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Sacramento, California; Wednesday, June 14, 2023

10:15 a.m.

JUDGE HOSEY: This is the Appeal of Electronic
Data Systems Corporation & Subsidiaries, OTA Case Numbers
22039829, 19014166, and 19125644. Today is June 14th,
approximately 10:15 a.m. We're in Sacramento, California.
Again, I'm lead Administrative Law Judge Sara Hosey and
with me today is Judge Cheryl Akin and Judge Josh Lambert.

Can I have the parties identify themselves for
the record, starting will Appellant.

MR. FIX: Yoni Fix representing Appellant.

MS. NALL: Kelly Nall representing the taxpayer.

MR. ZOELLER: Lee Zoeller, representing the
Appellant.

JUDGE HOSEY: Thank you.

And for the Franchise Tax Board.

MR. RILEY: Jason Riley representing Franchise
Tax Board.

MS. SWAIN: Good morning. Ellen Swain for the
Franchise Tax Board.

JUDGE HOSEY: Thank you. I want to thank the
parties again for submitting the joint state of issues for
this appeal. The issues on appeal are: The issues

involving jurisdiction:

STATE OF CALIFORNIA OFFICE OF TAX APPEALS S
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Number 1, whether OTA has jurisdiction to hear
EDS' OTA appeal that was filed on December 10th, 2018, and
supplemented with an opening brief on May 22nd, 2019, and
involving EDS' claim for refund based on its entitlement
to California regular incremental research credit for the
2003 to 2008 tax years.

Number 2, whether OTA has jurisdiction to hear
EDS' OTA appeal that was filed on February 25th, 2022,
involving EDS' claim refund based on its entitlement to
California regular incremental research credit to 2005 to
2008 tax years.

The issues involving qualified research expenses
are Number 3, whether for the 2003 to 2008 taxable years,
EDS has substantiated a total of 115.2 million in
California qualified wages.

Number 4, whether for the 2003 to 2008 taxable
years, EDS is entitled under the Cohan rule to estimate a
portion, $107.4 million of its qualified research
expenses. We have issues involving gross receipts.

Number 5, whether EDS has substantiated its
fixed-base percentage. California R&T Section 23609 (h) (3)
gross receipts from the sale of property averaging a gross
receipts and a base amount for the each of the tax years.

Number 6, whether EDS is allowed to use the

maximum statutory fixed-base percentage of 16 percent when

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 6
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computing its California regular incremental research
credit for the tax years.

Number 7, whether EDS' California average
annual-gross receipts for each of the tax years were large
enough to produce a calculated base amount greater than
the statutory minimum base amount, i.e., 50 percent of
OREs.

Number 8, whether the duty of consistency applies
to EDS' fixed-base percentage averaging annual gross
receipts and base amount for each of the tax years.

And finally, issues involving easy credits,
Number 9, whether the enterprise-zone credit
statute should be intercepted -- sorry -- interpreted to
allow EDS' June 2012 claim utilizing its enterprise-zone
credits against income earned in single collective zone.

And finally, Number 10, whether Section 25137 is
applicable to the enterprise zone credit.

Mr. Fix, does that sound right?

MR. FIX: That sounds right.

JUDGE HOSEY: Okay.

MR. FIX: I just want to note the two footnotes
in the consolidated statement of the issues of the
parties.

JUDGE HOSEY: Go ahead.

MR. FIX: With respect to issue Number 1 under

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 7
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jurisdiction, you can see Footnote 1 that the parties
agree that the answer -- sorry -- with respect two
question 2, the answer is yes to the issue Number 2 that
the OTA does have jurisdiction over the claim filed
February 25th, 2022. So we agree that is resolved. And
then the second piece that we have agreed to is in
Footnote 2 we're saying that with respect to question 1
under the qualified research expenses section, FTB and EDS
agree that EDS has already substantiated $75,966,096 of
California qualified wages for the '06 through '08-B tax
years.

I just want to make sure that's noted.

JUDGE HOSEY: Thank you, Mr. Fix.

Mr. Riley, does that sound right?

MR. RILEY: Yes, that sounds correct.

JUDGE HOSEY: I want to thank you guys again for
working on this together. I know we have a lot to cover
for these tax years.

All right. Moving forward with the exhibits, we
marked and discussed Exhibits 1 through 99 for Appellant,
and A through BB for Respondent, FTB, at the prehearing
conference.

Mr. Fix, were there any objections to the
Franchise Tax Board's exhibits?

MR. FIX: No.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS
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JUDGE HOSEY: Thank you.

Mr. Riley, were there any objections to the
Appellant's exhibits?

MR. RILEY: No.

JUDGE HOSEY: Thank you.

MR. FIX: Judge Hosey, I just want to make sure
you said Exhibit 99 for Appellant and since then
additional were --

JUDGE HOSEY: Yeah. I was going to go over the
additional exhibits.

MR. FIX: I just want to make sure. Thank you.

JUDGE HOSEY: Okay. Thank you.

Having no objections, Exhibit 1 through 99 and A
through BB are now admitted as evidence into the record.

(Appellant's Exhibits 1-99 were received

in evidence by the Administrative Law Judge.)

(Department's Exhibits A-BB were received in

evidence by the Administrative Law Judge.)

JUDGE HOSEY: We have some new exhibits that were
submitted after the prehearing conference. We have
Appellant's Exhibits 100 through 102.

Mr. Riley, were there any objections to those
exhibits?

MR. RILEY: ©Not an objection. No.

JUDGE HOSEY: Okay. Thank you. Exhibits 100 and

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 9
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102 are now admitted into the record.

(Appellant's Exhibits 100-102 were received

in evidence by the Administrative Law Judge.)

JUDGE HOSEY: We also had exhibits, from the
Franchise Tax Board, CC through GG.

Mr. Fix, were there any objections to those
exhibits?

MR. FIX: No.

JUDGE HOSEY: Okay. Exhibit CC through GG for
the Franchise Tax Board are now admitted as evidence into
the record.

(Department's Exhibits CC-GG were received in

evidence by the Administrative Law Judge.)

JUDGE HOSEY: Okay. We are going to go ahead and
move onto the testimony of our witness Ms. Nall.

Ms. Nall, are you ready?

MS. NALL: Yes, I'm ready.

JUDGE HOSEY: Oh, go ahead, Ms. Nall.

MR. FIX: Before we start, would it be possible
for me to just give a one-minute introduction just to put
this testimony in context. I think it would be helpful
for everyone.

JUDGE HOSEY: Sure. And then I'll swear her in,
or do you want me to swear her in first?

MR. FIX: Yeah. I think that we can do that.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 10
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Sure.

JUDGE HOSEY: Okay. Go ahead.

OPENING STATEMENT

MR. FIX: So I'll go into this in more detail as
part of my presentation. But Ms. Kelly Nall, obviously,
has been with this taxpayer for almost 30 years. And as
part of her work, she was personally involved in the R&D
credits on the federal side, which are relevant for us
today. And obviously, she's very familiar with the
business, and she's been there for quite a while. So her
testimony will help us answer a few of the questions that
have been posed and raised, specifically, with respect to
establishing the remaining qualified research expenses
that are at issue.

Obviously, we've already established some, as
well as the type of business that EDS had during these
years and what type of gross receipts they incurred in
California, specifically, from services versus from sales
of property or whatever that would fall under the
definition of gross receipts for purposes of the R&D
calculation.

So with that, I think we can swear her in.

JUDGE HOSEY: Okay. I just want to let you know

question and answer is fine. But also, if she wants to

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 11
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testify in the narrative and longer form, that's fine too.
Okay. Ms. Nall, we are going to swear you in now
for your testimony. Please rise and raise your right

hand.

K. NALL,
produced as a witness, and having been first duly sworn by
the Administrative Law Judge, was examined and testified

as follows:

JUDGE HOSEY: Thank you.

All right. Mr. Fix, please begin.

MR. FIX: Thank you.

DIRECT EXAMINATION

BY MR. FIX:

Q All right. Ms. Nall, let's start with -- can you
please describe to us what your current position at HP is
and how long you'wve been employed by HP?

A Yes. I have been employed by the combined
companies for just under 35 years. I started with EDS in
2000 -- excuse me -- in 1988. And then in 2008, Hewlett
Packard company acquired EDS, and I continued with that
company until 2016 when Hewlett Packard Company spun off

what became Hewlett Packard Enterprise Company.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 12
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Q So you were involved on the federal tax side with
R&D's at HPE during the 2003 through 2008; is that
correct?

A Yes, that's correct.

Q Great. What other positions have you held at HP
and previously named Electric Data Systems, or for short
EDS that we'll use today?

A So at EDS my role was mostly manager of federal
tax audits. That continued when we were acquired by
Hewlett Packard Company. I also took on the management of
their federal tax audits and was promoted to director to
do this. When we split off and became Hewlett Packard
Enterprise and spun off another company, I was also asked
to pick up the role of director of mergers and
acquisitions for tax purposes.

Q Thank you. So in the course of your
responsibilities at EDS, did you become familiar with EDS'
business and contracts with its customers?

A Yes, I did. Mainly it was as part of the federal
income tax audit of our research tax credits. We had to
look at contracts to understand what was in those and
provide the information to the IRS for them to make their
determinations of the research tax credit.

Q So you were —- you had familiarity with what EDS

provided and what types of receipts they earned during

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 13
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2003 through 2008; is that correct?

A Yes.

Q Can you please give us just a general description
of EDS' business during the 2003 through 2008 tax years,
please?

A Yes. EDS was a services company. We primarily
provided outsourcing of IT functions, outsourcing of
back-office functions that would include items like,
payroll and accounts payable and things like that. We
also provided solutions for other necessary -- I can't
think of the word I want to use for the customers to
account for things. They were all basically us writing
software so we could provide the services to the customer.

Q Thank you. So as part of its service business,
did EDS sell property in tangible form or software? Did
EDS have significant inventory of tangible personal
property products that they sold to their clients?

A Generally, no. Most of the solutions we wrote
were customized, so it's not something we could put on the
shelf. There is one exception to that. During this
period or part of this period, we owned an affiliate
called Unigraphics. They were producers of what we call
CAD-CAM software. That's c-a-d-c-a-m.

And they wrote software that people —-- engineers

could use to do drawings without having to make up models.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 14
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They did have some off-the-shelf software that was sold,
but the amount of sales for those were very minimal
compared to the overall receipts for EDS as a whole.

Q So was Unigraphics one of the core -- was it part
of the core business? Did it account for the majority of
the receipts for EDS?

A No. It was non-core. In fact, we disposed of
the Unigraphics subsidiary in 2004 because it was a
non-core business. We wanted to focus on our services.

Q Thank you. And as part of its business, did EDS
engage in research activities in California during 2003
through 20087

A Yes. EDS incurred significant qualified research
expenditures in the State of California as it provided
software solutions to service its clients.

Q And did EDS generate patents as part of its
business? And if so, what were those patents generally
used for?

A They were patenting various routines and
solutions that we were developing for use in servicing the
customers. What we did was very innovative, and it help
distinguish us from our competitors at the time as to how
we would provide these services.

Q So the majority of the patents would have been

used as part of the primary service business. But is it

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 15




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

fair to say there'd probably be maybe some patents related
to Unigraphic's business that was not a core business and
sold in '04-?
A That's correct. That's correct. They did have
patents as well.
Q Okay. Okay.
MS. SWAIN: Judge, may we object for a moment?
We're certainly very willing to give Counsel leeway to get
through the questions in an efficient manner, but these
have been repeated leading questions, and it's -- we would
just appreciate if the guestions didn't always contain the
answer in them, if they could be a little more -- it can
be a direct question.
JUDGE HOSEY: Okay. Mr. Fix?
MR. FIX: No problem.
JUDGE HOSEY: Okay. Thank you.
BY MR. FIX:
Q Ms. Nall, did you get a chance to review

Exhibit 977

A I did.
Q Can you please identify this document and what it
contains?

A Exhibit 97 is a compilation of the tax
apportionment work papers for each of the years involved,

including, I think it starts before 2003 because we needed

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 16




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

those earlier years.

Q Were these specific -- the schedule in Exhibit
97, were these copies provided by you to us as part of
this representation?

A They were provided by someone in EDS. I don't
know that they came directly from me, but they came from
our electronic work papers that we store.

Q So would they be copies of business records held
in the regular course of business?

A Yes.

Q Okay. And these underlying schedules that
include the apportionment work papers, they include gross
receipts by type, by state, by amount, and by entity. Can
you please elaborate where -- how these apportionment work

papers were created. What would be the source of this

information?
A Sure. The original source is our general ledger.
We had many accounts for different types of receipts. And

while we didn't have to write those out on our federal
returns, we did need those for purposes of the
apportionment work papers. So we would go back to the
account balances in our general ledger system to compile
these.

0 So this Exhibit 97, the schedules, and they

include the gross receipts, would it also be used for

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 17
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something other than multi-state apportionment work
papers? Would it be used, for example, for the Federal
1112 and/or for financial reporting purposes?

A Of course. The balances in our general ledger
are the starting point for book income on the tax returns
for federal purposes. So they all feed in there. They're
also the starting point for the SEC reporting on a gap
basis as well.

Q Thank you. In the course of your
responsibilities at EDS over the years, were you familiar
with the EDS' federal corporate tax filing preparations,
specifically, R&D credits?

A I was. I originally started on the defense of
the R&D credit claims that were already filed because my
main job was to work with the IRS on those. But as we
moved forward and, especially, in these years when we
looked at our survey process at the beginning of each
compliance cycle together our contemporaneous
documentation, I participated in what types of questions
we included in those surveys, and that I also participated
in the review of some of those surveys when we were trying
to make a determination as to whether or not it appeared
to qualify for the research credit for federal tax
purposes.

Q Okay. Thank you. And as part of EDS'

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 18
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recordkeeping of —-- that was used to create the schedules
that we have provided the detail, the qualified research
expenses, in those there are FIDs. Can you explain what
FIDs are?

A FID is an acronym for financial identification
number and it's identification numbers, so F-I-D number.
And these were not necessarily a one-to-one correspondence
with a particular cost center. They weren't always a
one-on-one correspondence with a particular project, but
we had financial identifiers, FIDs, so we could gather
more granular details about certain types of income and
expenses.

Q And so once these reports were generated for
purposes of computing federal R&D credit, would you also
have provided these to the state tax team that was
preparing the California R&D credits?

A We provided our complete work papers to the state
team for the R&D credits. And that would have included
the project listing that we came up with and the cost that
were gathered by FID.

Q Okay. And can you maybe elaborate about the
procedure of how often the R&D documentation was created,
how often it was done, and maybe just elaborate a little
more about the process in terms of who was involved in it,

and what type of information was used to determine whether
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certain expense was qualified or not.

A The R&D survey process started at the end of
every fiscal year. I kind of think some of those were
just every calendar year. And at the end of every tax
year, we would send out the surveys to the managers that
had system engineers working for them. They would, in
turn, identify projects that they worked on that may
qualify for the R&D credit. And then they would provide
additional information for us to look at and then
summarize and determine a qualification. But this was
done on an annual basis in support of the preparation of
our income tax returns.

Q Thank you. Have you got a chance to review
Exhibits 14 through 60? And if so, can you please
identify these documents?

A Yes, I looked through those. They are the
year-by-year research tax credit work papers that the
starting point would have been our federal work papers.
And then there were columns added for state information
that was needed for state filings.

Q Thank you. As part of your responsibilities at
EDS, were you familiar with EDS' federal credit audits,
settlements, and closing agreements with the IRS?

A Yes. I was intimately familiar with those. I

never thought I would be a research credit expert, but I
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became one. We were audited every year that we filed a
return and usually in cycles. And in this case, I think
2003 through 2008 was multiple cycles. But I was the one
that was the main person working with the IRS and working
with their outside consultants that they used. And I was
deeply involved in negotiating the final closing agreement
that was reached.

Q And is the copy, that we provided as part of the
exhibits, is that an accurate copy of the closing
agreement?

A It is.

Q And what was the percentage that was agreed to in
the closing agreement in terms of how much R&D credits
were allowed by the IRS?

A In that closing agreement, we agreed to
55 percent allowance.

Q Okay. Great. Thank you.

MR. FIX: That's all I have.

JUDGE HOSEY: Thank you. I'm going to move to
the Franchise Tax Board to see if they have any questions
for you, Ms. Nall.

MS. NALL: Okay.

JUDGE HOSEY: Mr. Riley.

MR. RILEY: Yeah, just one moment.

JUDGE HOSEY: Yeah.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 21
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MR. RILEY: Just readjusting stuff here.
JUDGE HOSEY: Okay. Thank you. Just begin when

you're ready.

CROSS-EXAMINATION

BY MR. RILEY:

Q Okay. Okay. Good morning.

A Good morning.

Q I've got a few questions for you. In 2010, you
were the Director of Federal Tax Controversy?

A That's correct.

Q Representing EDS --

A Yes. Correct.

Q -— but working for HP?

A Well, HP owned EDS.

Q Right. Okay. You know this might be easier
if —-

MR. RILEY: Ellen, could you give her -- these
are just exhibits that are in the record, what is
Appellant's Exhibit 1, Respondent's Exhibits V, W, X, and
Z. And just so that if the taxpayer -- sorry -- if the
witness needs to refresh her recollection, then we've got
them on hand.

MS. SWAIN: May I approach the witness?

JUDGE HOSEY: Go ahead. Yeah.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 22
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MS. SWAIN: Thanks. May I approach the Judges?
JUDGE HOSEY: Please. Thank you.
BY MR. RILEY:

Q So let's start with Exhibit 1. This Notice of
Proposed Assessment lists you as -- your title as of
"Director of Federal Tax Controversy"?

A Yes, that's correct.

Q And you stated you're familiar with the federal
regular incremental research credit?

A That's correct.

Q And you're familiar with the startup base period?

A Yes. 1It's been a long time since I calculated
it, so don't get too detailed for me.

Q I will —— I will be gentle. Thank you. You are
familiar with the dozens of ways in which the -- in which
Section 41 federal incremental research credit is modified
for California purposes?

A I am not. I do not do state taxes.

Q Okay. And EDS reported a startup base period for
California -- the startup base period for California was
from 1996 to 20057

A I'm not aware of that.

Q Okay. Did you prepare EDS' California Form 3523
for the 2005 through 2008 taxable years?

A I did not.

STATE OF CALIFORNIA OFFICE OF TAX APPEALS 23
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Q

A

Okay. Did you supervise that preparation?
I did not.
Okay.

The only role I would have had would be supplying

historical documents.

Q

Okay. For the 2003 through 2004 federal audit,

the IRS delivered the Notice of Proposed Assessment to

you?

A

Q

That's correct.
And that notice included an 886-A7?
Yes.

The facts of the 886-A for the 2002 through 2004

tax years stated that EDS had, quote, "Hundreds of

research projects involving software development?"

A

Q

That's correct.

Okay. In 2006, you were EDS' manager of federal

That's correct.

You participated in the IRS audit of the base
1996 through 19887

That's correct.

You stated you were intimately familiar?
That's correct.

The IRS discussed the examination changes for the

1996 to 1998 audit with you?
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A

Q

Yes.

In the 1996 through 1998 IRS audit, the IRS

specialty software consultant, Mitre Group; correct?

A

Q

out of

A

Correct.
There was an examination sample of five projects
4,791 total?

I don't recall the exact number of total

projects, but we did have a sample.

Q

Could you look at page -- Exhibit V, page 2 of

17?2 And I believe it is at the bottom. Does that last

paragraph refresh your recollection?

A

BY MR.

Q

A

Q

Let me borrow some glasses here.

MS. NALL: Your glasses are dirty by the way.

MR. ZOELLER: Sorry.

MS. NALL: Yes. I see that it was five projects.
RILEY:

And from 4,791 total?

Yes.

And you were told in advance that the interviews

would only focus on tax year 19987

A

Q

Yes, that was a negotiated fact.

And you were told in advance the interviews would

cover detailed software development questions?

A

Q

I think so.

You're familiar with the software that the IRS
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examined in the 1998 audit?

A Yes, I am.

Q And Mitre Group examined computer-aided
manufacturing software?

A Yes. That would have been part of what I
mentioned earlier, our Unigraphics Software affiliate.

Q NC Automated -- NC Automation computer-aided
manufacturing software?

A Yes. Same thing.

0 That's abbreviated as CAM, C-A-M, software?

A Yes, part of Unigraphics.

Q Mitre Group examined drafting and geometric
tolerancing software?

A Yes. Again, that was a Unigraphics project.

Q Okay. Ms. Nall could you please look at Exhibit
X? Could you please read the title of that document?

A "Trademark Service Mark Application Principal
Register With Declaration.”

Q Thank you. Would you agree this is a U.S.
trademark application?

A That's what it says it is.

Q And EDS filed this trademark application in 19967

A I'm looking for the date. Based on the stamp, it
says 1996.

Q If you look at page 2, does that --
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A It's dated March, I think, 8th, 1996.

Q Okay. And this trademark application is stamped

750709137

A That's what it says.

Q A trademark for goods and/or services?

A That's how it's written.

Q And about halfway down is a trademark for
computer software used in computer-aided design and
computer-aided manufacturing?

A I'm sorry where does it say that on here?

Q Roughly halfway down the page here.

A That's what it says. That would have been part
of Unigraphics.

Q And computer-aided design and computer-aided
manufacturing can be abbreviated as CAD-CAM software?

A I agree with that.

Q EDS' 2003 10-K mentions digital product design
applications, doesn't it?

A I —-

Q You can look at Exhibit W if you need to.

A Okay. Okay. Where on the exhibit?

Q And I think page 6. And I think that's paper
pages rather than -- many?

A Can you point me where on the page I'm looking?

Oh, digital project design is shown under UGS Appeal and
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Solution. Again, that was our Unigraphics subsidiaries.

Q Okay. And the 10-K mentions NX CAD?

A Yes.

Q And it mentions NX CAM?

A Yes.

Q Okay. And as manager of federal tax, you were
aware that EDS sought to renew trademark serial number
75070913 in 20072

A I was not aware until you showed me this
document.

Q Can you please look at Exhibit Z?

A Okay.

0 And could you look at page 4 of 8 in Exhibit Z
where it says signature Steven L. Page?

A Yes, I see that.

Q And the signature is dated March 23rd, 20077

A I see that.

Q And the renewal declaration was signed on behalf

of EDS.

A Yes.

Q And this renewal included -- for EDS included
specimens?

A I'm looking for where it says specimens.

Q It would be the third paragraph from the top-?

A The owner submitting one specimen showing the
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mark, so that would be what the mark looked like; right?
Q Correct. The declaration affirmed that the
trademarks used on CD-ROMs used in interstate commerce?
A Yes.
Q And could you flip to page 6 of 87
A Yes.
Q And the CD-ROM -- the specimen CD-ROM on page 6
is labeled 20057
A It's illegible. It looks like it could be 2005
or 2006, so I can't tell.
Q But 2005 or 20067
A I think so. 1It's really hard to read.
MR. RILEY: Okay. Thank you, Ms. Nall. I have
no further questions.
JUDGE HOSEY: Thank you, Mr. Riley.
I'm going to move to the Panel to see if they
have any questions for you, Ms. Nall.
MS. NALL: Okay.
JUDGE HOSEY: You doing okay?
MS. NALL: Okay.
MR. FIX: I have a question.
JUDGE HOSEY: Oh, go ahead, Mr. Fix.
MR. FIX: Is it okay if I ask her one more
question?

JUDGE HOSEY: Yeah. Go ahead.
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MR. FIX: Okay. Great.

REDIRECT EXAMINATION

BY MR. FIX:
Q We've been -- part of the question that we've

asked and Respondent, revolve Unigraphics that you

mentioned. Can you detail -- well, I guess, we've already

asked you whether or not it constituted part of the core
business. My question is, if -- would Exhibit 97, that
includes the, apportionment work papers, would that be a
correct reflection of UGI's receipts?

A It would. There's a separate column for that
subsidiary on Exhibit 97 for each of the years, and it
lists the types of receipts.

Q Is there any reason you would think that those
work papers that were from the ledger are incorrect?

A No.

MR. FIX: Okay. Thank you.

JUDGE HOSEY: Okay. Thank you, Mr. Fix.

I'm going to move to my Panel.

Judge Akin, do you have any questions for our
witness?

JUDGE AKIN: Judge Akin speaking. No questions
Thank you.

THE WITNESS: Thank you.
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JUDGE HOSEY: Thank you.

Judge Lambert, do you have any questions for the
witness?

JUDGE LAMBERT: I have no questions. Thanks.

JUDGE HOSEY: Thank you for your time today,
Ms. Nall. I appreciate it.

MS. NALL: Okay. Thank you.

JUDGE HOSEY: Okay. We're going to go ahead and
move to the argument section for the Appellants.

Mr. Fix, we have about an hour and an half
planned. So we're going to go ahead and finish your
presentation and then see where we are and whether we

would take a break if that sounds like it'll work for the

parties.

MR. FIX: That sounds great to us.

JUDGE HOSEY: Okay. Are you ready to begin your
presentation?

MR. FIX: I am.

JUDGE HOSEY: All right. Please begin when
ready.

MR. FIX: Okay. Thank you.

PRESENTATION

MR. FIX: Thank you, Honorable Judges, and thank

you for giving us this opportunity to present to you
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today.

I want to start with, you know, on the easel we
have a summary -- a simple summary that shows four
potential outcomes. And today I'll walk you through how
even though it appears, you know, there's been a lot of
briefings. There's been over 150 pages of briefings, over
100 exhibits, but this is a very simple case in my view.
And I will walk you through how for each outcome, even
though we have several issues that the parties have agreed
to are at issue, you don't need to necessarily resolve all
of them for -- to arrive at a conclusion that EDS is
entitled to the refund under Outcome 1 or Outcome 2,
Outcome 3, Outcome 4.

I will walk you through and show you how for
Outcome 1 there's only, you know, three questions that
would need to be answered of the issues listed, and then
what additional questions you might need in order to get
to Outcome 2 where you get additional tax refund and then
same with Outcome 3 and Outcome 4.

So if you follow the slides that I handed, out,
I'll start on page 3 in terms of Outcome 1 that you also
have listed on the summary page. But the slide is helpful
because beneath that you have a discussion of what issues
are involved. So for the OTA to grant EDS' refund for

amount of $5.8 million related to the '06 through '08
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California wage QREs that it incurred, there's only three
questions.

And the reason why there's only three questions
is because one, as we've discussed in the beginning,
jurisdiction is not an issue. That's been agreed by the
parties. There's no jurisdiction with respect to '05
through '08 which includes the '06 through '08. And two,
the parties have agreed that EDS has substantiated its
qualified California wage QREs for '06 through '08.
There's no jurisdiction issues around it.

And so the only thing you need to resolve and
decide in order to grant us 5.8 of the full 16 are the
following 3. First is duty of consistency, and that's
Issue 4 if you're referring to consolidated list of
issues. Issue Number 2 is EDS' use of 16 percent maximum
statutory fixed-base percentage. That's Issue Number 2
under the Gross Receipts Issues in the consolidated list.

And Issue Number 3 is whether EDS, a service
company, actual gross receipts from sale of property held
primarily for sale to customers in California result in
AGR, average annual gross receipts, below 99.4 million on
average. And I'll walk you through when we get to Issue
Number 3 why we're referring to this number 99.4. And the
last issue, Issue Number 3 relates to gross receipts will

answer both Issues 1 and 3 under the gross receipts
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section.

So if you go to slide 4, let's start with gross
receipts. So the Issue Number 1 is the fixed-base
percentage, and the question is whether EDS can use the
maximum statutory fixed-base percentage of 16 percent.

And the FTB has argued that we have to substantiate the
underlying QREs and AGRs going all the way to 1984, 1988,
or even 1996 that 2005 in order to use a fixed-base
percentage. And that is incorrect.

The reason why it's incorrect is because there is
a federal tax precedent on point, which California
follows, with respect to R&D credits, and that's the Suder
Case. And then the Suder Case has the same facts as the
facts in this case where the taxpayer, given the fact that
we're dealing with very old years -- we're talking about
'03 to '08 -- would be required to find the actual
California gross receipts going back to 1984 to 1988 and
the qualified research expenses that were incurred during
those years. We don't have access to those documents.

The taxpayer in the Suder Case also did not. But
the taxpayer in Suder, similar to EDS, was able to
establish that it's entitled, that it incurred qualified
research expenses. And now remember, the parties have
already agreed that EDS has substantiated at least 70 --

over 70 million in R&D QREs for '06 through '08. So
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there's no question that we have incurred qualified
research expenses that have been audited by the IRS and
agreed to by the parties.

And so in situations where a taxpayer one,
doesn't have access to very old documents from the 80s but
has been able to establish with current documentation with
respect to the years at issue, that they have incurred
qualified research activity and have qualified research
experiences that it has substantiated, then that is enough
for the taxpayer to go ahead and compute its R&D credits
using the maximum fixed-base percentage.

And under the statute, no matter what numbers or
facts you have, your fixed-base percentage can never be
over 16 percent. And the higher that percentage is the
worse you are off. And the reason for that is your credit
is computed by taking your qualified research expenses for
the year minus your base amount. So the delta between
those two numbers you get to take a percentage of and
that's your R&D credit.

And so the question is how you compute your base
amount and the fixed-base percentage goes into that. The
higher that percentage is, the worse we are. And the
taxpayer in Suder and the U.S. tax court couldn't
substantiate it and said I'm going to use 16 percent. And

the IRS, similar to the FTB, objected and said you can't
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do that. You have to substantiate it.

And the Court disagreed and said the taxpayer
established that it incurred qualified research expenses,
and it could not be worse off, and the FTB is not worse
off by the taxpayer using 16 percent. And therefore, they
should be allowed to use the 16 percent, even if they've
not established what their gross receipts were in 1984 to
1998 because they have substantiated their qualified
research expenses.

And so the answer to this seems pretty simple,
which is, yes, we're allowed to use the 16 percent. It
results in the largest base amount that this taxpayer

could have, and therefore, the FTB or the IRS would not be

disadvantages by it. So that's one piece of the
calculation. The FTB will mention some other cases, I'm
sure. And all those cases have one thing in common and

distinguishable from our facts is those taxpayers didn't
establish what their actual fixed-base percentage is, but
they are trying to claim a percentage that's smaller than
16 percent. Meaning, they were trying to increase their
R&D credit by claiming a smaller fixed-base percentage.
We are not doing that. We're similar to Suder.

We continue on to slide 5. We can talk about the
second issue that needs to be answered in order for us to

result in Outcome Number 1 on the summary page, and that
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relates to the minimum base amount. And the question here
is whether EDS had gross receipts from sale of property
that was held primarily for sale to customers, meaning
inventory they are holding for sale to customers as part
of your regular business, and those sales took place in
California.

And the reason why we're simplifying it here in
saying that it needs to be greater than $100 million is
because there is a rule on both the federal and the
California code, which is essentially your base amount,
which is used to compute your R&D credit, can never be
less than 50 percent of your qualified research expenses.
So take your QREs times 50 percent, that's your minimum
amount. So it doesn't matter if you have a small
fixed-base percentage or a small average annual gross
receipts or AGR, i1f that amount is less than 50 percent of
your QREs, you are required by statue to use that.

And that's the default under the federal and
California follows the federal on this point. They don't
distinguish from that. So that's the rule. The one
distinction between federal and California is how you
define gross receipts. For federal purposes, it includes
all gross receipts. So if you look at your Form 1120, you
include all the gross receipts from line 1 and other gross

receipts that you might have.
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For California the legislature specifically to
incentivize and make California competitive -- and we've
included legislature history on this -- wanted to make
sure that they are attracting technology companies that
don't generally produce large amounts of sales of
property, rather more on the software side, and therefore,
would have a low amount of gross receipts from sales of
property held as inventory, primarily for sale to
customers in California. The result of that, as discussed
in the legislature history that we have attached, is that
the base amount is smaller. And a lot of these taxpayers
would end up where EDS ended up, which is if you have a
small amount of gross receipts from sales of property held
for sale in California, you are forced into the minimum
base amount because your amount could be somewhere between
zero, if you have zero receipts from sales of property to
a smaller amount that might result in a minimum base
amount that's larger than your computed base amount.

And so the question here is, what is the
threshold that we need to reach in order to impact our R&D
credit? EDS has requested in its refund claim an R&D
that's computed using the minimum base amount. The reason
for that is, is that we don't have a lot of gross receipts
from sales of property as we've established in our

Exhibit 97 that have detailed apportionment work papers as
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Ms. Kelly Nall testified to.

We are a pure, you know, service company that is
primarily involved in provision of services, whether
that's services in the sense of outsourcing business
function of the taxpayer or developing software that is
then provided and licensed to multiple customers who don't
have the resources to develop it on their own, and they
are used as a service. They're not selling the software
as part of their business.

Now, as part of the testimony and the
apportionment work papers, we've reflected the fact that
EDS until 2004 had, you know, over 16 billion a year in
gross receipts from services everywhere, but the amount of
sales from sales of property is very small because that's
not their primary business, not their core business. And,
in fact, the one subsidiary in their affiliated group,
which they disposed of in 2004, Unigraphics, one, even
that specific entity wasn't solely generating receipts
from sales of software, you know, off-the-shelf software
to customers, but was also providing services.

So as our apportionment work papers in the
records established, the amounts of receipts from the
sales of property in California are very small. And to
figure out what level you need in terms of receipts of

sales of property to impact all the R&D credit that we're
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requesting, you need an average around $100 million of
gross receipts in California to even just reach the same
R&D calculation that we reached. So unless you get to 100
million on average every year —-- obviously every year the
number is different, but it's about 100 million average --
the R&D credit is not impacted.

So it doesn't matter if we have zero in AGRs in
California or 50 million or 20 million or 9 million. If
it's below the number for that specific year, the R&D
credit is the same as we computed using the minimum base
amount. And so I think between Exhibit 97, which we have
provided, and Kelly has testified to, it is clear that
even if worst-case scenario, you want it to include sales
of property in California, there weren't even sales of
inventory which wouldn't be part of this calculation at
all, you're still below the threshold, significantly below
the threshold. And we provided exhibits to walk you
through them.

Now, specifically, so we've addressed Issue 1
Issue 2. So what's the last issue that we need in order
for you to grant us Outcome Number 1? And that's Duty of
Consistency. Duty of consistency is a doctrine that the
FTB is asserting applies to essentially require EDS to use
incorrect numbers in computing it's R&D credits. EDS

originally, you know, in prior years, prior to 2003 was
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miscalculating its average gross receipts. It's AGRs as
well as its fixed-base percentage.

But the good news is that those errors one, were
caught by auditors by the FTB; two, were analyzed whether
correcting would impact the R&D credit during those years.
And the answer was no, it would not impact it. And the
reason why is that even when they used incorrect AGRs --
and by incorrect AGRs, what EDS did was instead of using
their actual average annual gross receipts, which means
their actual gross receipts from sales of property in
California. They instead, used their federal number,
which includes everything under the sun even types of
receipts that are excluded by statute, like services,
rents, royalties, and the like, and just applied the
California apportionment to it.

So it was an inflated incorrect number that was
used. And the auditor -- we've attached audit work papers
for prior years where the auditors by the FTB identified
this and said this is incorrect. That's not how
California computes its AGRs. That's not how they compute
the R&D credit. But the auditor there obviously did its
research similar to what we provided here, which is
identified that this is a service company. And in no
shape or form and in no reasonable reality does this

taxpayer generate enough sales of inventory of property to
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rise to a level that would impact its R&D credit where
they need to use a computed base amount instead of the
minimum base amount.

And so i1if you look to one of our exhibits,
Exhibit 93, we actually walk through and show that FTB was
not harmed by the fact that we use an incorrect or
estimated AGR number in prior years, and the fact that we
use an incorrect fixed base percentage in earlier years,
because it didn't impact the base amount that was used to
compute the R&D. And if you correct it to use the actual
AGRs during these years and corrected it to use the
maximum 16 percent statutory fixed base percentage, the
result is the same.

The R&D credit that would be computed before 2003
would be the same as was originally claimed and allowed by
the FTB auditor. And that's important because the duty of
consistency as discussed in a few of the OTA's decisions,
like Appeal of Chen and Appeal of Shaanan and Appeal of
Davis, all of them talk about when is the duty of
consistency applied to force a taxpayer to use incorrect
numbers from earlier years.

And that is only in situations where the taxpayer
made a representation to the agency, to the FTB, the FTB
relied on it, and now the taxpayer is trying to whipsaw

the agency by changing its position once the earlier years
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the statute closed, and they received a certain tax
benefit in those earlier years from benefiting from that
mistake, and now in subsequent years has taken an
inconsistent position that allows them to get even more
tax benefit.

And that's not the case here. 1In all of the OTA
decisions, it discussed about whether the FTB will be
harmed by it. And for it to be harmed, it has to mean
that in earlier years we claimed R&D credits greater than
what we're being entitled to if we used the actual
corrected numbers, and that's not the case. If you look
to Exhibit 93, that proves that. And so duty of
consistency simply does not apply.

And our case 1is distinguishable from those three
cases, Appeal of Chen, Appeal of Shaanan, and Appeal of
Davis, because in all those cases the taxpayer took
inconsistent positions that benefited them in early years.
And then with respect to the same items, subsequently
tried to claim deductions a second time, even though they
were entitled to certain deductions in earlier years. And
so we are distinguishable from that because FTB is not
harmed. Therefore, duty of consistency clearly does not
apply.

So now we've established all three items. And so

going back to what the three items are, we have one, duty
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of consistency. We Jjust discussed why it doesn't apply.
Two, we discussed EDS' use of the l6-maximum fixed-base
percentage. We've established that you're allowed to use
that because that's the worst-case scenario, and in no
case would the percentage be higher. And therefore, FTB
is not disadvantaged by that, and the Suder case
specifically allows for it.

And finally three, we have substantiated, as
opposed to Respondent, what our actual gross receipts are
as opposed to trying to raise questions and make certain,
you know, hypothesis as to how much gross receipts a
taxpayer has. We know how much gross receipts we have
from the sales of property in California. Those are in
our Exhibit 97. That is information that was pulled from
the general ledger and that was used for both federal
reporting, financial reporting. And there is no reason to
believe that it's incorrect. The core business was
services.

So by doing that, we've established all three.
None of the other issues in this case are relevant for you
to determine that we're entitled to at least $5.8 million
in refund. ©Now, if you go to slide 7, there's another
layer here. Additional refund at issue. Outcome two says
that the OTA would allow for additional actual California

wage QREs for '04 and '05.
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And the result of the OTA allowing that, it would
result with an additional 4.8 million on top of the
already granted tax refund under outcome one. For you to
grant these additional -- this 4.8, there's only two
questions you have to answer. One has to do with
jurisdiction over the '04 year R&D credit that was
filed -- there was a claim that was filed in 2012, and
that's Issue 1 in your Jjurisdiction issues.

And then one more issue, Issue Number 5, on slide
7 which is whether or not we have substantiated the '04
and '05 actual, not estimated, actual California R&D wages
of 39.2 million and 25.3 million respectively. This is
Issue Number 1 under QREs issues. And so if we go to
slide 8, I'll start with jurisdiction. And Jjurisdiction,
essentially, it says here that it relates to '03 and '04,
but obviously at this point the only relevance for us is
we're talking about '04 and '05 wage QRE. And so what do
we need to answer regarding jurisdiction? This
jurisdiction question will answer '04.

And the reason why it's relevant before I go into
it is '04 and '05 that provide actual California wage QRE
information, the same type of information, same detailed
information that's by state, not estimate how much in
current California but actual, similar to the same

information that was provided for '06 through '08, which
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the FTB has already agreed with us, has substantiated that

we're entitled to this query.

So there's no difference -- substantial
difference between those. 1It's the same type of
information that satisfied the FTB. The only -- there's

only two reasons why '04 and '05 are not included in the
amount that the FTB had already agreed to. The easy one
is for '05. '05 there's not jurisdictional question with
respect to it. The only issue was at the time the
Appellant filed its brief, we could find the underlying
detailed schedules for the '05 QREs that showed the
detailed information where it was incurred by project and
that would allow us to show you how much actual California
wages were incurred in '05.

And so as part of briefing, we worked with the
taxpayer and were able to identify that schedule, and
that's one of the schedules we provided in Exhibits 100
through 102. So it's identical information to the
information that was provided for '06 through '08 that the
FTB agreed with. So really with respect to '05, now we've
provided the same level of detail. There's no question.
We should be entitled to the '05 actual California wage
QREs. That's the one question you have to answer to give
us '05 QREs.

With respect to '04, there's an additional
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question, and that question is do you have jurisdiction
over that? Because as we've discussed, FTB has already
agreed that we have jurisdiction for '05 through '08, but
don't agree with respect to '03 to '04. And so the
question here is whether the claim for refund that
included the '03 and '04 years, which was filed in 2012,
properly raise EDS' request for additional R&D credits.

And that refund claim specifically requested R&D
credits for '03 and '04, specifically already included the
QRE amounts that we have claimed this entire time. The
QRE amounts have never changed. And the fact that under
the California statute Section 23609, which follows the
IRC 41, allows for R&D credit. But the R&D credit could
be computed in two different ways, two mathematical ways.
One using a regular method, or one using an AIC method.

So from day one EDS has always requested
additional '03 and '04 R&D credits. In fact, on its
original return, it claimed partial R&D credits but didn't
claim the full amount. And so it filed a refund claim
asking for additional R&D credits. Now, section —-- the
section that's relevant for us here is Section 19322 in
the California Rev & Tax Code that requires the refund
claim to include two components. One is the specific
grounds for the claim, and two is the facts to apprise FTB

of the exact basis of the claim.
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And California courts have literally interpreted
Section 19322 in terms of the notice requiring to provide
significant deference to taxpayers, right. They want the
taxpayer to be able to preserve their right to claim
certain items. And they have literally interpreted it to
say we'll look to both what's on the letter claim as well
as beyond the four corners of the claim to the extent that
the FTB should have been on notice as to what the issue
is.

And what's interesting here is that our refund
claim back in 2012 said, specifically, the grounds for
these claims are that the taxpayer generated and could
utilize research and development credits during the tax
years covered. So we specifically said we would like R&D
credits. Okay. So the grounds and basis are clear. The
FTB is trying to claim that our request and our legal
basis for the R&Ds has changed. And they are trying to
equate the fact that we originally computed using a
mathematical method of AIC versus the regular, which is a
little bit different. Both are available under the same
statute that says you're entitled to R&D credits.

The reason why this was done was because at the
time the refund was filed, FTB issued guidance essentially
saying if you have essentially zero gross receipts from

sales of property, meaning your service company, like a
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technology company like EDS, you are not allowed to
compute your R&D credit using the regular method. 1Instead
you have to mathematically have to request and compute in
using the AIC method. So we did that. Even though on the
original return we used the regular, we said we will
compute using the AIC.

This is the guidance that's out there. So it's
not a new source of authority. Rather, it was the source
of the ground for the claim that supports us. The basis
is Section 23609. You're entitled to R&D credit. We
simply computed it using the AIC method. Now, at audit,
the auditor said, well, you can't compute it 