            So, as you know, the OTA's powers are derived 

       5   from its enabling legislation, Assembly Bill Number 102 

       6   and 131, which transferred to the OTA the various duties, 

       7   powers, responsibilities of the State Board of 

       8   Equalization, necessary or appropriate to conduct appeal 

       9   hearings.

      10            So not surprisingly in the OTA regulations, on 

      11   the books, in Section 30104, that defines the OTA 

      12   jurisdiction, it's similar to the prior section that 

      13   governed the Board of Equalization's jurisdiction, which 

      14   was Regulation Section 5412.  And that regulation, before 

      15   its repeal, had defined the jurisdiction of the BOE.

      16            It's important to understand the chronological 

      17   history of the BOE's regulatory language and subsequent 

      18   case law, as well as administrative decisions by the BOE, 

      19   to understand what is the OTA's jurisdiction today.

      20            Importantly, the regulation that governed the 

      21   BOE's powers, which were transferred to the OTA, 

      22   discussed that -- whatever limitations applied.  And 

      23   those limitations were that the OTA -- is that the BOE -- 

      24   sorry -- was limited by essentially Article 3,     

      25   Section 3.5, of the California Constitution, that 
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       1   essentially said that an administrative agency or board 

       2   cannot invalidate a statute on the basis that it is 

       3   unconstitutional under the California or federal 

       4   constitution.

       5            Other than that, the BOE and, today, the OTA, by 

       6   succeeding to those powers, has the authority to 

       7   invalidate, we believe, regulations.  And there's also 

       8   obviously the argument that the OTA could invalidate 

       9   anything that is not on the basis of constitutionality, 

      10   but I think this case today is much simpler because we're 

      11   not going to be asking you to invalidate a statute today.

      12            Instead, we're going to be focusing on a 

      13   regulation, and I will explain why what we're asking 

      14   today, and the OTA's jurisdiction to rule in this case 

      15   today, is within the BOE's jurisdiction, as well as 

      16   within the OTA's precedential decisions on point.

      17            So let me start with some of the arguments that 

      18   might come up today by the FTB, which involve who has 

      19   jurisdiction to invalidate a regulation.  And I expect, 

      20   based on their briefs, they will say that the sole 

      21   jurisdiction to invalidate regulations is vested in the 

      22   OAL by the courts, and they'll cite to Government 

      23   Code 11350, and I will explain why that code section 

      24   doesn't stem from that.  

      25            In fact, that's an issue that has been looked at 
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       1   by the courts and specifically address the fact that 

       2   Government Code 11350 doesn't stand for the proposition 

       3   that only the OAL and only the courts can invalidate 

       4   regulations.  Rather, it stands for the fact that the 

       5   legislator intended to provide taxpayers with an 

       6   opportunity to ask for declaratory relief by the courts 

       7   to rule that a certain regulation is invalid.  

       8            The intention behind that was never to take away 

       9   other remedies that are available by law to taxpayers.  

      10            Specifically, if you look to -- there's a 

      11   California appeals case that deals specifically with this 

      12   issue with -- with Government Code 11350, which 

      13   specifically said that -- and I'll -- the name of the 

      14   case is Stoneham V. Rushen.  

      15            It's a Court of Appeals case from the -- 1984, 

      16   that specifically said the purpose of Government 

      17   Code 11350, which provides for independent declaratory 

      18   relief to challenge validity of regulations, so only 

      19   talking about declaratory relief action is available, but 

      20   was not with intention to limit available remedies 

      21   available by law, such as providing -- taking that action 

      22   in controversy.  

      23            Instead, it was an alternative option for 

      24   taxpayers who did not want to enter into conflicting 

      25   actions in court, meaning being assessed or in refund, 
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       1   but rather wanted to get declaratory relief directly from 

       2   the Court, instead of going to the OAL or filing a refund 

       3   or protest.

       4            That same holding was held in -- by the 

       5   California Supreme Court, in Chas L. Harney, Inc. 

       6   V. Contractors State License Board, in 1952, which said 

       7   that, by the enactment of the section, the legislator 

       8   must have intended to permit persons affected by such a 

       9   regulation to test its validity without having to enter 

      10   into contracts with third persons in violation of the 

      11   terms or subject themselves to prosecution or 

      12   disciplinary proceedings.

      13            So again, both the California Supreme Court and 

      14   the Court of Appeal in California said, Government 

      15   Code 11350 was not put on the books by the legislator to 

      16   limit or to give the OAL sole jurisdiction or to the 

      17   Court sole jurisdiction.  Rather, it's pretty clear from 

      18   the text of that section that it's only with respect to 

      19   judicial declaration as to validity of regulation.  

      20            We're talking about declaratory relief.  You 

      21   still have the ability to bring other actions in court to 

      22   invalidate a regulation such as in a conflicting action 

      23   controversy, such as the case today.  

      24            JUDGE RIDENOUR:  May I interrupt, please?  Can 

      25   you slow down just a little bit, please.
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       1            MR. FIX:  Of course.

       2            JUDGE RIDENOUR:  Thank you so much.

       3            MR. FIX:  No problem. 

       4            So that takes care of Section 11350, which the 

       5   FTB relies on to -- for this improper allocation of sole 

       6   jurisdiction to the OAL to the courts.  That's not the 

       7   case.

       8            Secondly, as was interpreted by the Board of 

       9   Equalization in its regulations, the California 

      10   Constitution Article 3, Section 3.5, specifically says 

      11   that the statute -- that agencies cannot invalidate -- 

      12   cannot refuse to enforce a statute or refuse to enforce a 

      13   statute on the basis of it being unconstitutional.  

      14   That's all it says.  It doesn't say anything else, and 

      15   the plain meaning of the statute is to enforce or declare 

      16   a statute on the basis of unconstitutionality.  

      17            So if a taxpayer brings any other action to 

      18   invalidate a statute, they could do that.

      19            Thankfully, this case is much simpler than that 

      20   because this case does not involve a statute.  It 

      21   involves a regulation.  And the important part here and 

      22   consistent with the OTA's own precedent, which is the 

      23   Talavera case, the precedential case in which the OTA 

      24   said that the OTA did not have jurisdiction to declare a 

      25   quasi-legislative regulation invalid because it had the 
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       1   force and effect of the statute.  

       2            So I'll stop there, and I'll point to -- on the 

       3   easel, which hopefully provides for a clear 

       4   representation of two types of regulations that -- 

       5   categories that the California Supreme Court has 

       6   identified.  One are quasi-legislative regulations, and 

       7   the other one are interpretive regulations.  

       8            The distinction between the two is that, if you 

       9   have a quasi-legislative regulation, it has the force and 

      10   effect and dignity of a statute.

      11            So if you fall into the bucket of having a 

      12   quasi-legislative regulation, then you obviously have to 

      13   look to Article 3, Section 3.5, of the California 

      14   Constitution and see whether or not the taxpayer is 

      15   bringing an action to invalidate that specific 

      16   legislative regulation on constitutional grounds.  

      17            But if you are in the interpretative regulation 

      18   bucket, it's not treated as a statute.  Instead, it is 

      19   simply treated as is a regulation that would -- with 

      20   lesser deference.  Obviously there's some deference to 

      21   it, but the level -- the standard of review is much lower 

      22   than it would be if it was quasi-legislation.

      23            And the important piece here is:  What's a 

      24   distinction between the two?  How do you figure out 

      25   which is -- which regulation you have at issue?  
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       1            And the Talavera case cites kind of the main 

       2   case on point, which is the Yamaha case, which was then 

       3   preceded by the Western States case.  And in those cases, 

       4   they summarize California precedent on point, where they 

       5   say the distinction between the two is that -- in both 

       6   cases you have delegation of power to -- to the 

       7   administrative agency to pass the rules and regulations.  

       8            The difference is one is a delegation of power 

       9   which is to "fill in the gaps."  That's important 

      10   language.  All of these cases talk about fill in the 

      11   gaps.  Fill in the details that the statute doesn't 

      12   otherwise have.  What that means is, and the courts have 

      13   talked about this is, fill in the gaps so that it would 

      14   be possible to enforce some legal standard under the 

      15   statute.  

      16            Meaning, without the regulation filling in the 

      17   gap, it would be difficult for citizens, taxpayers, to 

      18   understand what the standard -- what is an enforceable 

      19   standard?  Without the existence of that 

      20   quasi-legislative regulation, there would be no 

      21   enforceable standard to apply.

      22            On the other hand, if you have a delegation of 

      23   power to pass rules and regulations to an administrative 

      24   agency, but is not to fill in the gap, but rather it is 

      25   to interpret the meaning and effect of an existing 
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       1   statute, that has an enforceable statute, an existing 

       2   enforceable legal standard. 

       3            So that the distinction is:  One statute does 

       4   not have a legal enforceable standard on its own.  There 

       5   is some gaps in there that need to be filled.  

       6            And the other one is:  There is a legal 

       7   enforceable standard, and the interpretative power that's 

       8   being delegated is simply telling the agency, you have 

       9   expertise in this, please interpret how to apply the 

      10   enforceable legal standard at issue to the facts of the 

      11   citizen or taxpayer in that case.

      12            Now, the important part here is what are we 

      13   dealing with?  Talavera, which is your precedential 

      14   decision on point, as well as cases that followed, all 

      15   talk about this distinction of:  If you have a 

      16   quasi-legislative regulation as the dignity of law and 

      17   the OTA does not have the power to invalidate a statute, 

      18   a quasi-regulation.  

      19            Nowhere in the decisions, and correctly they 

      20   don't, say that the OTA does not have the power to 

      21   invalidate an interpretative regulation.  

      22            So the question that's important here, which is 

      23   the crux of this Issue 1, is:  What do we have at issue 

      24   in this case?  Do we have a quasi-legislation regulation, 

      25   or do we have an interpretative one?  
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       1            And I think it's pretty easy to see what it is, 

       2   by applying that standard on the presentation there to 

       3   our case.

       4            The difference is that, in our case and 

       5   Appellant's case, there is an existing enforceable 

       6   standard.  California Revenue Tax Code 25136 provides for 

       7   the standard, which is you source service receipts to the 

       8   location that the purchaser received the benefit.  

       9            To take that a step further, that specific 

      10   California Revenue Tax Code 25136 says that the FTB shall 

      11   pass rules and regulations to enforce this statute.  They 

      12   have.  Regulation 25136-2 elaborates further on that.

      13            So when you look at that, you have an 

      14   enforceable legal standard.  The legal standard is you 

      15   source service receipts to the location the purchaser 

      16   received the benefit.  There is no question here.  

      17   Whatever question that they were around, what that 

      18   standard is, 25136-2 addressed that.

      19            So when the FTB passes 25137-14, you have to ask 

      20   two questions:  

      21            One, is there a delegation of power anywhere in 

      22   the statute?

      23            And, two, is this a delegation to fill in gaps 

      24   because there is no existing enforceable standard, or is 

      25   it simply to interpret it?  
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       1            And the statute -- the statutory delegation of 

       2   power in this case that the FTB will point to, and I 

       3   agree with, is the general delegation of power, which is 

       4   in California Revenue Tax Code 19503.  That simply 

       5   says -- it's the general kind of broad language.  

       6            It says that FTB shall prescribe rules and 

       7   regulation to enforce parts X, Y, and Z, including 

       8   Chapter 11, which includes the apportionment at issue, 

       9   Section 25136 and Section 25137, Cal Revenue Tax Code 

      10   25137, that addresses alternative apportionment.

      11            So we have a delegation of power.  That is not 

      12   something that tells us whether it's a quasi or 

      13   interpretative regulation yet.

      14            The next question is, what does Dash 14 say?  

      15   Dash 14 says, you will source your receipts to the 

      16   location of the shareholders.  Okay.  If you take that 

      17   enforceable legal standard away, do you have a legal 

      18   enforceable standard in place?  

      19            If the answer is no, then you have 

      20   quasi-legislative.  If the answer is yes, you take Dash 

      21   14 off the books and you have an enforceable legal 

      22   standard, that means that it is an interpretative 

      23   regulation power being delegated to the FTB.  

      24            And that answer is it's the latter, because when 

      25   you take away Dash 14, the enforceable legal standard is 
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       1   in California Revenue Tax Code 25136, and the dash 2 

       2   regulation.

       3            So what does that mean?  

       4            That means that we have not a quasi-legislative 

       5   regulation that has the dignity of law.  Instead, what we 

       6   have is an interpretative regulation that is not a 

       7   statute in the OTA under the fact that it succeeded to 

       8   the powers of the BOE, and is only limited by California 

       9   constitution.  Article 3, Section 3.5 has the authority 

      10   to review and invalidate an interpretative regulation.  

      11   Okay.

      12            Importantly, this decision, free to rule this 

      13   way, is not asking you to change your precedent.  This is 

      14   consistent with Talavera, and the nonprecedential 

      15   decisions that have applied to Talavera.  It's simply 

      16   saying, if it is not quasi-legislative, then it is not a 

      17   statute, which therefore the OTA has jurisdiction to rule 

      18   on and to decide whether it's invalid.

      19            And parts two and three of today, the discussion 

      20   will go around whether or not it is invalid or not and 

      21   the important part here is that the delegation of power 

      22   to pass regulation in the general section of California 

      23   Revenue Tax Code 19503 cannot be relied on, and there is 

      24   no precedent on point that will say that when there is a 

      25   general grant of authority to pass rules and regs to an 
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       1   administrative agency, to enforce its mandate, that that 

       2   means that every regulation that they pass is 

       3   quasi-legislative.  

       4            That would be a ridiculous outcome and, frankly, 

       5   has been addressed by the California Supreme Court in 

       6   Western States where it said that would make the 

       7   distinction between interpretative and quasi-legislative 

       8   regulation, one, without a difference, which makes no 

       9   sense.

      10            In fact, it has to be a situation where you have 

      11   a delegation of power to fill in gaps where there is no 

      12   enforceable legal standard, which is not the case here.

      13            I would like to address also, obviously, the 

      14   BOE.  I think everyone in the room is aware of the BOE's 

      15   use of its power to invalidate regulations when they're 

      16   interpreting the -- the ability for the BOE, when it was 

      17   still reviewing appeals to invalidate regulations.  

      18            And one of those decision is Save Mart.  And the 

      19   FTB will tell you that that is not good law because the 

      20   BOE did not look to whether or not it had jurisdiction to 

      21   invalidate a regulation.  And I think that's a little 

      22   misleading.  

      23            If you read the Save Mart case, Save Mart case, 

      24   the FTB specifically brought up Yamaha, the California 

      25   Supreme Court that discusses a distinction between 
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       1   interpretative and quasi-legislative regulations, and 

       2   brought that and briefed it to the BOE, but also 

       3   admitted, conceded, that the regulation at issue was 

       4   interpretative.  

       5            In that case, the BOE found that the regulation 

       6   went beyond the statute and invalidated it.

       7            So, to me, Save Mart is still good law and 

       8   actually is consistent with Talavera.  Talavera involved 

       9   a quasi-legislative delegation of power, a 

      10   quasi-legislative regulation where there was -- there was 

      11   a gap in the statute as to the bad debt deduction and how 

      12   and when and to what amount you need to be able to deduct 

      13   that, and specifically in the statute it asked for that 

      14   FTB to fill that in, that gap -- and they did in the 

      15   quasi-legislative regulation and to the contrary, if you 

      16   look at Save Mart, you have an interpretative regulation.  

      17            When that is the case the BOE, and now the OTA, 

      18   has jurisdiction to invalidate it because it's not a 

      19   statute under law.

      20            And I think with that, I would like to just make 

      21   sure that I reserve whatever time is left for rebuttal of 

      22   this part one.  Thank you.

      23            JUDGE HOSEY:  Thank you, Mr. Fix.  You have 

      24   about 20 minutes remaining, so we'll hold on to that 

      25   temporarily.  Thank you.
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       1            Moving to the Franchise Tax Board.  Are you 

       2   ready for your presentation on Issue 1?  

       3            MS. SMITH:  Yes, we are.  I want to say good 

       4   morning.  I'm -- again, I'm Amanda Smith.  I'm the tax 

       5   counsel three with the Franchise Tax Board.  And with me 

       6   today are Ms. Marguerite Mosnier, an attorney five, and 

       7   Delinda Tamagni, ACC of the Multi State Tax Bureau, with 

       8   the Franchise Tax Board.

       9            And at heart, this is really a straightforward 

      10   case where we are applying settled law to undisputed 

      11   facts.  The Appellant in this case is a mutual fund 

      12   service provider required to apportion its income to 

      13   determine its California tax liability.

      14            California law is clear that Regulation 

      15   25137-14, which I will sometimes refer to as Dash 14, is 

      16   standard apportionment for mutual funds service providers 

      17   like Appellant to a portion their income.  

      18            That's actually how Appellant filed its -- its 

      19   taxes for the years at issue in this case.  However, 

      20   later it did file a claim for refund, stating that Dash 

      21   14 is no -- or, is not, excuse me, standard 

      22   apportionment.  But as we go through our presentation 

      23   today, we will demonstrate that Dash 14 continues to be 

      24   standard apportionment and must be applied to apportion 

      25   the Appellant's income.
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       1            The first issue we're going to address is 

       2   jurisdiction because Appellant argues that the OTA has a 

       3   jurisdiction to -- or, that it should invalidate 

       4   Regulation 25137-14 entirely.  And it's Respondent's 

       5   position that the OTA will act as such jurisdiction.

       6            To go into this matter further, I am going to 

       7   hand over the microphone to my colleague, Ms. Mosnier.

       8            MS. MOSNIER:  Thank you, and good morning. 

       9            Before I start, I would like to thank first 

      10   Mr. Melniczak and his team for their willingness to work 

      11   so quickly with Franchise Tax Board after the 

      12   prehearing conference minutes and orders were issued to 

      13   work with us to get a joint updated statement of the 

      14   issues and single suit.

      15            And I thank you, Judge Hosey, for your quick 

      16   consideration and issuance of that post confirmation 

      17   order.  It really, I think, helped both parties probably 

      18   prepare for the hearing today.

      19            So turning to Issue Number 1.  

      20            The Office of Tax Appeals does not have 

      21   jurisdiction to invalidate a regulation.  The law is 

      22   clear that only a court has that power.  The OTA is a 

      23   tribunal with limited jurisdiction, and as it noted in 

      24   its 2019 precedential opinion, the Appeal of Liljestrand 

      25   Irrevocable Trust.
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       1            The OTA's jurisdiction is limited by statute, 

       2   and it cited approvingly to the Board of Equalizations' 

       3   1995 decision in Appeal of Schillace that held that an 

       4   agency cannot act in excess of the jurisdictional 

       5   limitations conferred upon it.

       6            In general, the OTA's rules for tax appeals 

       7   conferred jurisdiction over appeals from proposed 

       8   assessments, claim denials, interest and penalty 

       9   abatement questions and spouse determinations, taxpayer 

      10   bill of rights, reimbursement claims and the like.

      11            There is nothing in Regulation Section 30103 

      12   that states that the -- or hints even, that the OTA has 

      13   the power to invalidate a regulation.  And that's correct 

      14   because the legislature designated the state court as the 

      15   sole forum to determine the validity of a regulation.

      16            It did so when it enacted the Administrative 

      17   Procedures Act, which governs the adoption, amendment, 

      18   repeal, and is relevant to this appeal, challenges to an 

      19   existing regulation.  And it's found -- the APA is found 

      20   in Chapter 3.5 of the Government Code, Sections 11340 

      21   through 11361.

      22            The legislature designated a single state 

      23   agency, the Office of Administrative Law, or OAL, to 

      24   oversee state agency and departments compliance with the 

      25   Administrative Procedures Act when it promulgated 
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       1   regulations.

       2            And in addition to setting out the statutory 

       3   requirements for adoption, amendment, and appeal of 

       4   regulations, the APA also sets out the statutory remedy 

       5   to challenge the validity of a regulation.

       6            And as Appellant noted, it's found in Government 

       7   Code Section 11350, and it states:

       8                 "Any interested person may obtain 

       9            a judicial declaration as to the validity 

      10            of any regulation or order of repeal by 

      11            bringing an action for declaratory relief 

      12            in the Superior Court in accordance with 

      13            the Code of Civil Procedure."  

      14            And that is the only remedy the APA sets out to 

      15   challenge the validity of a regulation.  And that section 

      16   cannot be read to include other state agencies.

      17            First, the phrase, "action for declaratory 

      18   relief in Superior Court," is unambiguous.

      19            Second, the legislature knew how to provide 

      20   review and determination authority to a state agency 

      21   because it did so in Article 6 of the APA, which 

      22   addresses the review of a proposed regulation.  Those are 

      23   Sections 11349 through 11349.6.  And the legislature did 

      24   so in Article 7, review of existing regulations, 

      25   conferred power to the office administrative -- of 
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       1   administrative law, to take action when it believed that 

       2   a regulation does not meet the requirements of     

       3   Section 11349.1.  And it empowered the OAL to act when it 

       4   is notified that statutory authority for an existing 

       5   regulation has been repealed or when a regulation becomes 

       6   ineffective or inoperative by its own terms.

       7            The OT -- the OAL has power to act under those 

       8   circumstances to require the promulgating agency to show 

       9   cause why the regulation in question should not be 

      10   repealed.  

      11            But it's important to the note that even this 

      12   grant of authority to the Office of Administrative Law 

      13   does not invest sole decision-making power in the OAL, 

      14   which must notify both the legislature and the governors, 

      15   so both the legislative and executive branches of the 

      16   state government, of its proposed decision and vests the 

      17   governor with the power to override OAL's determinations.

      18            In fact, 11349.9 vests the governor's office 

      19   with the right to review adverse OAL determinations 

      20   repealing a regulation.

      21            So we see here the legislature's intent not to 

      22   allow even the one state agency it has authorized to 

      23   ensure compliance with the Administrative Procedures Act 

      24   to make a unilateral, unappealable, determination as to 

      25   the validity of the regulation.  But that is precisely 
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       1   with the Appellant here today is asking the OTA to do.

       2            Further, the OTA recognizes the limits of its 

       3   authority in this area and that it does not have the 

       4   power to invalidate a regulation.

       5            And before I go further in this, I would say 

       6   that I would emphasize that, as the OTA said in the 

       7   Liljestrand Appeal opinion, its jurisdiction is limited 

       8   by its enabling legislation.  So that is to say, in other 

       9   words, that it is not established by whatever authority 

      10   its predecessor, the Board of Equalization, had.  

      11            That entity had jurisdiction that was limited by 

      12   its enabling legislation, which was the California 

      13   constitution.  This agency, the OTA, is limited by a 

      14   different set of authorities.

      15            So the OTA understands the limits of its power 

      16   to act in this area.  It did so, as you have heard, in 

      17   Appeal of Talavera in 2020.  The OTA correctly concluded 

      18   that the sales and use tax regulation at issue was a 

      19   quasi-legislative regulation and had the force and effect 

      20   of a statute and, therefore, it could not be invalidated 

      21   by the OTA because of Government Code Section 11350, 

      22   Subdivision (b), which limits the right to invalidate a 

      23   regulation to the courts, and it is clear from Government 

      24   Code Section 15672 that the OTA is not a court.

      25            Additionally, since issuing the Talavera 
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       1   opinion, the OTA has issued franchise and income tax 

       2   opinions that reached the same conclusion.  It has no 

       3   authority to invalidate a franchise and income tax 

       4   regulation.

       5            In its opinion in Appeal of Hajikhani and 

       6   Shepard, a 2021 opinion, the issue was the interpretation 

       7   of Regulation Section 19 -- excuse me, 19133, regarding 

       8   imposition of the demand penalty.  In that case, the OTA 

       9   found the regulation was quasi-legislative under a Yamaha 

      10   corporation analysis, because FTB has a legislative grant 

      11   of authority to promulgate regulations for Revenue and 

      12   Taxation Code Section 19503, and that the regulation, 

      13   therefore, has the force and effect of a statute, and the 

      14   majority sustained FTB's interpretation of that 

      15   regulation.

      16            The dissent in that opinion had argued a 

      17   specific case, I think it was the Cook case, as evidence 

      18   that the regulation should be disregarded.  And the 

      19   majority countered that argument by noting that the case 

      20   in question had to do with the determination of the 

      21   validity of a regulation.  And OTA noted that that was 

      22   not the issue in the case.  

      23            It was not regarding the validity of a 

      24   regulation.  It was regarding the interpretation of a 

      25   regulation.  And that, perhaps, is an outcome 
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       1   determinative distinction, and I'll address it a little 

       2   more in detail later on.

       3            After the Hajikhani opinion, the OTA, in 2022, 

       4   issued the opinion in Appeal of Faries and in the OTA's 

       5   consideration whether a statute Revenue Tax Code   

       6   Section 17952, or a personal income tax regulation, 

       7   Section 17951-4, controlled determination of California 

       8   source income.  

       9            The OTA noted again that that regulation was 

      10   quasi-legislative because it was promulgated under the 

      11   authority both in Revenue and Taxation Code        

      12   Section 17954, and Section 19503, and, therefore, the OTA 

      13   agreed with the parties' assertion that the OTA did not 

      14   have authority to invalidate that regulation, citing both 

      15   to Government Code Section 11350 and to the Talavera 

      16   opinion.  It's on Page 11 of that opinion.

      17            And next came the opinion in Bed Bath and 

      18   Beyond.  Also issued in 2022.  That was an appeal from a 

      19   denial.  FTB's denial of a refund claim based on the 

      20   addition of gross receipts from treasury functions and 

      21   vendor allowances to the sales factor denominator.

      22            OTA found that per Sections 19503, and 25137, 

      23   the very statute related to regulation at issue here 

      24   today, the OTA found under 25137, FTB had promulgated 

      25   special apportionment regulations to address situations 
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       1   where application of the Uniform Division of Income for 

       2   Tax Purposes Act, or the acronym UDITPA, would not fairly 

       3   reflect the extent of a taxpayers business activity in a 

       4   state.

       5            OTA rejected the Appellant's argument that the 

       6   regulation, in that case it was Regulation 25137, 

       7   Subdivision (c)(1)(D), contradicted case law, the 

       8   Microsoft decision, regarding treasury receipts in the 

       9   sales factor, and it rejected, also, the Appellant's 

      10   concerns regarding the validity of the regulation, and it 

      11   did so by explaining that the OTA lacked authority to 

      12   invalidate FTB's regulations with cites, again, to 

      13   Government Code Section 11350 and to Talavera.

      14            And to lay this issue to rest, the OTA has 

      15   proposed two amendments to its current Regulation  

      16   Section 30104.

      17            First proposal is to add subdivision (D) to 

      18   state outright that it lacks jurisdiction to determine 

      19   the validity of a regulation.  And secondly, to add 

      20   subdivision (I) to state that the Office of Tax Appeals 

      21   may not issue declaratory relief, which is what a 

      22   determination of validity or invalidity of a regulation 

      23   is.

      24            Further, Appellant's reliance on the Board of 

      25   Equalizations Save Mart decision, its 2002 opinion, and 
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       1   on Whitcomb Hotel versus California Employment 

       2   Commission, to confer authority on OTA to invalidate a 

       3   regulation, are misplaced.  

       4            The Whitcomb Hotel decision addressed an 

       5   administrative rule, not a regulation, promulgated in 

       6   conformity with the APA, and in any event, in that 

       7   decision, there was no issue and no resolution of an 

       8   issue whether the -- whether the employment commission 

       9   had authority to invalidate a regulation.  It just didn't 

      10   address the power of a state agency to invalidate a 

      11   regulation.

      12            Save Mart, likewise, is no help to the 

      13   Appellant.  It too did not consider or rule on the 

      14   agency's or, in that case, the board's authority to 

      15   invalidate a regulation.  

      16            I don't know -- Appellant's counsel referred to 

      17   what was in briefing.  That is not, as I've been able to 

      18   determine, a public record, so I note not only that the 

      19   opinion does not raise the issue of the power of the 

      20   Board of Equalization to invalidate a regulation, there 

      21   is no discussion of that issue, and there is no 

      22   determination of that issue.  

      23            That opinion, like the Hajikhani opinion by the 

      24   OTA, addressed simply the interpretation of a regulation.  

      25   And that is where probably Yamaha is the most -- is the 
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       1   most important.  But even Yamaha, while providing 

       2   guidance on factors to consider when determining -- 

       3   determining whether a regulation is interpretive or 

       4   quasi-legislative for purposes of determining the scope 

       5   of deference to the agency's interpretation.  

       6            Even Yamaha does not address an agency's power 

       7   to invalidate a regulation because the issue in that case 

       8   was the interpretation, not the validity.  Not even of a 

       9   regulation.  In that case what was at issue were what 

      10   were referred to as "annotations."  They were business 

      11   tax law guide -- guidelines that were opinions on summary 

      12   opinions.

      13            So we see that the legislature has a specific 

      14   statutory scheme to challenge a regulation's validity, and 

      15   we see that the OTA has recognized that it cannot act on 

      16   that issue.  And therefore, the OTA should, consistent 

      17   with Government Code Section 11350, consistent with its 

      18   opinions in Talavera, Hajikhani, Faries and Bed Bath and 

      19   Beyond, and consistent with the proposed regulatory 

      20   amendments to Regulation Section 30104.  

      21            It should hold that it lacks jurisdiction in 

      22   this appeal to determine the validity of a regulation, 

      23   including Regulation Section 25137-14.

      24            However, in the event that the OTA determines 

      25   that it does have that authority, Ms. Smith will now 

0033

       1   address the specific challenges the Appellants have 

       2   raised -- oh, I suppose, she will turn to that, but I 

       3   believe we will be going back first to the Appellant for 

       4   argument on that issue, and then she will take over from 

       5   there.  

       6            That concludes my presentation, and I didn't 

       7   know if you -- I'm happy to address questions now or 

       8   whether you're reserving questions for later.  Thank you.

       9            JUDGE HOSEY:  Thank you, Ms. Mosnier.  I think 

      10   we're going to go back -- before we have questions from 

      11   the panel to see if Appellants would like to respond.  

      12            Okay.  Go ahead, Mr. Fix.

      13            MR. FIX:  Thank you.  I thought the FTB made -- 

      14   Respondent made a really good presentation, making my 

      15   argument for me frankly.  And I'll address her -- her 

      16   arguments in order.

      17            Starting with 11350.  The FTB's taking too far 

      18   its interpretation of Government Code 11350.  With all 

      19   due respect to Respondent, FTB, the courts have already 

      20   looked at what the legislator's intent was with respect 

      21   to Government Code 11350.  That was addressed, as I 

      22   mentioned, during my opening statements in two cases in 

      23   California; one, the Court of Appeal decision and the 

      24   other one by the California Supreme Court, the Stoneham 

      25   V. Rushen, case from 1984 -- Stoneham is S-T-O-N-E-H-A-M, 
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       1   V. Rushen, R-U-S-H-E-N -- in which it specifically said 

       2   that the purpose of Government Code 11350 was to provide 

       3   for independent declaratory relief.  Respondent even read 

       4   that -- those exact words off the statute.  

       5            They specifically say, this is to provide 

       6   declaratory relief.  Nowhere does it say that the OAL has 

       7   sole authority.  Nowhere does it say that that is the 

       8   sole remedy available to taxpayers.  And in the Stoneham 

       9   decision, it specifically said that, yes, this code 

      10   provides for declaratory relief action that you can bring 

      11   in court without having to go through the OAL's path to 

      12   declaratory relief.  

      13            That regulation should be invalidated because 

      14   the legislature wanted to provide and not limit available 

      15   remedies to challenging a regulation by -- without having 

      16   to bring a case of controversy where there's conflicting 

      17   actions.  

      18            That was also addressed by the California 

      19   Supreme Court in the Chas L. Harney Inc., V. Contractors' 

      20   State License Board case, 1952 case, where they 

      21   specifically said, by enacting this section, the 

      22   legislature must have intended to permit persons affected 

      23   by such a regulation to test its validity without having 

      24   to enter into contracts with third persons or subject 

      25   themselves to prosecution or disciplinary proceedings.  
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       1            Between those two cases, the California courts 

       2   have said, it's clear that this is simply providing for a 

       3   declaratory relief path.  This does not mean that you 

       4   are -- that precluded from bringing other legal remedies, 

       5   such as legal actions for damages, which are available 

       6   under the law.  

       7            And there is case law that you are allowed to 

       8   bring actions to administrative boards to invalidate 

       9   regulations.  Those cases both at the California court 

      10   level and at the BOE.  And frankly, it's consistent with 

      11   Talavera.

      12            Second, I'd like to address the second point 

      13   about the Talavera case and the Hajikhani case.  And 

      14   maybe -- I'll address it in order.

      15            Talavera is the only precedential case on point, 

      16   and I mention that not because I think the Hajikhani case 

      17   is -- goes against the correct interpretation.  I think 

      18   it actually supports our case.

      19            Talavera specifically says, which is the only 

      20   precedential case here by the OTA, it says if you have a 

      21   quasi-legislative regulation, it has the dignity of 

      22   statutes.  Okay.  And the OTA does not have authority to 

      23   invalidate a statute.  

      24            If it's an interpretative regulation, you do 

      25   have that; right?  That authority to review and 
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       1   invalidate a regulation.

       2            Now, as I mentioned in the Talavera case, the 

       3   standard applies.  You have delegation of power to fill 

       4   in gaps in the statute.  The -- that was done by the 

       5   CDTFA and, therefore, was found to be within the scope of 

       6   the statute and a quasi-regulation.  Therefore, it could 

       7   not be invalidated.

       8            But beyond that, it's important to note that the 

       9   OTA in its decision said, notwithstanding the fact that 

      10   we can not invalidate a regulation, we, the OTA, are 

      11   authorized under the Government Code to determine and 

      12   interpret the application of state and local taxes.  

      13            And they went further and said, even though it's 

      14   quasi-legislative, looking at it we think it's within the 

      15   scope of the statute and consistent, and therefore not 

      16   invalid.

      17            So even in quasi-legislative cases, the OTA can 

      18   still look and determine whether or not a regulation is 

      19   invalid.  It just can't invalidate it if it's quasi-

      20   legislative, but thankfully in our case, that's not the 

      21   case.  It's an interpretative regulation.

      22            Now the Hajikhani case, I'm glad that the FTB 

      23   raised that case because it's just another example 

      24   where the -- it's consistent with the standard that we 

      25   articulated, which is quasi-legislative versus an 
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       1   interpretative.  Okay.

       2            So the Hajikhani case, similar to Talavera, 

       3   involved -- specifically it was the demand penalty.  So 

       4   by statute, and the FTB -- the statute said the FTB may, 

       5   and I'm paraphrasing, may apply a penalty for -- for 

       6   demand -- to the taxpayer, doesn't respond to demands for 

       7   information like returns, but didn't provide for an 

       8   enforceable standard --

       9            JUDGE RIDENOUR:  Excuse me really quick.  The 

      10   stenographer gave me a look.  Can you please slow down?

      11            MR. FIX:  Okay.  The important part is that if 

      12   you apply -- Hajikhani is within -- under the standard 

      13   articulated in Yamaha, which was then repeated in 

      14   Talavera, the statute and the regulation at issue was a 

      15   quasi-legislative.  Why is that?  

      16            Because when you look to the statute, it did not 

      17   have an enforceable standard.  It was unclear what it 

      18   meant where a taxpayer did not comply with an information 

      19   request and when the FTB may apply a demand penalty.  

      20            So without a regulation in place, there's a gap 

      21   and there is no enforceable standard.  Therefore, the 

      22   regulation and the delegation of power, in that 

      23   situation, is a delegation of quasi-legislative power.  

      24   Okay.

      25            So consistent with that, Hajikhani, even though 
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       1   not precedential is consistent with Talavera, which is 

       2   that OTA does not have jurisdiction to invalidate a 

       3   quasi-legislative jurisdiction.

       4            Next point was the -- the proposed amendments.  

       5            Frankly, the proposed amendments, one, have not 

       6   been adopted and, two, I think is improper to even 

       7   mention given the fact that by -- under the Government 

       8   Code there is a potential here for prejudice, given the 

       9   fact that the -- the passing of regulation is within the 

      10   purview of the director, and the director of the OTA, by 

      11   statute, is not allowed to interfere with the decision-

      12   making of the OTA.  

      13            And so I don't think that that -- those 

      14   initiatives by the director to pass regulation should 

      15   impact the decision as to whether the current regulation 

      16   on the books, which says that the OTA has the 

      17   jurisdiction to -- the only thing that it says is that 

      18   you cannot invalidate a regulation or statute based on 

      19   the constitutional grounds.  

      20            Our case does not involve constitutional 

      21   grounds.  And two, it's consistent with Yamaha and 

      22   Talavera, in the fact that it doesn't involve a quasi-

      23   legislative regulation.

      24            And I think -- finally, I think the Faries case 

      25   that she mentioned, the parties conceded that it was -- 
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       1   that the OTA didn't have jurisdiction, since you were 

       2   conceding it was quasi-legislative.  So it wasn't even an 

       3   issue.  So to me that case is just consistent with 

       4   Talavera and other cases like Hajikhani, who simply are 

       5   applying the Talavera threshold.  

       6            So with that, I'll conclude and see if you have 

       7   any questions.

       8            JUDGE HOSEY:  Thank you, Mr. Fix.  

       9            I will go ahead and move to my panel to see if 

      10   we have any questions on Issue 1.  

      11            I will ask Judge Ridenour.  Any questions?

      12            JUDGE RIDENOUR:  No questions at this time.  

      13            Thank you.

      14            JUDGE HOSEY:  Okay.  Thank you.

      15            Judge Akopchikyan?

      16            JUDGE AKOPCHIKYAN:  I'll wait until after   

      17   Issue 2 to ask questions.

      18            JUDGE HOSEY:  Okay.  Thank you.  

      19            I did want to mention that the panel is aware of 

      20   the pending regulations that may apply to this case, but 

      21   as discussed in the minutes and orders, we're moving 

      22   forward with arguments, and we understand that's not -- 

      23   have not been adopted and we're working with what we have 

      24   here.

      25            So moving to Issue 2.  We are still in open 
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       1   session.  We have Appellants -- 

       2            Mr. Melniczak, are you presenting on Issue 2?

       3            MR. MELNICZAK:  Yes.

       4            JUDGE HOSEY:  Okay.  Again, when you're ready.  

       5            Thank you.

       6            MR. MELNICZAK:  Great, thank you.

       7            JUDGE HOSEY:  Oh, and you have 45 minutes.

       8            MR. MELNICZAK:  Thank you.

       9            JUDGE HOSEY:  Okay.  Go ahead.

      10            MR. MELNICZAK:  I'd like to start the second 

      11   part of the open session, Issue 2, by just giving a 

      12   little overview of the three different ways that receipts 

      13   for asset managers can be sourced, because -- across 

      14   states --

      15            JUDGE RIDENOUR:  I'm going to interrupt.  Sorry 

      16   for all my interruptions to both parties, but I don't 

      17   think the stenographer can hear you.  So if you can 

      18   please move the microphone closer to you, I would 

      19   appreciate that.

      20            MR. MELNICZAK:  Sure.  Is that a bit better?

      21            Thank you.  I'll start from the top.

      22            I just want to start by giving an overview of 

      23   how receipts for mutual funds service providers, like 

      24   Janus, are sourced.  There's really three different 

      25   methods, three different ways in which they can be 
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       1   sourced.  The states across the country are split among 

       2   these three different methods and these three different 

       3   methods will come -- I'll refer to them often.

       4            So just to give an overview, the first method I 

       5   want to cover is the cost of performance method, where 

       6   receipts are essentially sourced based on the location 

       7   where the activities are performed.  That's the method 

       8   that California had in its statute prior to enduring the 

       9   first portion of when 25137-14 was promulgated.

      10            That's the cost performance method.

      11            The second method is the shareholder sourcing 

      12   method, and that's the method that the FTB promulgated 

      13   under the Dash 14 regulations.

      14            And finally, the third different approach to 

      15   source and receipts is market sourcing.  That's what 

      16   California, by voter initiative, switched to in 2013, 

      17   when they changed Statute 25136, and said that receipts 

      18   are sourced to the location where the purchaser receives 

      19   the benefit of the service.  

      20            So that's market sourcing, the third approach.

      21            Now, like I mentioned, Dash 14 was promulgated 

      22   under the prior version of Statute 25136, which was 

      23   sourcing our receipts, mutual fund and otherwise, based 

      24   on the cost of performance method.  And again, taxpayers 

      25   there had to look to where the -- where the services were 
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       1   actually performed.

       2            Also at that time, prior to 2013, the statute 

       3   had a property and a payroll factor.  So it was 

       4   three-factor apportionment.

       5            Now, while the cost performance rule wasn't in 

       6   effect back in 2007, the FTBA had promulgated the Dash 14 

       7   regulation because they believed that cost of performance 

       8   method did not fairly represent the -- the extent of 

       9   activities in the state for mutual funds service 

      10   provider.  They felt it was distortive.

      11            Now, the FTB didn't dispute the fact that Dash 

      12   14 conflicted with the statute.  In fact, they 

      13   acknowledge it did conflict with the statute, and they 

      14   said the only way to -- it was clear that the only way 

      15   that Dash 14 read it could be promulgated was under the 

      16   FTB's authority under Section 25137.

      17            Now, if the FTB wants to promulgate a reg under 

      18   25137, it needs to do two things.

      19            One, as the language in the statute for 25137 

      20   indicates, the party invoking 25137 must show that the 

      21   allocation and apportionment provisions in the statute 

      22   don't fairly reflect the taxpayer's business activity.

      23            And secondly, the FTB must comply with the 

      24   requirements of the Administrative Procedures Act, or the 

      25   APA.
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       1            So I want to talk about the APA first.

       2            Now, as you saw in our briefs and our prehearing 

       3   statement, we've argued that Dash 14 was invalid, both 

       4   when it was initially promulgated, back in 2007, and 

       5   during the switch to market sourcing in 2013.

       6            Now, the reason it was invalid back when it was 

       7   initially promulgated, in '07, is because the FTB didn't 

       8   comply with the requirements of the APA.

       9            It's important to note the -- the purpose of the 

      10   APA.  The purpose of the APA is to have transparency and 

      11   to encourage meaningful public communication in the 

      12   adoption of regulations.  

      13            The APA was also meant to address the 

      14   legislature's concern that complying with too many 

      15   regulations was becoming burdensome for taxpayers.  And 

      16   now as we've argued in our brief, the FTB failed one of 

      17   the most important aspects of the APA, which is to 

      18   provide an adequate economic and fiscal impact statement.

      19            And one of the purposes of that Economic Impact 

      20   Statement is to notify taxpayers of the cost of complying 

      21   with the regulation.  This is an important step.  And in 

      22   the FTB's impact statement, they simply noted that the 

      23   cost of complying with the regulation would be zero 

      24   dollars.  

      25            Not one single dollar of cost, they estimated, 
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       1   it would cost for taxpayers to switch from the cost 

       2   performance method, which is where the services are 

       3   performed, to a shareholder sourcing method.

       4            Under shareholder sourcing, a mutual fund 

       5   service provider would have to look at each of its -- 

       6   each of its customers.  And a large asset manager, like 

       7   Janus, may have --

       8            JUDGE HOSEY:  Okay.  Can you slow down a little 

       9   bit?

      10            MR. MELNICZAK:  My apologies.

      11            JUDGE HOSEY:  Thank you so much.  We really 

      12   appreciate it.

      13            MR. MELNICZAK:  Now, for a large asset manager, 

      14   like Janus, the cost of switching to a shareholder 

      15   sourcing approach is significant because Janus, and other 

      16   large asset managers, have hundreds if not thousands 

      17   of -- of customers located around the country, and they 

      18   would have to go to each individual customer, and not 

      19   know where the customer is located, they would have to 

      20   know where that customer's shareholder is located.  And 

      21   for each individual customer --

      22            JUDGE HOSEY:  Okay.  Sorry.  Can you slow down a 

      23   little bit more?  

      24            MR. MELNICZAK:  Yes.

      25            JUDGE HOSEY:  Okay.  Thank you.
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       1            MR. MELNICZAK:  So the difficulty in the 

       2   compliance for -- for an asset manager like Janus is they 

       3   would have to look to each of its hundreds if not 

       4   thousands of customers and identify where each of their 

       5   shareholders are.  And to the extent any of them are 

       6   located in California, they would have to determine the 

       7   portion of receipts they received from their customer 

       8   that should be attributed to that -- attributable to that 

       9   shareholder.

      10            That even means if -- for example, if a mutual 

      11   fund service provider had a pension fund in Arkansas, 

      12   which has pensioners throughout the country, they have to 

      13   find where each individual pensioner is located and find 

      14   out if any of them are located in California, what 

      15   portion of receipts should be attributable to that.  

      16            That's a pretty burdensome process, and the FTB 

      17   knew it would be a burdensome process because they 

      18   received comments to that effect.  They received comments 

      19   from taxpayers in the community noting that this would be 

      20   burdensome and perhaps a census method would be an easier 

      21   way to comply with the regulation.  

      22            They received comments noting that there are 

      23   certain types of asset manager receipts, which are 

      24   received through financial intermediaries, sometimes 

      25   called omnibus accounts, and for these the asset manager 
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       1   is one additional level removed from the shareholder.  So 

       2   it's even more difficult to identify where the 

       3   shareholder is.

       4            Commenters also mentioned the fact that 

       5   sometimes asset managers provide asset managing services 

       6   on a subadvisor basis, meaning these advisory services 

       7   are performed for another asset manager, and again, 

       8   they're one additional level removed from the 

       9   shareholder.

      10            So it makes it really hard to track where the 

      11   shareholders are.  So even though the FTBA received those 

      12   comments, they essentially ignored them, and in the 

      13   impact statement they simply stated that the total cost 

      14   of complying would be zero dollars.  And it just doesn't 

      15   show adequate respect for the process to say that, after 

      16   all those comments and all those burdens, the cost of 

      17   complying would be zero dollars.

      18            A second problem with the impact statement is 

      19   the fact that the FTB reported the tax effect on 

      20   taxpayers in net terms, rather than gross terms.

      21            Now, the purpose of this portion of the impact 

      22   statement, under the APA rules, is to show the potential 

      23   of an adverse economic impact on California businesses.  

      24            So it is the FTB's responsibility to articulate 

      25   the economic effect on all mutual fund service providers 
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       1   who would be subject to an increase of tax under the Dash 

       2   14 regulation, but the FTB simply reported the tax effect 

       3   on a net basis, which ended up being relatively small.  

       4   If you look at the -- if you look at the impact 

       5   statement, that the net effect was only $10 million, but 

       6   the problem with that is it disguised the fact that there 

       7   were very big winners and losers under the regulation.  

       8            To be clear, there was one cohort of taxpayers 

       9   who would pay a lot more tax under the regulation, and 

      10   there's another cohort of taxpayers who would pay --

      11            (Reporter clarification)

      12            MR. MELNICZAK:  A cohort, a group of tax -- 

      13   there would be one group of taxpayers.

      14            (Reporter clarification)

      15            MR. MELNICZAK:  I'm sorry.  C-O-H-O-R-T.

      16            My apologies.

      17            As a result of the regulation, there would be 

      18   two different groups of taxpayers.  There would be one 

      19   group of taxpayers who would pay more tax as a result of 

      20   the regulatory change, and there would be another group 

      21   of taxpayers who would pay less tax. 

      22            So the fact that the tax effect was only 

      23   referred on net terms disguises this change.  For 

      24   example, the group of taxpayers who would be paying more 

      25   tax could perhaps be paying $100 million per year in 
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       1   additional tax, whereas the other group of taxpayers who 

       2   are paying less tax, they could end up seeing a $90 

       3   million tax reduction.  

       4            So it's easy to look at that and compare the 

       5   $100 million with the $90 million, and say well, the net 

       6   effect is only $10 million.  It looks relatively small.  

       7   But again, the purpose is to show the adverse -- 

       8   potential adverse economic impact on certain taxpayers, 

       9   and by merely reporting it on net -- on a net basis, it 

      10   disguised the effect of that big tax increase for -- for 

      11   the group of taxpayers who would be paying, in my 

      12   example, $100 million of additional tax.  

      13            And the FTB had to put those -- those taxpayers 

      14   who were paying more tax, the FTB had a duty to put them 

      15   on notice that they would be seeing a large increase so 

      16   that they would have an opportunity to respond to the 

      17   comment period.  And the FTB simply didn't do that in its 

      18   impact statement.

      19            And the California Supreme Court has 

      20   acknowledged the importance of the impact statement.  

      21   There's a case called Western States, which we cited in 

      22   our brief, in which the supreme court invalidated a Board 

      23   of Equalization regulation because its Economic Impact 

      24   Statement was opaque and unreasonable.  And in that 

      25   decision, the Court acknowledged that there was a heavy 
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       1   burden on the agency, but that an opaque calculation just 

       2   doesn't cut it.  The taxpayer has to be put on notice.  

       3   The taxpayers who are paying more tax must be put on 

       4   notice.

       5            So that's our first argument that, back when the 

       6   statute was promulgated in 2007, the FTB didn't comply 

       7   with the APA.

       8            Our second argument is that, even if the APA -- 

       9   the FTB did comply with the APA, back in 2007, the 

      10   regulation is invalid now, because when the statute was 

      11   changed, in 2013, to provide for market sourcing, the FTB 

      12   did not make a finding of distortion relative to that new 

      13   market sourcing statute. 

      14            Now, under the Microsoft case, in order to prove 

      15   distortion, the burden is on the party who is seeking to 

      16   invoke Section 25137.  So initially promulgating a 

      17   regulation, the burden there would be on the FTB to show 

      18   whether there is adequate distortion sufficient to invoke 

      19   its 25137 regulatory powers.

      20            So the FTB must prove, by clear and convincing 

      21   evidence, that the standard formula is not a fair 

      22   approximation and that its proposed alternative is 

      23   reasonable.

      24            Now, to the FTB's credit, they did make an 

      25   effort to show distortion back in 2007, as I mentioned, 
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       1   under the cost performance rule.  And if you look through 

       2   the regulatory file, there were three reasons in 

       3   particular why the FTB, and many commenters, found the 

       4   cost performance rule to be distortive, and I have listed 

       5   some of them on this chart right here.  

       6            I'm going to turn to the next page on our chart 

       7   here because I do want to highlight the three different 

       8   reasons that the FTB found the cost performance rule to 

       9   be distortive.

      10            JUDGE HOSEY:  I think we're losing your mic a 

      11   little bit too.  Just make sure it -- yeah, when you turn 

      12   your head, sometimes it doesn't catch.

      13            MR. MELNICZAK:  Thank you.

      14            So as you can see here from the chart, we 

      15   highlighted the three different ways in which the FTB had 

      16   found the cost performance rule to be distortive.

      17            The first problem with the cost performance rule 

      18   is that it resulted in most or all receipts going to one 

      19   single state.  That's because under the cost performance 

      20   rule, you simply look to where the services are 

      21   performed, and for many asset managers, most or all of 

      22   that activity occurs in a single state.

      23            So for many commenters in the draft regulation, 

      24   as you may have seen, many of them are California based 

      25   and they perform most or all of their services in 
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       1   California, and they said this results in all of -- all 

       2   of our receipts going to one state.  

       3            Meanwhile, you have out-of-state mutual fund 

       4   service providers who perform their services in other 

       5   states.  They would have a zero factor, whereas these 

       6   California companies would have a 100 percent factor.  

       7   Many commenters found this to be distortive.

       8            The second problem with the cost performance 

       9   rule is that it didn't adequately reflect market as the 

      10   founders of UDITPA had intended.  For example, it was 

      11   noted in the reg file that the founders of UDITPA, such 

      12   as William Pierce, who is frequently cited, they had 

      13   viewed the purpose of the sales factor as to be given 

      14   weight to the marketplace.  

      15            And in defining what the term "marketplace" 

      16   means, there's frequently a particular focus given on the 

      17   contribution of the customer.

      18            And again, cost performance doesn't do this.  

      19   Cost performance gives no regard to where the customer 

      20   is.  It merely looks to where the services are performed.

      21            And the third problem with the cost performance 

      22   rule is that it was merely duplicative of the property 

      23   and payroll factors.

      24            Again, prior to 2013, California had 

      25   three-factor apportionment, and because cost performance 
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       1   merely looks to where the services are performed, 

       2   naturally, of course, that coincides with where 

       3   taxpayers' offices and where their payroll are.  So in 

       4   many cases, cost performance would merely duplicate that.

       5            And again, this was what -- contrary to what the 

       6   sales factor was intended to do.  The sales factor was 

       7   intended to give balance to the other factors, not merely 

       8   duplicate it.

       9            So again, all these concerns were relevant to 

      10   the general statute that was effect in 2007, which is 

      11   source receipts based on cost performance, and which also 

      12   had a property and a payroll factor.

      13            And again, to the FBA's credit, they did make an 

      14   effort to show distortion back in 2007.

      15            However, none of that matters today, because in 

      16   2013, when Section 25136 was amended to provide for 

      17   market sourcing, the FTB did not make a similar showing 

      18   of distortion.

      19            Another change, that happened in 2013, is 

      20   California eliminated the property and payroll factors 

      21   and switched to single factor sales apportionment.

      22            So if you look at the -- the thing about 

      23   distortion that we mentioned earlier under the cost 

      24   performance rule, the FTB did not evaluate whether that 

      25   distortion continued to exist under the new market 
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       1   sourcing rules.  The FTB simply included in its update of 

       2   its market sourcing regs, in 2013, that the Dash 14 

       3   rules apply.

       4            And again, the sole reason the FTB even had the 

       5   authority to promulgate the Dash 14 regulation is because 

       6   it found distortion under the statute.  So it's clear 

       7   they have to find distortion under this statute, as well.

       8            And if the FTB were to conduct this distortion 

       9   analysis under the new market sourcing statute, the same 

      10   showing of distortion couldn't be made because none of 

      11   these three factors that were present, back in 2007, are 

      12   present under the market sourcing statute.

      13            Again, the first problem with COP is that it 

      14   resulted in all receipts going to a single state.  That's 

      15   not the case under market sourcing.  The taxpayer here, 

      16   Janus Capital Group, has taxpayers all across the 

      17   country, including a significant number in California, 

      18   and we'll talk about that during the closed session.

      19            So there's not simply an issue that under the 

      20   new approach all receipts will go to one state, rather 

      21   under market sourcing, you look to where the purchaser 

      22   receives the benefit, and again, Janus has purchasers all 

      23   over the country.

      24            Again, the second objection with cost 

      25   performance is that it didn't reflect market.  Well, 
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       1   market sourcing does reflect market now.  Again, market 

       2   sourcing looks to where the purchasers are and Janus's 

       3   market, which is its purchasers, are located all across 

       4   the country.

       5            And finally, the third objection, which is that 

       6   the cost performance rule was duplicative of property and 

       7   payroll, that's no longer a problem, because first of 

       8   all, there is no longer a property and payroll factor.  

       9   It's single factor.  

      10            And secondly, market sourcing is not duplicative 

      11   of property and payroll because, again, it looks to where 

      12   the purchasers are.  It doesn't look to where the 

      13   services are performed.

      14            So essentially the entire basis on which the FTB 

      15   concluded there was distortion under the old cost 

      16   performance rule doesn't exist under the new market 

      17   sourcing statute.

      18            So not only could the FTB not find distortion 

      19   under the new market sourcing rules, the FTB didn't even 

      20   make an effort to show distortion under the new market 

      21   sourcing rules.  There was no analysis, during the 2013 

      22   switch to market sourcing, like there was in 2007, under 

      23   the cost performance rule.

      24            Now, when the statute changes, the FTB doesn't 

      25   get to keep its old ruling.  If you look at the language 
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       1   of 25137, the statute, it says that the FTB may oppose an 

       2   alternate method if the allocation and apportionment 

       3   provisions of this act do not fairly represent a 

       4   taxpayer's activity.  

       5            It doesn't refer to some prior act in the past.   

       6   It refers to apportionment of this act.

       7            So the FTB needs to do this analysis to show 

       8   distortion any time a new statute is passed or if it's 

       9   changed in a meaningful way that alters the prior 

      10   distortion analysis.

      11            Otherwise, if the FTB were not required to do 

      12   this, a regulation would essentially be grandfathered 

      13   into existence whenever it was promulgated.  And that 

      14   would mean that California's voters, or the legislature, 

      15   could never change the law unless the FTB agreed to it.

      16            So under the FTB's position, if Dash 14 were to 

      17   survive the statutory change from cost performance to 

      18   market without any further showing of distortion, that 

      19   would mean that California's legislature, or the voters, 

      20   could never change the law.

      21            Now, if the FTB does have the view that market 

      22   sourcing is distortive, and -- the FTB may seek to invoke 

      23   its 25137 powers in the future to try to establish that 

      24   the current market sourcing statute is distortive and 

      25   perhaps seek an alternate method like the Dash 14 method, 
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       1   but the FTB would need to actually prove distortion.  

       2            If you look at the Fluor case and the Amarr 

       3   case, it's clear that the party seeking to invoke  

       4   Section 25137 would have the power of showing distortion.  

       5            And here, the FTB would have the burden of 

       6   showing that 25136 is distortive and that -- they would 

       7   have the burden of advocating for a new method.  They 

       8   can't simply rely on a prior finding of distortion that's 

       9   not applicable today.

      10            Thus, the FTB hasn't shown that the market 

      11   sourcing rule is distortive and hasn't met its burden 

      12   under 25137.  Therefore, Dash 14 is invalid.  

      13            And I'd like to reserve any remaining time for 

      14   rebuttal.

      15            JUDGE HOSEY:  Okay.  Thank you, Mr. Melniczak.

      16            I'm just going to check in with our reporter.

      17            Would you like to take a break before we -- 

      18   okay.

      19            We're going to take a 10-minute break before we 

      20   come back and have the Franchise Tax Board presentation 

      21   on the same Issue 2.  That will be 10:35.  Thank you.

      22            (A break was taken)

      23            JUDGE HOSEY:  Thank you.  We are back on the 

      24   record for Janus Capital Group Inc., and Subsidiaries.  

      25   We are resuming with Issue 2, moving to Respondent, 
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       1   Franchise Tax Board.  

       2            Ms. Smith, are you making a presentation?

       3            MS. SMITH:  Yes.

       4            JUDGE HOSEY:  Okay.  Please begin when you're 

       5   ready.  Thank you.

       6            MS. SMITH:  Thank you.  

       7            As my colleague stated earlier, it's 

       8   Respondent's position that the OTA does not have 

       9   jurisdiction to invalidate a regulation.  

      10            Nevertheless, if your office does determine it 

      11   has jurisdiction to invalidate a regulation, it should 

      12   not invalidate Regulation 25137-14 because Appellant 

      13   failed to show that Dash 14 should be invalidated.

      14            Appellant failed to show that the APA was not 

      15   complied with during its promulgation and failed to show 

      16   that it is not standard apportionment for Appellant after 

      17   California's change to market-based sourcing in 2012.

      18            We'll go through both of these arguments one-by-

      19   one.  First, the APA.  

      20            Appellant hasn't met its burden to demonstrate 

      21   that the APA wasn't complied with, and it can't because 

      22   the APA was complied with.  Government Code        

      23   Section 11343.6 provides that, once a regulation is filed 

      24   with a Secretary of State, it's presumed that the APA was 

      25   complied with.  
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       1            And this makes sense because in order to file at 

       2   the Secretary of State, the regulation has to go through 

       3   multiple reviews by state agencies.  The Department of 

       4   Finance being one, and the Office of Administrative Law 

       5   being the other.

       6            So here we know that Dash 14 was filed with the 

       7   Secretary of State.  We submitted Exhibit J, which is the 

       8   Rule Making File for that regulation.  It's Form 400.  

       9   And you can see in the top right corner, there's a stamp 

      10   from the Secretary of State.

      11            So we know that, again, the APA is presumed to 

      12   be complied with.

      13            So Appellant really begins in a difficult 

      14   position when it states that, nevertheless, despite this 

      15   filing, despite the review by multiple state agencies 

      16   that, nevertheless, the Economic Impact Statement, which 

      17   is part of the APA requirements, was insufficient.  

      18            And it's unable to meet its burden to 

      19   demonstrate that the APA was not complied with.

      20            To understand the role of the Economic Impact 

      21   Statement in the APA, it's really helpful to actually 

      22   understand the purpose of the APA itself.

      23            Now, the California Supreme Court has stated in 

      24   Western States Patrolling Association versus Board of 

      25   Equalization that the purpose of the APA is to provide 
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       1   meaningful public participation in the development of 

       2   agency regulations and to provide a record for effective 

       3   judicial review.  

       4            It does this in two ways.

       5            First, it provides basic minimum procedural 

       6   requirements, which allow interested parties to provide 

       7   statements and arguments regarding the regulation.  And 

       8   also calls on the agency to review all the -- relevant 

       9   matter, excuse me, presented to it.

      10            Two, it also provides that any interested party 

      11   may obtain, in Superior Court, a judicial declaration as 

      12   to the validity of any regulation.

      13            So essentially the function of the APA really is 

      14   meaningful public participation in the development of 

      15   regulations and for the ability for interested parties to 

      16   obtain a judicial declaration as to their validity in 

      17   Superior Court.

      18            So circling back to -- circling back to the 

      19   Economic Impact Statement.  What's it's role in this?

      20            Well, it does form part of the requirements of 

      21   the administrative record.  So we're talking about that 

      22   record for effective judicial review, but also it 

      23   provides a basis for meaningful public participation in 

      24   the development of the regulation.

      25            We know that the Economic Impact Statement is 
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       1   intended to be an initial determination, so an initial 

       2   determination, that the regulation will not have a 

       3   significant adverse economic impact on business, and 

       4   specifically, California enterprises.

       5            Statutorily, it requires that agencies 

       6   promulgating regs consider certain issues.  There's a 

       7   list of them.  Effect on creation or elimination of jobs 

       8   in California, impact on housing costs, et cetera.  

       9            And actually there's a form, a government Form 

      10   399, which was developed to ensure that agencies, like 

      11   the Franchise Tax Board, when it is promulgating 

      12   regulations, to address each of these statutory 

      13   requirements.

      14            What more do we know about the Economic Impact 

      15   Statement?  

      16            Well, we know it may not be exhaustive or 

      17   conclusive, and the agency need not assess or declare all 

      18   adverse economic impact anticipated.

      19            In fact, failure to comply with every procedural 

      20   facet of the APA does not automatically invalidate a 

      21   regulation.

      22            A court may declare the regulation invalid only 

      23   for substantial failure to comply with the act.  

      24            Substantial compliance in regards to this means, 

      25   where there is compliance as to all matters of substance, 
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       1   then technical deviations are not to be given the stature 

       2   of noncompliance.  Substance prevails over form.

       3            Now, here, FTB has done all that was required by 

       4   the APA and more.  First, you can take a look at the Form 

       5   399, which is statutorily required inquiries are included 

       6   on that form, 399.  And FTB filled out that form 

       7   completely and supported it with statements and 

       8   testimony.  

       9            And you can find that at Exhibit 3 of the Rule 

      10   Making File, and the Rule Making File itself was 

      11   helpfully provided as Appellant's Exhibit 4.

      12            And in its testimony, Franchise Tax Board's 

      13   testimony supporting its determinations, it made a few 

      14   important notes.

      15            The first was the inherently limited reach of 

      16   the regulation.  It affected only how mutual funds 

      17   service providers apportion income.

      18            Secondly, and importantly, Regulation Dash 14 

      19   was a codification of FTB's then current policy.  So Dash 

      20   14 was a codification of how many in-state taxpayers, 

      21   California taxpayers and businesses, mutual fund service 

      22   providers were already filing.  

      23            And you can see this on Statement 3 of the 

      24   Economic Impact Statement, as well as the initial 

      25   Statement of Reasons that FTB filed.
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       1            Now, many in-state taxpayers were already filing 

       2   this way because these taxpayers filed variance requests 

       3   with the Franchise Tax Board, under Section 25137.  And 

       4   the method adopted eventually, by Dash 14, applied the 

       5   method already used in those various requests.

       6            So thus, based on this testimony, in the 

       7   Economic Impact Statement, the impact was expected to be 

       8   minimal or nonexistent overall in-state, and the 

       9   implementation of the reg, of course, were not expected 

      10   to affect housing or health, safety of California workers 

      11   because its inherent -- inherently, excuse me, limited 

      12   nature, but also it wasn't particularly expected to 

      13   affect competitive or California businesses because many 

      14   of those businesses were already impacted due to the 

      15   approved variance requests applying the Dash 14 method.

      16            So you can see that under the Form 399, that FTB 

      17   filled -- fulfilled the four corners of the APA scheme, 

      18   but in addition, if you look at the Rule Making File, you 

      19   can see that it's replete with evidence, additional 

      20   evidence, showing that Respondent diligently assessed the 

      21   economic impact of this regulation.  

      22            Some highlights of the record demonstrate this.  

      23            There is a letter from FTB's executive officer 

      24   providing the method that FTB used to determine the tax 

      25   impact upon taxpayers.  FTB generated an in-depth 
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       1   economic study to gauge that impact.  It took a random 

       2   stratified sample of corporate taxpayers, screened that 

       3   sample to include only those taxpayers that appeared to 

       4   be in the mutual funds service provider industry, then 

       5   went to the actual tax returns, looked at them to ensure 

       6   that these taxpayers were in the mutual fund service 

       7   provider industry, and then it compared their As Filed 

       8   apportionment percentages to what that apportionment 

       9   percentage would be under the new regulation.

      10            And not only did it engage in this in-depth 

      11   economic study, but then there was a lot of informed 

      12   discussion and consideration amongst interested parties 

      13   in the Franchise Tax Board regarding this study.  

      14            There was a third party, for instance.  

      15            An economic analyst named Mr. Romero, and he was 

      16   sponsored by four mutual fund service providers to 

      17   conduct a study.  And his results were quote, "quite 

      18   close," to the FTB's results.  Where FTB came up with a 

      19   $10 million impact, Mr. Romero, his study concluded that 

      20   there would be a $12.6 million impact.  

      21            And, of course, he did concede that, because FTB 

      22   source data was actual taxpayers, that that would be the 

      23   better basis for a study.

      24            So again, not only was there an economic study 

      25   conducted, but in-depth discussion and consideration 
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       1   amongst interested parties and the Franchise Tax Board.

       2            Further, Respondent went beyond this initial 

       3   study and provided, actually, a supplemental economic 

       4   analysis.

       5            Respondent carefully studied a third economic 

       6   analysis provided by an interested party and it noted, in 

       7   detail, why the competing analysis was flawed.

       8            So you can see that there was a lot of informed 

       9   discussion on the economic impact of this regulation.

      10            Now, specifically, Appellant mentions compliant 

      11   costs, and states incorrectly that FTB ignored or did not 

      12   consider compliance costs when it promulgated Regulation 

      13   Dash 14.

      14            First, FTB provided testimony in its Economic 

      15   Impact Statement and its initial statement of reasons 

      16   that the regulation was an implementation of then current 

      17   policy.  So an initial determination -- an initial 

      18   determination on the impact -- as to the impact of this 

      19   regulation, logically, wouldn't anticipate much in the 

      20   way of compliance costs.

      21            Also, the record further addresses compliance 

      22   costs.  Although taxpayers stated that interested parties 

      23   mentioned that the draft language would be very 

      24   burdensome because they'd have to locate shareholders, 

      25   which may provide difficult.  
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       1            Instead of ignoring that, as Appellant states, 

       2   instead they modified the language of the regulation.

       3            If you look at Subsection (b)(1)(A)(1), for 

       4   instance, it provides that if the taxpayer doesn't know 

       5   that location, then a mutual service fund provider may 

       6   use any reasonable basis to determine the proper location 

       7   of assignment.  

       8            That was specifically addressed in the Rule 

       9   Making File, and that perceived compliance burden was 

      10   much eliminated, essentially, by this added layer of 

      11   extreme flexibility.

      12            Furthermore, although the taxpayer states that 

      13   the $10 million tax increase is -- because it was 

      14   proposed at -- or, explained that it was a net figure, 

      15   and therefore that the regulation should fail the APA 

      16   requirements, the fact is that FTB did actually put 

      17   taxpayers on notice.  It did say, in Statement 3 of its 

      18   Economic Impact Statement, the testimony does provide 

      19   that $10 million number but also notes that some 

      20   taxpayers would see an increase in their sales factor 

      21   while other taxpayers would see a decrease in their sales 

      22   factor.

      23            So the idea is that, when taxpayers are reading 

      24   this initial statement, they understood that the $10 

      25   million was presented at net and that some taxpayers 
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       1   would see an increase in their tax liability and some 

       2   would see a decrease in their tax liability.

       3            So as you can see, Respondent's compliance with 

       4   the APA, particularly in regards to the Economic Impact 

       5   Statement, is beyond question.  But even if your office 

       6   decides that some portion of the record did not meet APA 

       7   requirements, you know, despite the fact that they were 

       8   completed and approved Forms 399 and 400, you know, 

       9   despite the economic study described and the supplemental 

      10   economic study engaged in and despite the in-depth 

      11   discussion amongst interested parties and the FTB 

      12   regarding the regulations economic impact -- 

      13            JUDGE RIDENOUR:  Excuse me.  Can you slow down 

      14   just a tad, please?  Especially when you read.  I'm the 

      15   same.  So I understand.

      16            MS. SMITH:  Yes.  No problem.  I apologize.  

      17            So even if your office does decide that some 

      18   portion of the record did not meet APA requirements, 

      19   remember that failure to comply with every facet, a 

      20   procedural facet of the APA, does not automatically 

      21   invalidate a regulation.  

      22            The Court may declare the regulation invalid 

      23   only for a substantial failure to comply with the act.

      24            Here, not only was the black letter law of the 

      25   APA followed, but FTB fulfilled the spirit of the APA, 
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       1   which was to create meaningful participation by 

       2   interested parties in the regulations development and to 

       3   create a robust administrative record in cases of 

       4   judicial review.

       5            So Dash 14 should not be invalidated because it 

       6   did, in fact, meet the APA's requirements.

       7            Appellant also makes an additional argument.  

       8            Although Appellant argues that Regulation Dash 

       9   14 does not apply after 2012, because the generic rule 

      10   for assigning services at Section 25136 changed with the 

      11   passage of Proposition 39 in 2012, the OTA's own recent 

      12   precedential decision demonstrates that this is not true.

      13            Your office, in the end of 2021, released the 

      14   precedential decision Appeal of Amarr.  And that case 

      15   states that, when the FTB passes a special regulation 

      16   under Section 25137, its rules are standard 

      17   apportionment for those taxpayers whose circumstances 

      18   match those that are in the regulation itself.

      19            Your office decided this nine years after 

      20   market-based sourcing was passed, and the decision 

      21   addressed the year 2013, when market-based rules were in 

      22   effect.

      23            So we already know what the law is post the 

      24   implementation of market-based sourcing rules because 

      25   your office has told us that special regulations continue 
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       1   to be standard apportionment when the circumstances 

       2   described in the special rule fit the taxpayer's 

       3   particular situation.

       4            Now, here, Regulation Dash 14 controls because 

       5   it is uncontested that the circumstances match 

       6   Appellant's situation.  An Appellant must apply 

       7   Section -- or, excuse me, Regulation 25137-14, as it did 

       8   in its original returns for the years at issue.

       9            Now, if Appellant wishes to pursue the argument, 

      10   it has the Government Code to look to, to provide a 

      11   remedy, as noted by my colleague.  

      12            Appellant says California could never change the 

      13   law if -- if we continue to apply Dash 14, despite the 

      14   change in Regulation -- or, Statue 25136, but that is not 

      15   true and we know that because there is a remedy, at 

      16   11349.8, in the Government Code.  

      17            It provides that, if any statute is changed, 

      18   such that the statutory authority for a regulation has 

      19   been repealed or becomes unaffected -- ineffective, 

      20   Appellant's remedy is to notify the AOL (sic).  

      21            The AOL (sic) will review, ask the agency that 

      22   promulgated the regulation questions to defend its 

      23   position.  It will make a determination, but then the 

      24   state legislature and the governor's office have a final 

      25   say on whether OAL's decision stands.
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       1            So, in short, Dash 14 still applies, despite the 

       2   fact that we are now operating in market-based sourcing 

       3   years.

       4            And furthermore, if Appellant wishes to continue 

       5   to pursue the argument that it does not because 25136, 

       6   that section changed, its remedy is with the Office of 

       7   Administrative Law and the Governor's office.

       8            This on concludes our presentation on 

       9   jurisdiction, and -- well, it was earlier, and the 

      10   regulation's validity.  

      11            Thank you.

      12            JUDGE HOSEY:  Thank you for your presentation, 

      13   Ms. Smith.

      14            I'm going to go ahead and go back to Appellants.

      15            Would you like to respond to the Franchise Tax 

      16   Board's presentation?

      17            MR. MELNICZAK:  Yes, please.

      18            JUDGE HOSEY:  Go ahead when you're ready.

      19            MR. MELNICZAK:  I'd like to address the comments 

      20   regarding the APA first, and then I have a comment 

      21   regarding the switch to market sourcing in 2013.

      22            First, regarding the validity of Dash 14, with 

      23   respect to the APA.  

      24            As the FTB correctly notes, the purpose of the 

      25   APA was meaningful public participation.  But 
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       1   participation is not meaningful if comments are simply 

       2   ignored.

       3            As we noted, there were many comments about the 

       4   burdensome requirements.  There were some comments 

       5   that -- requesting that a census approach be used or that 

       6   a different approach be used for receipts through 

       7   financial intermediaries.

       8            Now, the FTB just rejected those comments and 

       9   the FTB did not incorporate them in the final regulation.

      10            It's also not -- the public participation is not 

      11   meaningful if it's opaque or if it's not clear to 

      12   taxpayers what the burden is.  

      13            And with respect to the net cost, merely 

      14   reporting the cost to taxpayers on a net basis, again, is 

      15   opaque because, as the FTB noted, there was a separate 

      16   report done by Mr. Romero, but that report was not 

      17   reported on the impact statement, and that report again 

      18   only reported the receipts on a net basis.

      19            And to be clear, our dispute is not about the 

      20   distinction between the $10 million on the impact 

      21   statement and the $12 million in Mr. Romero's analysis.  

      22            If that were the case, surely it would be tough 

      23   to overcome the FTB's argument that they are in 

      24   substantial compliance with the APA.  The dispute is 

      25   between the $10 million on a net basis and, in my example 
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       1   earlier, between the winners and losers, that potential 

       2   $100 million cost that would be borne by the taxpayers 

       3   who were made worse off by the regulation.  

       4            And by disguising that amount and only putting 

       5   that amount on the net basis, it doesn't invite 

       6   meaningful public participation, as the APA is required 

       7   to do, because it doesn't make taxpayers fully aware of 

       8   that and make them fully available for comment.

       9            (Reporter clarification)

      10            MR. MELNICZAK:  It doesn't give taxpayers the 

      11   opportunity to be put on notice that the regulation 

      12   affects them by only reporting the tax effect on a net 

      13   basis because you'd have taxpayers who, again, might have 

      14   a $100 million tax burden but they see that the net 

      15   effect is only $10. 

      16            Again, that disguises it, and it doesn't 

      17   encourage that participation, if they don't know the full 

      18   effect borne by taxpayers.

      19            JUDGE RIDENOUR:  Excuse me.  Are you having 

      20   trouble hearing?

      21            MR. MELNICZAK:  My apologies.

      22            JUDGE RIDENOUR:  So just again, mic close. 

      23            Thank you.

      24            MR. MELNICZAK:  I also wanted to address the 

      25   comment made regarding the Amarr case, and the extent to 
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       1   which the burden is on the FTB versus a taxpayer when 

       2   invoking Section 25137.

       3            Now, when the statute changes, the burden is on 

       4   the FTB.  It's clear that, again, if a valid regulation 

       5   is in effect, Amarr does state that a taxpayer seeking to 

       6   deviate from that regulation, that taxpayer is the one 

       7   invoking Section 25137, and that taxpayer is the one 

       8   required to show distortion.  But that's only if there is 

       9   a valid regulation in effect.

      10            So in this case, if Janus Capital Group were to 

      11   bring a claim for periods prior to 2013 and argue against 

      12   the validity of Dash 14, they would -- they would have 

      13   the burden of showing distortion because they would be 

      14   the ones invoking Section 25137.

      15            But if there is no valid regulation in effect, 

      16   the FTB would be the party who needs to show distortion 

      17   because they would be the ones who are deviating from the 

      18   statutory provision, which in this case is the market 

      19   sourcing statute under Section 25136.

      20            The FTB can't simply rely on its prior showing 

      21   of distortion because 25137 requires -- again, requires a 

      22   showing that the allocation and apportionment provisions 

      23   of this act don't fairly represent a taxpayer's business 

      24   activity, not a prior act in the future. 

      25            And simply put, the current statute is not 
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       1   distortive.  The FTB has not made any attempt to show 

       2   it's distortive.  Therefore, it does not have any valid 

       3   powers, under Section 25137, to promulgate or enforce a 

       4   regulation that conflicts with the statute.

       5            And again, otherwise, if they do not have that 

       6   power, that existing -- taxpayers would not have a remedy 

       7   through this office to pursue a claim for refund because 

       8   the FTB would -- would simply say that its existing 

       9   regulation is still in effect.

      10            I don't have any other comments.

      11            JUDGE HOSEY:  Thank you, Mr. Melniczak.  I'm 

      12   going to move to the panel to see if there's questions on 

      13   either Issue 1 or 2.

      14            Moving to Judge Ridenour.  Any questions?  

      15            JUDGE RIDENOUR:  No questions.  Thank you.

      16            JUDGE HOSEY:  Thank you.

      17            Judge Akopchikyan?

      18            JUDGE AKOPCHIKYAN:  Yes, I have a few questions.  

      19   I'll start with Issue 1.  

      20            It's a question, I guess, for both parties, but 

      21   we'll start with Appellant.  

      22            Do you think the analysis for Issue 1 is the 

      23   same for situations where, on one hand, OTA is asked to 

      24   declare a regulation invalid on the basis that the tax 

      25   agency did not follow the requirements of the 
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       1   administrative procedure act, which would require an OTA 

       2   panel to understand and apply the APA, and on the other 

       3   hand, situations where OTA is asked to declare a 

       4   regulation invalid on the basis that it conflicts with 

       5   the tax statute or that requirements of a tax statute 

       6   were not followed, such as showing distortion, which 

       7   involves tax law?

       8            Start with Appellant, please.

       9            MR. FIX:  Sure.  Thank you.  

      10            I think the answer is yes.  The analysis as to 

      11   both of those scenarios involve interpretation of whether 

      12   or not a regulation is valid.  The regulation at hand is 

      13   the tax, although it needs to be interpreted whether it's 

      14   valid or not.

      15            The analysis as to whether or not the OTA has 

      16   jurisdiction to invalidate that regulation, under both 

      17   scenarios, is governed by Yamaha and Western States, in 

      18   the sense that you need to first make a determination as 

      19   to whether or not this is a quasi-legislative regulation 

      20   or an interpretative one.  And so under both scenarios, 

      21   you would end up with it being an interpretative because 

      22   the FTB did not have delegation of quasi-legislative 

      23   powers because there is an underlying enforceable legal 

      24   standard under 25136, which states how to source service 

      25   receipts to the benefit location to the purchaser.  
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       1            Both allow the OTA to look into the underlying 

       2   requirements as to whether or not a regulation is valid, 

       3   so I do not think that there is anything that would 

       4   preclude the OTA from reviewing it as long as you've 

       5   determined, according to Talavera, that you have an 

       6   interpretative regulation at hand.

       7            JUDGE AKOPCHIKYAN:  Thank you.

       8            MS. MOSNIER:  And probably not surprisingly, you 

       9   would hear from the Franchise Tax Board that the answer 

      10   to your question, Judge Akopchikyan, is no, that it does 

      11   not matter whether a challenge would be to compliance 

      12   with the Administrative Procedures Act when clearly the 

      13   Office of Tax Appeals, which is staffed with tax experts, 

      14   would be asked to interpret the Administrative Procedures 

      15   Act, which is not typically within the body of tax law 

      16   knowledge and certainly not housed even in the Revenue 

      17   Taxation Code.

      18            But also, even if it has to do with determining 

      19   that a regulation is invalid, say, as applied, there is 

      20   no distinction in the Administrative Procedures Act that 

      21   would allow a determination of invalidity for either -- 

      22   on either basis.  

      23            We go back to the Liljestrand case where the OTA 

      24   stated clearly that its jurisdiction is limited to its 

      25   enabling legislation.  The Government Code sections 
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       1   authorizing the existence and subject matter areas to be 

       2   addressed by the Office of Tax Appeals do not provide for 

       3   the issuance of declaratory relief, nor do they provide 

       4   for determinations regarding the validity or invalidity 

       5   of a regulation.  And so I think that, obviously, that 

       6   the increase stops there.

       7            And I would note that, with respect to a 

       8   distinction under Yamaha, between a interpretative and 

       9   quasi-legislative regulation, those distinctions are 

      10   important for the Auer, A-U-E-R, deference standard when 

      11   interpreting a regulation.  Because that's what Yamaha 

      12   was about.  It was about interpreting a regulation, and 

      13   that's not what we are here about today.  

      14            We are here about the OTA's authority to 

      15   invalidate a regulation, which is an unrelated issue, and 

      16   Yamaha, in that context, is not particularly relevant, 

      17   perhaps not relevant at all.

      18            And I would note on -- also, with respect to the 

      19   distinction between interpretative or quasi-legislative, 

      20   classification of a regulation, that in, for example, the 

      21   Hajikhani opinion, the OTA did not separate -- did not 

      22   qualify its lack of jurisdiction to determine the 

      23   validity of a regulation.  

      24            It said, on Page 18, that "Such a federal 

      25   standard under the validity of a federal regulation is 
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       1   inapplicable here," it's discussing some -- previously 

       2   some federal cases, "as we are only addressing the 

       3   interpretation of a California regulation."  

       4            "OTA does not have the jurisdiction to determine 

       5   the validity of a California regulation," not a 

       6   California interpretative regulation, not a California 

       7   quasi-legislative regulation.  

       8            Simply, "does not have authority to invalidate a 

       9   California regulation."  

      10            You will find the same language on Page 6 of the 

      11   Bed, Bath and Beyond opinion.

      12            MR. FIX:  May I please respond?

      13            JUDGE AKOPCHIKYAN:  You may.

      14            MR. FIX:  Thank you.  

      15            First, I'd like to address that I'm not 

      16   disagreeing with Respondent as to the ability to provide 

      17   declaratory relief.  11 -- Government Code 11350 says, if 

      18   you would like declaratory relief, you need to go to the 

      19   OAL or to the Court.  

      20            We agree on that.  The problem is that is not 

      21   the only remedy available to taxpayers.  Rather, you 

      22   could also bring action to invalidate a regulation as to 

      23   applied to specific taxpayers, and that is clear by the 

      24   cases that I cited before.

      25            Second, I think it's a little misleading to say 
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       1   that Hajikhani, which is, one, not precedential, but 

       2   again, consistent with the standard that we articulated 

       3   that is in Yamaha, which is very relevant, and which is 

       4   the main source of authority that's cited in Talavera and 

       5   Hajikhani, which is the regulation at issue, and the 

       6   analysis in Hajikhani discusses the fact that regulation 

       7   that was at issue in that case, 19133, was not an 

       8   interpretative because it -- because it does not merely 

       9   interpret the relevant statute, citing Western State's 

      10   case, as well as the Yamaha.

      11            Instead, it is more than that.  And to the 

      12   language that we put on the board, it is -- it is not 

      13   merely interpreting because it adopts language that fills 

      14   the gap to create new language, new legal standard, as to 

      15   when the FTB may add the demand penalty.  

      16            And in Hajikhani you cite the GMRI, Inc., versus 

      17   California Department of Tax and Fee Administration, 2018 

      18   California Appellate case.  That specifically discussed 

      19   this statute and specifically articulated and repeated 

      20   the standard that was set in Yamaha and in Western States 

      21   as to the distinction between the two regulations.

      22            So again, the Hajikhani case is consistent with 

      23   what Appellant is arguing in the sense that the 

      24   regulation at issue and the analysis that OTA took was, 

      25   do we have an interpretative regulation or a quasi-
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       1   legislative one?  And if it is quasi-legislative, which 

       2   it was in this case, the OTA, because it is receiving 

       3   dignity of a statute, according to Yamaha, Western 

       4   States, GMRI, cannot be invalidated by the OTA.  

       5            If you are outside of that category and it's 

       6   interpretative, like in this case, then the OTA does have 

       7   jurisdiction.

       8            And specifically, as I mentioned, the -- there 

       9   is no gap to be filled with respect to how to source 

      10   service receipts.  It's clearly articulated in     

      11   Section 25136 and in Regulation 25136-2.  

      12            According to Yamaha, Western States, GMRI, if 

      13   you remove the regulation at issue, are you left with an 

      14   enforceable legal standard?  

      15            The answer is yes.

      16            The fact that the FTB cites to Section -- 

      17   Revenue Tax Code 19503, as essentially a blank -- blank 

      18   check, that the FTB can just pass regulations whenever 

      19   they want, is contrary to case law and, frankly, 

      20   constitutionally concerning from a separation of powers.  

      21            And that was specifically addressed in the GMRI 

      22   case that said that an administrative agent, an 

      23   administrative agency cannot disguise new law in the form 

      24   of rules and regulations.  Rather, it has to be within 

      25   the statute.
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       1            And the power that was provided by 19503 is a 

       2   general one, general mandate that is provided to any 

       3   administrative agency in California.  If you interpret 

       4   that to mean that you can just pass any regulation you 

       5   want, then there -- then the distinction that the 

       6   California Supreme Court articulated in Yamaha, which 

       7   says there are two types of regulation, is a distinction 

       8   without a difference, which was addressed in -- that 

       9   concern was addressed in Western States by one of the 

      10   justices.

      11            So what you're left with is that you need to 

      12   look to this specific case, and Section 19503, on its 

      13   own, does not answer your question, which bucket you fall 

      14   into.  You then need to look to whether there is a gap, 

      15   and there isn't.

      16            And beyond that, the -- the statute that's cited 

      17   together with 19503, Section 25137, is a limited power 

      18   that, as my colleague, Mr. Melniczak, mentioned can only 

      19   be invoked if there is distortion under the apportionment 

      20   rules under the act.

      21            So the FTB cannot use Section 19503 as a blank 

      22   check to assert what the legislature has been delegated, 

      23   which is to pass statutes.  Not every regulation is a 

      24   statute.  And they admitted that, in Save Mart, when they 

      25   conceded that the regulation at issue was interpretative, 
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       1   even though it relied on the same delegation of power, 

       2   Statute 19503, that they are relying on today for the 

       3   position that it is somehow quasi-legislative.  

       4            So that's it.  Thank you.

       5            JUDGE AKOPCHIKYAN:  Thank you.

       6            MS. MOSNIER:  May I respond?  

       7            JUDGE AKOPCHIKYAN:  You may.

       8            MS. SMITH:  Thank you.

       9            One thing I think we have to keep in mind is 

      10   that, if the OTA were to draw a dividing line between 

      11   authority to invalidate a regulation, quote, "as 

      12   applied," in an individual case or, for example, in toto 

      13   for a lack of compliance with the APA, we have to 

      14   consider -- we have to tease this out a bit and consider 

      15   what remedy rests for the Franchise Tax Board.  

      16            If the OTA erred in its determination, for 

      17   example, that a regulation were interpretative as opposed 

      18   to quasi-judicial -- or, excuse me, quasi-legislative and 

      19   therefore determined that it wasn't entitled to the -- to 

      20   the respect as a statute which can be invalidated, of 

      21   course, only by the legislature or by the courts through 

      22   a determination of validity.

      23            So in the big picture, that is a very important 

      24   factor and consideration.  When you determine the scope 

      25   of the lack of authority to act, remember here, we are 
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       1   not looking for existing authority in finding a carve-

       2   out.  We don't presume authority and find a carve-out.  

       3   You actually have to find authority to act under either 

       4   scenario and none exists.  

       5            And I know that the Appellant has spoken about 

       6   court case law.  There were two other cases Appellant 

       7   mentioned during its general jurisdiction argument that I 

       8   had not been able to locate in the briefing, but I did 

       9   over the short break.  And if I could, I would like to 

      10   respond to those because we didn't have an opportunity 

      11   before today to, and we weren't aware of them and didn't 

      12   have an opportunity to prepare.

      13            The first is with respect to the Stoneham versus 

      14   Rushen case, at 137 Cal.App.3d 729.  It's a 1984 case.  

      15   And an inmate signed a writ of mandate preventing the 

      16   Department of Corrections from implementing certain 

      17   emergency administrative regulations about classification 

      18   of inmates for housing purposes.  

      19            The trial court granted the writ and 

      20   subsequently a preliminary judgment in favor of the 

      21   petitioner, in favor of the inmates.  

      22            And on appeal, that -- the determination that 

      23   those -- the guidance that had not been implemented and 

      24   adopted in compliance with the APA was, in fact, 

      25   essentially an underground regulation, and the judgment, 
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       1   putting implementation of that emergency system of 

       2   classification on hold pending compliance with the APA, 

       3   was affirmed.

       4            There was no issue regarding the ability of a 

       5   state agency to invalidate a regulation in that case.  

       6            Neither was there in the other case Appellants 

       7   discussed, Chas Harney Incorporated versus the State 

       8   Licensing Contractor's Board, a 1952 decision, which is 

       9   found at 238 P.2d 637.  The only issue in that appeal was 

      10   whether the complaint was sufficient to state a cause of 

      11   action.  

      12            It was styled as a declaratory relief action, 

      13   and the appellate court sustained the trial court's 

      14   granting the defendant's motion for judgment on the 

      15   pleadings, and affirmed that there no -- no decisional 

      16   controversy.  

      17            Again, there was no issue regarding the ability 

      18   or power of any state agency to invalidate a regulation 

      19   in that case either.  Thank you.

      20            MR. FIX:  I would like to respond to that.

      21            JUDGE HOSEY:  I was just going to ask, would 

      22   Appellants like to respond to that?  

      23            MR. FIX:  Yes.

      24            I think -- yeah, I think it's interesting that 

      25   the FTB is trying to murky the water with respect to 
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       1   precedent.  The fact that the facts at issue in those two 

       2   cases are different from the one here does not mean that 

       3   it is not good case law and holding with respect to -- in 

       4   both cases, the California Supreme Court and the 

       5   California Court of Appeal looked to the intent behind 

       6   Section 11350.  

       7            And that is the question here; right?  

       8            Because the FTB is arguing that section -- 

       9   Government Code 11350 is the universe of types of 

      10   remedies they can take other than going to the OAL to 

      11   invalidate it.  They're saying, taxpayer, you don't like 

      12   this regulation, either you go to the OAL, or you go 

      13   straight to Superior Court and you ask for declaratory 

      14   judgment.  

      15            And in both these cases, the Court specifically 

      16   addressed the legislative history and intent of 

      17   Government Code 11350, for the -- standing for the 

      18   position that the intent was not, by enacting this 

      19   section, to preclude or limit the available remedies to 

      20   taxpayers, including bringing controversy that would 

      21   invalidate a regulation.  

      22            Thank you.

      23            JUDGE HOSEY:  Okay.  Thank you.  

      24            Were there any other questions you had,     

      25   Judge Akopchikyan?
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       1            JUDGE AKOPCHIKYAN:  I had a few more questions.

       2            JUDGE HOSEY:  Okay.  Go ahead.

       3            JUDGE AKOPCHIKYAN:  I have a question for 

       4   Franchise Tax Board.  

       5            What do you think the OTA should do if a    

       6   panel -- we get an appeal, hypothetical, and a panel 

       7   decides that there's a statute directly on point and 

       8   points to a certain outcome and then there is an 

       9   interpretative regulation that point to a different 

      10   outcome and that is the basis for the Franchise Tax Board 

      11   assessment?  

      12            The panel thinks -- is the panel allowed to 

      13   follow the statute and apply the statute in that case?

      14            MS. MOSNIER:  I hesitate to offer an opinion on 

      15   a hypothetical, principally because I just don't have the 

      16   opportunity to percolate it, let it percolate through 

      17   and -- and think about it.  But I think at the end of the 

      18   day, the OTA always has to come back to the limits of its 

      19   jurisdiction.  And there will be -- and there have 

      20   been opinions for various reasons having nothing to do 

      21   with the Administrative Procedures Act or regulation, 

      22   where the OTA has held that it does not have jurisdiction 

      23   to act.  

      24            And so I just -- I am uncomfortable opining one 

      25   way or the other except to know that it --
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       1            JUDGE AKOPCHIKYAN:  I understand.

       2            MS. MOSNIER:  It's something worth considering 

       3   in another setting.

       4            JUDGE AKOPCHIKYAN:  Okay.  Thank you.

       5            I have a question for Appellant.  I just want to 

       6   clarify on Issue 2.  

       7            Throughout the briefing, the term "conflict" is 

       8   used for the Dash 14 regulation and Section 25136 of the 

       9   statute.  But in the oral presentation today, it seems 

      10   like the basis for asking that we declare the regulation 

      11   invalid is really two separate issues.  

      12            One is the APA procedurally defective under the 

      13   APA, and the second one is that a distortion study wasn't 

      14   done after California switched to market-based sourcing.  

      15            So just to clarify, is there -- is Appellant's 

      16   position that the regulation doesn't enlarge or otherwise 

      17   alter the scope of the statute, like conflict is not 

      18   being used in that context?  

      19            MR. MELNICZAK:  Yes.  

      20            So in the second argument, which is -- that we 

      21   made today, which is that the regulation -- whether or 

      22   not it was valid in 2007, the question whether it is 

      23   valid when the statute changed to -- to market sourcing 

      24   in 2013, yes, there is a conflict between the regulation 

      25   and the statute.  
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       1            The statute provides for market sourcing, 

       2   looking to the purchasers, and the regulation looks 

       3   through those purchasers to where the shareholders are 

       4   located.

       5            So there is a conflict, just as there was a 

       6   conflict in 2007, when the regulation conflicted with the 

       7   cost performance rule.  The fact that there's a conflict 

       8   is significant because the only instance in which the FTB 

       9   can issue a regulation that conflicts with the statute is 

      10   by using its 25137 powers.  And 25137 requires the FTB 

      11   show distortion in order to promulgate a regulation that 

      12   deviates from the statute.  

      13            And again, to clarify, they did not make a 

      14   showing of distortion under the new statute in 2013.

      15            MR. FIX:  Can I add one more thing?  

      16            In addition to that, the statute -- the 

      17   regulation, 25137-14, not only conflicts with 25136, as 

      18   my colleague, Mr. Melniczak, mentioned, it also conflicts 

      19   with California Revenue Tax Code 25137.  

      20            25137 says that the FTB may use an alternative 

      21   apportionment only if there is distortion under the 

      22   current apportionment under the act.  Under this hard set 

      23   of facts, Dash 14, during market years, as Mr. Melniczak 

      24   presented, there is no distortion.  So not only is Dash 

      25   14 in conflict with 25136, it's also in conflict with 
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       1   25137.  

       2            Thank you.

       3            JUDGE AKOPCHIKYAN:  Thank you.  

       4            So how would Appellant respond to the following 

       5   argument, that the Dash 14 regulation is not in conflict 

       6   with 25136 because they're both based on the principles 

       7   of market-based sourcing?  

       8            So, for example, 25136-2 regulation has 

       9   cascading rules for sourcing sale of services to 

      10   businesses.  I think the second cascading rule allows for 

      11   reasonable approximation.  

      12            Is using a shareholder's domicile, is that a 

      13   reasonable approximation method or not?  And if it is, is 

      14   that truly a direct conflict?  

      15            MR. MELNICZAK:  It's not a reasonable 

      16   approximation.  

      17            And I do want to note at the outset that, first, 

      18   that argument is not before the OTA because, in fact, the 

      19   FTA -- the FTB has explicitly acknowledged that there is 

      20   a conflict between Section 25136 and the Dash 14 

      21   regulations.  

      22            You can take a look in their initial brief.  I 

      23   believe it's on Page 7.  They acknowledge our argument 

      24   that the statute, Section 25136, is different than the 

      25   regulation.  They acknowledge that the regulation 
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       1   deviates from that statute, but they note that     

       2   Section 25137 expressly authorizes deviation from the 

       3   statute.

       4            If the FTB were to -- were to reverse course and 

       5   no longer claim there's a conflict and claim as, Your 

       6   Honor, as you noted, make the argument that Dash 14 is 

       7   consistent with market sourcing, that's not true because 

       8   they each look to different locations.  

       9            Market sourcing looks to where a purchaser 

      10   receives the benefit.  And shareholder sourcing looks 

      11   through the purchaser -- to where the purchaser 

      12   shareholder receives the benefit.  

      13            And I know you mentioned the cascading waterfall 

      14   test in the regulation for looking to where the purchaser 

      15   receives the benefit, but each case where that test has 

      16   been applied, it's always been a question where the 

      17   purchaser receives the benefit, not where the purchaser 

      18   shareholders are.

      19            There have been multiple examples, both in case 

      20   law and in the FTB's regulation, where services have been 

      21   provided to a corporation.  It's true that in some 

      22   instances, if the corporation has acted in a 

      23   subcontractor role, perhaps they've looked through the 

      24   corporation to where the corporation's customers are, in 

      25   this case the customer's customers are, but that's not 
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       1   the case here.  

       2            There's no subcontracting of activity.  Janus's 

       3   customers, which are regulated investment companies and 

       4   pension funds, they are the purchasers.  They're the 

       5   in-use purchasers.  They don't have customers of their 

       6   own.  And in no instance has the FTB -- has FTB or the 

       7   OTA looked to where a corporation received the benefit 

       8   and have they looked to a corporation shareholders.  

       9            Thank you.

      10            JUDGE AKOPCHIKYAN.  Thank you.  No additional 

      11   questions at this time.

      12            JUDGE HOSEY:  Okay.  

      13            So we've gone over Issue 1 and 2.  This 

      14   concludes the open session portion of this appeal.  We're 

      15   going to take a quick five-minute break before resuming 

      16   with the closed session.  Thank you.

      17            (A break was taken)

      18            JUDGE HOSEY:  Okay.  

      19            We are back on the record for Janus Capital 

      20   Group, Inc., and Subsidiaries.  This is now the closed 

      21   session.  I don't believe we have anybody from the public 

      22   here.  

      23            So it's been marked for the recording, and we 

      24   are discussing Issue 3, which was laid out in the minutes 

      25   and orders issued April 4, 2023.  
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       1            We're going to start with Appellants' argument, 

       2   and we have, I believe, 45 minutes set for this portion.

       3            Okay.  Go ahead when you're ready.  Thank you.

       4            MR. MELNICZAK:  Issue 3 is the issue of whether 

       5   Regulation 25137-14 is the standard apportionment rule 

       6   for assigning Appellant's service receipts.  

       7            Dash 14 is not the standard apportionment rule 

       8   because it's invalid.

       9            As we discussed earlier, the FTB didn't meet the 

      10   requirements of Section 25137 when Section 25136 was 

      11   amended to market sourcing in 2013.

      12            The FTB never showed that the market sourcing 

      13   rules were distorted.

      14            Now, it's true under the Fluor case and under 

      15   the Amarr case that, if Dash 14 is valid, both when it 

      16   was initially promulgated in 2007 and when the statute 

      17   switched to market sourcing, if Dash 14 is valid, the 

      18   burden is on the taxpayer to show why the Dash 14 

      19   regulations don't fairly represent the extent of business 

      20   activity within the state.

      21            But if there is no special apportionment rule, 

      22   such as Dash 14, the standard UDITPA formula must be 

      23   applied unless the party seeking to deviate from it can 

      24   show distortion.

      25            So in short, if Dash 14 is valid, we agree the 
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       1   burden is on Janus to deviate from an otherwise valid 

       2   regulation.  But if Dash 14 is invalid, the burden is on 

       3   the FTB to deviate from the market-sourcing statute.

       4            Because Dash 14 is invalid, Janus must default 

       5   to the general rule for sourcing services under 25136, 

       6   and if the FTB wants to deviate from that, it has the 

       7   burden of proof.

       8            Now, looking at that statutory rule for 25136, 

       9   which applies here, again, you look to where the 

      10   purchaser receives the benefit of the service.  And 

      11   there's a focus on the purchaser there.  And we had 

      12   provided an affidavit, which was labeled Exhibit 8, which 

      13   I provided some context regarding who Janus's purchasers 

      14   are and where they receive the benefit of the service.

      15            As we noted, Janus's purchases are the parties 

      16   that it contracts with.  So those include regulated 

      17   investment companies, or RICs, but they also include 

      18   pension funds, employee benefit plans, and retirement 

      19   associations.  Those are the purchasers of Janus's 

      20   services.

      21            The shareholders of those purchasers, or in the 

      22   case of a pension fund, for example, the pensioners, they 

      23   are not customers of Janus.  They are not purchasers of 

      24   Janus's services.

      25            And in each case, it's the purchasers that 
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       1   contract with Janus.  It's not the shareholders that 

       2   contract with Janus.

       3            And we provided some contracts in our exhibits 

       4   which support this.

       5            For example, Exhibit 5 -- Exhibit 5 to our 

       6   prehearing statement is a contract that we provided, 

       7   which is between Janus and the Cement Masons Pension 

       8   Trust Fund.  

       9            And if you look at that contract, it describes, 

      10   on Page 1, the investment advisors services -- services 

      11   performed by Janus, and also states at the top, it's 

      12   clear that the parties to the contract are Janus and the 

      13   Cement Masons Pension Trust Fund.  There's no mention of 

      14   the shareholders anywhere in the contract.

      15            That contract also describes the fees that Janus 

      16   received for its services.  And if you were to look at 

      17   the -- the very last page of that contract, there's a 

      18   note that describes the fees provided by the Cement 

      19   Masons, and it says that Janus's fee, the advisory fee, 

      20   is billed directly to the Cement Masons.  

      21            It's not billed to any shareholders.  And it's 

      22   the responsibility of the Cement Masons, not the 

      23   shareholders or the pensioners, to pay that fee within 

      24   30 days of the invoice.

      25            The contract also makes clear that the decision 
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       1   to hire Janus to provide its management services, as 

       2   well as any decision to end the business relationship, so 

       3   both hiring and firing, can only be done by Janus's 

       4   purchasers.  

       5            Like the Cement Masons here.  If you look on 

       6   Page 1, in the Recital section, Recital A states that the 

       7   Cement Masons have the authority to appoint an investment 

       8   advisor.  The shareholders don't have that authority.

       9            And in Recital B, it states that it's the Cement 

      10   Masons, not the shareholders, which are employing Janus.

      11            So it's clear from this contract that the 

      12   purchaser is the fund, in this case the Cement Masons 

      13   Pension Trust.  And the Cement Masons receive the benefit 

      14   of Janus's services in their home State of California.

      15            California is the location of the Cement Masons 

      16   on Janus's books and records, and the FTB is not alleging 

      17   a different location for any of Janus's purchasers.

      18            The Cement Masons have no customers of their 

      19   own, and they are an in-use customer.

      20            Now, to address the question of how asset 

      21   management receipts are sourced under Section 25136, 

      22   which is the question received from the earlier section, 

      23   I do want to note that there's only one other state court 

      24   that has considered the question of how to source 

      25   receipts from asset management services under a 
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       1   market-sourcing statute, and that's the Lutheran 

       2   Brotherhood case out of Minnesota.  

       3            That's a case we cited in our briefs.  Minnesota 

       4   had a market sourcing rule for services that was very 

       5   similar to California's.  They look to the states where 

       6   the purchaser -- essentially, where the benefit was 

       7   received.  In Lutheran, the court held that the 

       8   purchasers of investment services were the actual 

       9   investment companies themselves, the companies that were 

      10   contracting with the asset management service provider.  

      11            They specifically held it was not the investors 

      12   of those companies who were the customers.  And Lutheran 

      13   also held that the funds themselves, the purchasers, they 

      14   received the benefit of the services at their place of 

      15   domicile.  They didn't look through to where those fund 

      16   shareholders were located.

      17            And the result in Lutheran is consistent with 

      18   the rules in many other states throughout the country.

      19            As you may have seen from the Dash 14 regulatory 

      20   file, some commenters noted that there had been, you 

      21   know, a handful of states, perhaps a dozen or so, that 

      22   had enacted a shareholder sourcing rule.  That was back 

      23   in 2007.  And that number since then has remained 

      24   relatively constant.  However, by far, the much more 

      25   common position is a market purchase approach, which 
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       1   looks to where the purchaser receives the benefit of the 

       2   service.

       3            In fact, since 2007, there's been about 20 

       4   additional states that have switched to market sourcing 

       5   for services.  Most of those switches have come from a 

       6   cost performance market.  

       7            So the trend among states is clearly towards 

       8   market sourcing, and there are more states that follow a 

       9   market-sourcing approach than a shareholder-sourcing 

      10   approach.

      11            Now, the FTB hasn't at any point in its briefing 

      12   alleged that, if the benefit received rule does apply, 

      13   the benefit is received at any location other than where 

      14   the purchaser is located.  It hasn't alleged that under 

      15   25136 that the benefit is received at the shareholder 

      16   location.  

      17            In fact, as I mentioned before, when that came 

      18   up in briefing, the FTB acknowledged the conflict and 

      19   said that 25137 expressly authorized deviation from the 

      20   statute.

      21            So both sides agree that 25136 should split from 

      22   Dash 14.  If, in fact, the reg is invalid, then the only 

      23   possible interpretation is the source to the actual 

      24   purchaser's location.

      25            Now, we had attached an exhibit to our 
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       1   prehearing statement, which is Exhibit 2, which is a 

       2   schedule, based on Janus's business records, which 

       3   provides a break out of receipts from each of Janus's 

       4   purchasers.  

       5            I want to quickly walk through the four columns 

       6   that are on that exhibit.  And right now I'm just looking 

       7   at the first page of the exhibit, which is a list of 

       8   Janus's customers in 2013.

       9            That first column, the Customer column, just 

      10   provides the names of purchasers from which Janus earned 

      11   receipts that were included either on its As Filed or As 

      12   Corrected sales factor numerator.

      13            The second column, State of Domicile, provides 

      14   the domicile of each purchaser based on the mailing 

      15   address that Janus maintains on its books and records.

      16            The third column, which is labeled California 

      17   Sales As Filed column, that's essentially -- that's how 

      18   Janus computed its receipts on its As Filed return.  So 

      19   that's following the Dash 14 approach, in which case they 

      20   source their receipts based on the location of the 

      21   underlying shareholders.

      22            And the fourth column is what we have proposed 

      23   in the refund claim before us today, which is labeled 

      24   California Sales As Corrected.  That's the market 

      25   sourcing column.  That column represents the portion of 
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       1   receipts from each of Janus's purchasers that are located 

       2   in California.  

       3            Essentially, if the purchaser was located in 

       4   California, we included that number in the As Corrected 

       5   column.

       6            For example, you can -- you can take a look at 

       7   each of the purchasers on this list that are located in 

       8   California, and there are several.

       9            For example, take a look at -- four lines down, 

      10   there's a purchaser called California Ironworkers Field 

      11   Pension Trust, and you can see if you look to the far 

      12   right, Janus earned about $305,000 of receipts from the 

      13   Ironworkers Field Pension Trust.  That's a purchaser 

      14   that's clearly located in California.  

      15            And you can take a look at other names down the 

      16   list.  There's California Teacher's Association.  There's 

      17   California Winery Workers.  The same goes for them.

      18            Now, many of these purchasers no doubt have -- 

      19   have pensioners or shareholders of their own that are 

      20   located all throughout the country.  It may be that one 

      21   of the former California winery workers, pensioners, has 

      22   moved to another state.  

      23            Janus is not proposing to exclude those amounts 

      24   from the sales factor enumerator.  Rather, the California 

      25   winery workers or the California Ironworkers Field 
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       1   Pension Trust are both purchasers of Janus.  Janus would 

       2   source every dollar of receipts from those purchasers to 

       3   California, regardless of where the ultimate shareholders 

       4   or pensioners are located.

       5            Now, you can see at the top, you can see a 

       6   comparison between the two methods.  The third column, 

       7   which is the Dash 14 method, shows California sales As 

       8   Filed as at the very top of $61 million.  

       9            That's the amount that was included in Janus's 

      10   As Filed sales factor enumerator.  But applying the 

      11   California sales As Corrected method, the market sourcing 

      12   method results in a revised sales factor enumerator of 

      13   about $16 million.  And that's shown under the -- on the 

      14   far right column.

      15            So we want to make clear that, unlike under the 

      16   old cost performance rule, here under the benefit 

      17   received test, fourth column there, the $16 million 

      18   column, it's not an all or nothing test like it was under 

      19   the cost performance rule.

      20            Had we included a column here showing the cost 

      21   performance method, perhaps it would have shown a zero 

      22   because Janus does not provide -- does not perform many 

      23   of its services in California.  And no doubt the FTB may 

      24   find that distortive to have zero receipts from 

      25   California because it doesn't reflect California's market 
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       1   place.  

       2            But we're not proposing that method.  We're 

       3   proposing merely to follow the statute, which provides a 

       4   market sourcing rule, which has a focus on where the 

       5   purchaser is located.  And that's what that fourth column 

       6   of $16 million represents.

       7            Thank you.

       8            JUDGE HOSEY:  Thank you, Mr. Melniczak, for your 

       9   presentation.  

      10            Now we're going to move to the Franchise Tax 

      11   Board for your presentation on Issue 3.

      12            MS. SMITH:  Thank you.

      13            JUDGE HOSEY:  Go ahead when you're ready.  

      14            Thank you.

      15            MS. SMITH:  All right.  

      16            So we're now at what I consider the central 

      17   issue of this case, and that is the sourcing argument.  

      18            And in this case, we are applying settled law to 

      19   uncontested facts, as I mentioned earlier.  Appellant is 

      20   a mutual fund service provider required to apportion its 

      21   income to California to satisfy its California tax 

      22   liability, and California law is clear that Regulation 

      23   Dash 14 provides a standard of apportionment method for 

      24   mutual fund service providers.  

      25            Dash 14 is how Appellant originally filed in 
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       1   2013 through '16 and how it should have filed.

       2            Earlier I mentioned the case Appeal of Amarr.  

       3   And I want to quote from it directly right now.  And you 

       4   remember that this was decided by your office at the end 

       5   of 2021, and it regards a special regulation under 

       6   Section 25137, as in effect during market-based sourcing 

       7   years.

       8            The quote is:  

       9                 "FTB has promulgated special 

      10            apportionment regulations under Revenue 

      11            and Taxation Code Section 25137.  If a 

      12            relevant special formula is specifically 

      13            provided for in the Revenue and Taxation 

      14            Code Section 25137 regulations, and the 

      15            conditions and circumstances delineated 

      16            in such regulations are satisfied, the 

      17            method of apportionment proscribed in 

      18            those regulations shall be the standard 

      19            by which the parties are to compute the 

      20            taxpayers' apportionment formula."

      21                 "In other words, once found to be 

      22            applicable to the particular situation, 

      23            the Revenue and Taxation Code Section 

      24            25137 regulation will control."

      25            And this was actually adopting a previous -- 
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       1   reasoning in a previous case by the State Board of 

       2   Equalization, Appeal of Fluor, which itself was a long-

       3   standing precedent.  So this has been the law of the land 

       4   for about, I believe, 28 years now.  

       5            So Franchise Tax Board is applying, you know, 

       6   nothing new.  The rules are not unexpected.  Regulation 

       7   Dash 14 is a special regulation under Section 25137, and 

       8   it's uncontested that the conditions and circumstances in 

       9   Dash 14 apply to Appellant.

      10            Now, Appellant speaks a lot about Dash 14 

      11   conflicting with Section 25136, such that it should not 

      12   be applied.  But Regulation 25137-14 was promulgated 

      13   under Revenue and Taxation Code 25137.  

      14            That statutory section provides that, when 

      15   generic apportionment rules, like 25136, do not fairly 

      16   reflect a taxpayers' activities in state, FTB can require 

      17   the taxpayer to use any other method to fairly reflect 

      18   its activities.

      19            The California legislature, when it was passing 

      20   25137 in the 1960s, specifically allowed deviation from 

      21   the generic assignment rules, like Section 25136.

      22            So Section 25137 was designed to provide 

      23   alternate rules.  That's its explicit purpose.

      24            As a specific application of 25137, Dash 14 

      25   fulfills the purpose of its governing statute, imposes no 
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       1   issue of statutory conflict with 25136.

       2            Furthermore, the taxpayer discusses that Dash 2, 

       3   meaning regulation 25136-2, provides standard 

       4   apportionment, which it doesn't, and we know that from 

       5   Appeal of Amarr.

       6            However, I did want to point out that there is 

       7   nothing regarding the standard of benefit of the service, 

       8   which requires assignment to the physical location of a 

       9   purchaser.  

      10            Taxpayer mentioned -- excuse me.  Appellant 

      11   mentioned that there are examples of some contracting 

      12   situations where a customer's customer was the location 

      13   of assignment.  But there is no inherent limiting 

      14   location where a benefit can be found, and in some 

      15   examples, that location is not where the physical 

      16   location of a customer is, and not just in subcontracting 

      17   situations.

      18            Furthermore, the Appellant has said nothing 

      19   regarding why the location itself of the purchaser of 

      20   these funds is where the benefit is received.  And in 

      21   doing so, it actually falls into the same trap as the 

      22   Lutheran court did.  In the Lutheran case, which 

      23   Appellant mentioned -- 

      24            First of all, I want to note that the law there 

      25   is different from the law here in California.  It talks 
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       1   about where the benefit of a service is consumed.  So 

       2   first off, there's a different standard that the Court 

       3   was applying in that case.

       4            Secondly, Lutheran, just as Appellant here has 

       5   done at court, did no analysis as to where the funds 

       6   consumed the benefit of the service.  It assumed a 

       7   physical location and it didn't actually run through any 

       8   analysis whatsoever on why that physical location was the 

       9   location where it received a benefit.

      10            So in short, you know, at the end of the day, 

      11   this case is really quite simple.  Its Appellant is a 

      12   mutual funds service provider, and it's required to apply 

      13   Regulation Dash 14 to assign its sales to the state.

      14            Although Appellant has argued that Dash 14 is 

      15   invalid, in applying its apportionment rules -- to avoid 

      16   applying its apportionment rules, the OTA lacks 

      17   jurisdiction to invalidate Respondent's duly passed 

      18   regulation.

      19            Furthermore, even if your office determines that 

      20   it does have jurisdiction to invalidate a regulation, 

      21   Appellant hasn't met its burden of demonstrating that the 

      22   FTB didn't comply with the Administrative Procedures Act 

      23   when promulgating the regulation.

      24            And furthermore, it has not shown that the 

      25   change to 25136, brought about in Proposition 39, in 
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       1   2012, changed the validity of the regulation.  

       2            So then even if your office determines it has 

       3   jurisdiction to consider the validity of Dash 14, at the 

       4   end of the day, Dash 14 applies, and FTB's position 

       5   should be sustained.  

       6            Thank you.

       7            JUDGE HOSEY:  Thank you, Ms. Smith.

       8            Would the Appellant like to reply?

       9            MR. MELNICZAK:  Yes, please.

      10            JUDGE HOSEY:  Go ahead.

      11            MR. MELNICZAK:  I'd like to address the language 

      12   that was referenced from the Amarr case, which also 

      13   involved a 25137 regulation, and which noted that, 

      14   generally speaking, the regulation is the standard.  

      15            The issue with that, as applied to this case, is 

      16   that it begs the question whether the regulation is valid 

      17   in the first instance.

      18            If -- again, if this appeal involved years prior 

      19   to market sourcing, prior to 2013, Amarr certainly holds 

      20   and is true that we would -- we would, in fact, have a 

      21   valid regulation, and Janus would be seeking to deviate 

      22   from it, and we would very well have the requirement of 

      23   showing distortion.  That's only if the regulation is 

      24   invalid.

      25            As we mentioned in the prior section, the 
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       1   regulation is not invalid because a regulation that 

       2   conflicts with the statute can only be done under 25137, 

       3   and 25137 requires that the apportionment provisions of 

       4   the act in place at the time do not reflect a taxpayer's 

       5   business activity.

       6            Again, that simply begs the question as to 

       7   whether or not Dash 14 is valid in the first place.  

       8   Certainly if it is valid, we don't get to the question 

       9   of -- of whether market sourcing applies because we would 

      10   have the burden of showing distortion, and we have not, 

      11   today, made an argument that Dash 14 is distortive.  We 

      12   would argue that it simply is not valid.

      13            Another distinction with the Amarr case is that, 

      14   while it did involve a 25137 regulation, it involved the 

      15   25137 regulation which excluded certain substantial and 

      16   occasional sales of tangible personal property from the 

      17   sales factor.

      18            Now, the reason that the FTB wanted to exclude 

      19   those sales is because in certain instances, it was found 

      20   that, you know, including a large, you know, one-off sale 

      21   of property, for example, could distort a taxpayer's sales 

      22   factor because it doesn't fairly reflect that taxpayer's 

      23   business.

      24            So the FTB found that was distortive in certain 

      25   cases, but there's nothing about the switch from cost 
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       1   performance to market sourcing, in 2013, that alters that 

       2   distortion analysis.  So there is no reason at all to 

       3   believe that the substantial and occasional sale 

       4   exclusion, that was at issue in Amarr, should no longer 

       5   apply aftermarket sourcing.

       6            First off, substantial occasional sale refers 

       7   to sales of tangible personal property.  And the change 

       8   at issue here, from cost performance to market, affects 

       9   sales of services.

      10            And secondly, the analysis that the FTB 

      11   undertook to include that substantial and occasional 

      12   sales should be excluded, meaning they don't fairly 

      13   represent a business, there's nothing about that that 

      14   changed after they switched to market sourcing, unlike 

      15   the three factors we mentioned earlier, which is that 

      16   cost performance went up for services, went all to one 

      17   state, it didn't reflect market, it didn't reflect 

      18   property and payroll.

      19            Those are three big factors that the FTB relied 

      20   on to show distortion under the cost of performance rule, 

      21   and those factors no longer exist under market sourcing.

      22            However, all the factors for substantial and 

      23   occasional sales, all of the factors for their exclusion 

      24   from the factor remain before and after the law changed.

      25            So there's no reason to apply a different rule.  
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       1   In Amarr, there was no reason to apply a different rule 

       2   post 2013 rather than pre 2013.

       3            And finally, I want to address the question of 

       4   whether the purchaser must always receive the benefit 

       5   where it is located.  

       6            In our case, our purchasers have only one 

       7   location of their own.  They have no customers of their 

       8   own.  So there is no -- no customer to look through, and 

       9   it -- it has never been found appropriate to look to 

      10   where a customer's shareholders are.

      11            For example, if legal services were provided to 

      12   a corporation, say Microsoft, you might look to where 

      13   Microsoft is located.  You might look to their offices.  

      14   You might even look to where Microsoft customers are, but 

      15   you would never look to where Microsoft's individual 

      16   shareholders are, and that's what FTB would be seeking to 

      17   do in -- by equivocating a shareholder sourcing rule with 

      18   a market sourcing rule, which looks to where the 

      19   purchasers receive the benefit.

      20            Thank you.

      21            MS. SMITH:  May I respond?

      22            JUDGE HOSEY:  Thank you.  

      23            Go ahead, Ms. Smith.

      24            MS. SMITH:  Thank you.  

      25            I wanted to specifically address the Regulation 
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       1   C -- 25137(c)(1)(A), which is the regulation at issue in 

       2   Amarr.

       3            First, I do want to point out that it does 

       4   actually apply to intangibles.  One of the examples 

       5   actually in that regulation discusses stock.  So there is 

       6   no limit, first off, regarding sales of intangibles.

       7            But secondly, it is incorrect to state that the 

       8   reason for passing (c)(1)(A) did not have to do with cost 

       9   of performance assignment methodology.  (c)(1)(A), what 

      10   it does is it takes out of the sales factor large 

      11   infrequent, so substantial and occasional, sales of 

      12   property that's used in a business or it could be a 

      13   factor a year, as they said in the example sales of 

      14   stock.  

      15            And this was promulgated under COP years.  And 

      16   one of the reasons that it was promulgated was because 

      17   there would be an over emphasis, like taxpayer argues in 

      18   its -- in its case here, that there would be an over 

      19   emphasis assigning that sale to the location of property 

      20   and payroll.  So essentially duplicating the property and 

      21   payroll factors for a sale.

      22            So the remedy for this, under 25137, was to take 

      23   it out of the sales factor to -- so as to not duplicate 

      24   the -- by using cost performance, the locations of 

      25   property and payroll.
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       1            So I would say that actually Amarr, its ruling 

       2   is particular on point, because when your office looked 

       3   at that case, it was dealing with a regulation that was 

       4   passed during the COP years.  And one of the basis -- 

       5   basis for the promulgation was because COP over 

       6   emphasized the property and payroll locations of that -- 

       7   of the taxpayer.

       8            So furthermore, I think that if we are going 

       9   to -- so essentially if OTA -- OTA was -- trying to say 

      10   how to phrase this.

      11            Essentially the same background occurred for 

      12   (c)(1)(A) as it does for this case, and so we already 

      13   know that despite, you know, the basis of COP, the 

      14   background of the COP as being one of the bases for the 

      15   (c)(1)(A), nevertheless, OTA affirmed that nevertheless, 

      16   this is standard apportionment if the circumstances and 

      17   situations apply to the taxpayer.  And the same thing is 

      18   happening here with Dash 14.  

      19            Thank you.

      20            JUDGE HOSEY:  Thank you.

      21            Appellant, would you like to respond before we 

      22   move to questions from the panel?

      23            MR. MELNICZAK:  Yes, please.

      24            JUDGE HOSEY:  Okay.  Go ahead.

      25            MR. MELNICZAK:  I just want to highlight that we 
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       1   do acknowledge that 25137(c)(1)(A), which was at issue in 

       2   Amarr, does apply to intangibles, as well.  But in this 

       3   case, we are not talking about intangibles.  We are 

       4   talking about services.  So we do have a direct conflict 

       5   between Dash 14, which applies to mutual fund service 

       6   receipts, and 25136, the statute which also applies to 

       7   services.

       8            Now, the other key fact about 25137(c)(1)(A) is 

       9   that the distortion there was focused on the incidental 

      10   nature of a sale.  As the FTB mentioned, there could be a 

      11   one-off sale of property or a factory or stock, which 

      12   could be intangible, that could be distortive of a 

      13   taxpayers' factor.

      14            And I just want -- and I just wanted to repeat 

      15   that that -- that same distortion, the fact that a 

      16   one-off sale could have a, you know, a huge or distortive 

      17   effect on a sales factor, that remains present both under 

      18   the cost performance rule for services and the market 

      19   rule for services because, again, the switch to market 

      20   only affected services, not tangible personal property or 

      21   intangibles.

      22            Thank you.

      23            JUDGE HOSEY:  Okay.  Thank you.  I'm going to 

      24   move to questions from the panel.

      25            I'm going to start with Judge Ridenour.
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       1            Any questions?  

       2            JUDGE RIDENOUR:  No questions.  Thank you.

       3            JUDGE HOSEY:  Thank you.  

       4            Move to Judge Akopchikyan.  

       5            Any questions?

       6            JUDGE AKOPCHIKYAN:  I don't think I have any 

       7   questions.  I'm going to confirm.  I'll let you know.

       8            JUDGE HOSEY:  Okay.  I think without any 

       9   questions, we are ready to submit the case and conclude 

      10   the hearing.  The evidence has been admitted into the 

      11   record, and we have the arguments and your briefs, as 

      12   well as the oral arguments presented today.  

      13            We now have a complete record from which to base 

      14   our decision and are ready to submit the case.  The 

      15   record is now closed.  This concludes the hearing for 

      16   this appeal.  The parties should expect a written opinion 

      17   within 100 days from today.  

      18            With that, we are now off the record, and the 

      19   hearings are concluded for today.  

      20            Thank you, everybody.  

      21            I appreciate your time today.

      22            (Proceedings concluded at 12:06 p.m.)

      23   

      24   

      25   
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