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Cerritos, California; Tuesday, June 16, 2026
9:03 a.m

ADM NI STRATI VE LAW JUDGE GAST: On the record.
This is the consolidated appeal s of Burch and Carden, OTA
Case Nos. 230112266 and 230112267. Today is Tuesday,
June 16, 2029, and the tine is 9:03 a.m This hearing is
being held in Cerritos, California, wth the agreenent of
all the parties.

My nane is Kenneth Gast, and |'mthe |ead
adm ni strative law judge for this appeal. Wth ne today
are Adm ni strative Law Judges M ke Le and Hans Fanul aro.

Can the parties please identify yourself by
stating your full nane, first and last, for the record,
begi nning with Appel | ants.

MR. CAMPBELL: Chris Canpbell, Deloitte Tax, for
Appel | ant s.

MR. HAN. David Han, Deloitte Tax for Appellants.

M5. SWAIN:. Good norning. Ellen Swain for the
Franchi se Tax Board.

M5. THYBERG Leah Thyberg for the Franchi se Tax
Boar d.

ADM NI STRATI VE LAW JUDGE GAST: Thank you. So

the sole issue for today's case i s whether Appellants

Kennedy Court Reporters, Inc.
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generated California source incone fromthe sal es of
partnership interest that included anounts and charitable
to unrealized receivables and inventory itens under

| nternal Revenue Code Section 751(a).

Al right. Going to the exhibits. | know we
have had sone correspondence related to that recently. So
with respect to the evidentiary record, Appellants have
provi ded Exhibits 1 through 6. FTB did not object to
adm ssibility of Exhibits 1 through 5.

However, FTB -- and correct ne if |I'm wong,

Ms. Swain -- did partially object to the adm ssibility of
Exhibit 6, related to an e-mail dated May 24, 2019, from
M. Canpbell to FTB's M. Christopher Cassel man.
|"mgoing to overrule that objection and that

will come in. Exhibit 6 does contain facts relevant to
t he background of this case, even though it is solely a
| egal issue. So, therefore, these exhibits are entered
into the record. So Exhibits 1 through 6 are entered into
the record. But | note that Exhibit 5is a tax article,
that will be considered only for purposes of | egal
argunent .

(Appellant's Exhibits 1 through 6 were received.)

ADM NI STRATI VE LAW JUDGE GAST: FTB provi ded
Exhibits A through E -- letters A through E. Exhibits E

and F were submtted untinely and after the June 4, 2026
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deadline of the Mnutes and Orders, but they were
submtted in response to Appellants' Exhibit 6. | wll
admt Exhibits E and F as well into evidence since they
are FTB declarations fromthe auditor and protest officer
on this case that respond to Appellants' Exhibit 6.

Appel | ants have not objected to the admissibility
of any of these exhibits, and they have al so waived their
right to provide witten questions for the Declarants,
under OTA's Regul ation 3214(b)(1) and (3).

So all of FTB' s exhibits are entered into the
record, but I will note as | did with Appellants’
exhi bits, that Exhibits A through D are various | ega
authorities and are considered solely for the purposes of
| egal argunent.

(Departnment's Exhibits A through F were received.)

ADM NI STRATI VE LAW JUDGE GAST: Any questions
there? | know | went kind of quickly.

M5. SWAIN.  No, Judge. Thank you

ADM NI STRATI VE LAW JUDGE GAST: Ckay. All right.
Wth that, | amgoing to turn it over to Appellants for
their presentation. | know you requested 90 m nutes, so
whenever you are ready, please begin.

MR. CAMPBELL: Thank you, Judge Gast.
111
111

Kennedy Court Reporters, Inc.
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OPENI NG STATEMENT

MR. CAMPBELL: Ckay. As you nentioned, this case
involves a legal issue. The facts are not in dispute.

The legal issue is, is a selling partner's 751(a),
ordinary inconme, a distributive share of partnership

i ncone froma deened sale by the partnership of Section
751(a) property.

The answer to that question is clearly no. W
phrase the issue this way because the FTB' s entire
determ nation in this case hinges on its reading of
Section 751(a) as providing for a deened sale of property
by the partnership. And according to the FTB, this deened
sal e generates incone at the partnership | evel and,
therefore, distributive share of partnership incone to the
selling partners.

The FTB has created a false premse. There is no
deened sale or distributive share here. And I'mgoing to
go slowy because | know -- | wll try to help the
reporter, but if | go too fast, just let ne know.

THE COURT REPORTER  Thank you. | wll.

MR. CAMPBELL: On the screen we have Regul ation
17951-4(d). This is the starting point for Franchise Tax
Board and for refuting the FTB's protest determ nation,
which is also the conclusion in FTB's | egal ruling,

2022-02.
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This is the regulation the FTBis relying on to
treat the non-resident selling partners, Section 751(a),
ordinary incone, as a distributive share of the underlying
partnershi p's business incone.

A selling partner, Section 751(a), ordinary
i ncone, however, is not a distributive share of
partnership incone, as a result, this regul ati on does not
apply. The right answer in this case, and the answer that
has governed every sale of a partnership interest prior to
the i ssuance of the FTB's legal ruling for decades, is
that the entire gain fromthe sale of a partnership
interest, both the capital gain and the ordinary incone,
is income fromthe sale of intangible personal property
that indicates that an individual partner is properly
sourced pursuant to Section 17952.

The FTB's determination in this case is wong and
must be reversed. The legal ruling is wong for the sane
reasons. There's no shortage of instances by the State
Board of Equalization, the OTA, and California courts
declining to apply or even invalidate FTB' s | egal rulings
and TAMs when they are contrary to established |aw. That
is what needs to happen here.

In order to denonstrate the FTB's position on the
law is wong, we are going to start with some basic

concepts of Subchapter K, though we realize that everyone

Kennedy Court Reporters, Inc.
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on the panel is a real expert in subject protection.
David will do that in a mnute. Then we will discuss the
pl ain | anguage of Section 751 and applicable Treasury
regul ati ons, and then show that FTB is m sreadi ng these
provi si ons.

And at this point, | want to say that the tax
termnology is very inportant. Wen a tax agency nakes a
determ nati on agai nst a taxpayer or issues a ruling of
general application on a highly-technical |egal issue |like
Subchapter K, as it apples to a conmon, everyday
transaction, sale of a partnership interest in this case,
you woul d expect the agency to use correct tax
term nology. That's the point of going through the
concepts on the next couple slides.

W will also explain -- you don't have to take
our word for any of this. The DC Crcuit Court of Appeals
rejected all of the argunents that are being nade by the
FTB for exactly the sane reasons that we have been
submtting to the FTB since February of 2018, six years
bef ore the Rawat case was even deci ded.

While there's absolutely no doubt that the FTB's
determnation in this case and legal ruling is wong as a
matter of law, there's also no doubt that the FTB' s
position regarding Section 751(a) is new and novel and

first released to the public on July 14, 2022, 10 years

Kennedy Court Reporters, Inc.
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after the tax years in this case. This position was not
the law in 2012 and 2013, and certainly cannot apply to
Appellants in this case, as Appell ants have nmaintai ned
with the FTB since 2018.

During the audit the proper avenue for the FTB to
seek a change in the | aw would be to approach | egi sl ature.
The | egi sl ature could enact a special sourcing rule for
Section 751(a), ordinary incone. It did sonmething simlar
for guaranteed paynents in Section 17854.

There are a | ot of consequences the FTB has not
t hought through, and all of those things could be
considered in a public rul emaki ng process, that would be
the appropriate forumfor considering whether a rule |ike
this should be adopted in the first place.

For all these reasons, the OTA should rule in
favor of Appellants. And at this point, | will turn it
over to M. Han.

MR. HAN. Thank you, Chris.

MR. CAMPBELL: Sorry. To close the opening, so
to speak, we have 17951-4(d) on the nonitor, because this
is the provision the FTB says it's relying on. This
provi sion applies to source distributive share incone of a
partnership, and we said that the legal ruling creates a
fal se prem se because the legal ruling concludes, as we

will go through during our presentation, that 751(a),

Kennedy Court Reporters, Inc.
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ordinary incone, is a distributive share of inconme from
t he partnership, which is what we have -- we are taxed on
t hat .

So the point to start with is that everything
that we are about to go through is going to show that
751(a), ordinary incone, is not a distributive share
partnership incone. There is no partnership-Ilevel incone,
so this reg can't apply and this reg nust apply for the
FTB's position to be correct.

MR. HAN. Thank you, Chris.

So we wll start with sone very basic concepts,
taxation of partnership-Ilevel incone under Subchapter K of
| nt ernal Revenue Code.

agai n, we understand that everyone on the panel
may be famliar with the concept of distributive share
i ncome, but these basic concepts are critical to this
case, and because the FTB's legal ruling and briefs at
certain times do not use the correct tax term nol ogy and
this caused confusion to the reader or the |istener.

So on this slide we have A very sinple exanple.
The partnership with two partners, and to line it up with
the facts of this case, the partnership would be Tory
Burch LLC. Assune it has $100.00 from operations, and
this woul d be partnership-1evel incone.

This partnership would report its incone on a

Kennedy Court Reporters, Inc.
800. 231. 2682
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1065 or 565 or 568 for California. |In this exanple, each
partner would report its distributive share of the
partnership's incone. W have 50/50 equal partners in
this exanple, so each partner would report $50.00 of the
partnership's incone.

The partnership i ssues K-1s to each partner
reflecting this distributive share. And distributive
share rules are generally found under Section 702 of the
I nternal Revenue Code, and the specific itens included any
partners distributive share are set forth in the 702
regulations. This is inportant as we will get into when
we di scuss the Treasury reqgulations |ater on.

Moving on to the next slide. Here, we're show ng
t he sane partnership, but one of the partners, Partner B,
is selling his partnership interest to a new partner for
cash. This is a sale or exchange of a partnership
interest. The selling partner realizes gain equal to the
anount realized plus the partner's justification in the
partnership interest.

No incone is realized by the partnership when the
partner sells his or her interest. Again, lining up with
the facts in this case, JCBI sold its interest in Tory
Burch LLC. JCBI, the partner, realized gain. There is no
income within the partnership with Burch LLC. Here, we

are just making the point conceptually that the taxpayer

Kennedy Court Reporters, Inc.
800. 231. 2682

13



http://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

here is the owner of the interest and the tax bill event
is the taxpayer sale or exchange of the property, i.e.,
the partnership interest. There is no taxable events at
t he partnership |evel.

Just to sumup the point of these two slides --
again, these are very sinple exanples. There's
partnership-1evel income and there is partner-|evel
i nconme. \When a partner sells a partnership interest, in
this case, when JCBI sold its interest to Tory Burch LLC,
JCBI realized incone; Tory Burch did not.

I ndeed, the FTB does not contend that Tory Burch
realized or reported any incone as a result of JCBI's sale
of its interest. This point of fact is one of the fatal
flaws in the FTB's position in the case, and in the
ruling. And we will conme back to it later in our
present ati on.

W al so wanted to point out in the FTB's opening
brief on page 7, where they wite that the effect of
Appel l ants' argunent is that non-residents should not been
taxed on non-realized inventory, notw thstanding the fact
that California residents would not be entitled to use
Section 17952 simlarly as backstop or taxed on the sane
i tens.

This is an incorrect statenent. There is no

| eakage as the FTB's statenent suggests. There is no

Kennedy Court Reporters, Inc.
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additional inconme for California to tax here as a matter
of policy. Resident partners pay tax on their entire
gain, capital or ordinary, when they sell their
partnership interest. Non-residents are taxed as the sane
as residents in the sanme anount.

Part nershi p business inconme fromselling
inventory and col lecting unrealized recei vabl es woul d
constitute distributive sharing typical with resident and
non-resi dent partners.

Now I will turn it back over the Chris who wl|
di scuss the plain | anguage of the statute.

MR. CAMPBELL: Just on the last point that
M. Han just made. California residents pay tax on their
total incone, which would include their total gain;
non-resi dents would not pay tax on gain fromthe sal e of
an interest other than to their state of domcile. That's
what 17952 says, and that rule usually applies across the
board in the states.

Partnership i ncome, however, including incone
generated fromselling inventory or collecting
non-recei vabl es pass partnershi p-level inconme, and as the
partnershi p operates and generates incone, that incone
will be reported and taxed to support the distributive
share of each partner's distributive share of that incone

Wil be reported. So that's very separate fromthe

Kennedy Court Reporters, Inc.
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t axpayer-| evel incone fromselling an interest.

So let's go to the plain | anguage of the federa
statute. So on the left of this slide we have 751(a), and
on the right side we have the Tax Code 751(b). 751(a)
applies when a partner sells a partnership interest, and
that's what applies in this case. 751(b) applies when a
partner receives a distribution of property for noney from
the partnership itself.

751(b) involves a transaction between a partner
and the partnership. 751(a) is a transaction between a
partner and a third party, like on the prior slide. So
sticking wwth 751(a). Wen a partner sells a partnership
interest, in this case, when JCBI sold its interest in
Tory Burch LLC, JCBI realized in Measure | the anount
realized and its adjusted basis and the interest.

Under Section 741 of the Internal Revenue Code,
now shown, the gain is capital gain because the
partnership interest is a capital asset. Section 741
says:

“I'n the case of a sale or exchange

of an interest in a partnership, gain or

| oss shall be recognized to the transferor

partner. Such gain or |oss shall be

considered as gain or loss fromthe sale

or exchange of the capital asset except as

Kennedy Court Reporters, Inc.
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of a capital asset, except as

ot herwi se provided in Section 751

(relating to unrealized receivables

and inventory itens)."

751(a) on the slide says:

"The anount received by the

selling partner in exchange for

unreal i zed receivabl es or inventory

of the partnership shall be consi dered

as an anmount realized fromthe sale

or exchange of property other than the

capital asset.”

Not to get ahead of ourselves, but Congress's use
of the sane phrase "shall be considered as,"” in
Section 741 and Section 751(a) is inportant to
denonstrating that the FTB has misread the statute. The
DC Circuit Court of Appeals nmakes this point very well in
Rawat. We will cone back to it |ater.

So what 751(a) does is it recharacterizes a
portion of the selling partner's capital gain as ordinary
i nconme. The anount of ordinary incone is the anount
attributable to the partner's interest in the
partnership's 751 property.

So why is this the case? Again, when a

partnership sells inventory or collects receivables, the

Kennedy Court Reporters, Inc.
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incone realized by the partnership is ordinary incone.
And, again, that ordinary inconme will flow through to the
partners as distributive share inconme when it's received.

In this case, Tory Burch LLC sells inventory and
collects on receivables fromits custoners, Tory Burch
realizes inconme, and this inconme is passed through to its
nmenbers, distributive sharing kind of flows through on K-1
to each nenber

So what is 751(a) doing? 751(a) -- under these
rul es, under the partnership Sub Krules, it was possible
for partners to contribute ordinary income property to a
partnership and then turn around and sell a partnership
interest. Under federal law, the sale of the partnership
I nterest generates capital gain, as we've just discussed,
so by hol ding assets that woul d have generated ordinary
i ncome and contribute themto a partnership, | sell ny
interest, and now | have capital gain and |'ve just
converted what woul d otherw se be ordinary incone to
capital gain, which, under federal law, is taxed at a much
| oner rate.

751(a) was in enacted in 1954 to prevent partners
fromdoing that. So the whole point is, when I sell ny
interest in the partnership, the portion of that interest,
the amount that | receive fromny buyer, a portion of that

IS going to be treated as ordinary incone and taxed at a

Kennedy Court Reporters, Inc.
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hi gher rate for federal tax purposes, that was the
solution to that specific problem

The partnership, of course, in that exanple in
this situation is not selling inventory or unrealized
recei vables, and there's no deened sale of property at the
partnership level. This is sinply a nmechanismfor
treating a portion of the selling partner's incone as
ordinary inconme to be taxed at that higher rate, as
opposed to capital gain.

And, again, the partnership will continue to earn
i nconme fromoperations in the normal course of its
busi ness, and that incone will be taxed to the partners as
it terns.

"' mgoing to apol ogi ze i n advance because | know
this is repetitive, but we are going to be repetitive. So
apol ogi es i n advance.

So what happened here? 751(a) applied. JCBI,
realizing when it sold interest in Tory Burch in 2012 and
2013, a portion of this capital gain was recharacterized
as ordinary incone, therefore, JCBI reported both capita
gain and ordinary inconme when it sold these interests.

Ckay. So let's go back for a second to FTB's
position on this point. FTB's position is that the
751(a), ordinary inconme -- the ordinary inconme that JCB

Is reporting under the plain |anguage here is distributive

Kennedy Court Reporters, Inc. 19
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share income, a distributive share of Tory Burch LLC s
gain froma sale of partnership property.

So here is 751(a), plain |language. Let's go back
for a second to the first slide. Again, this regulation
applies only to Source A Partner's distributive share of
i ncone; and Subsection 2, each partner's distributive
share of the partnership business inconme apportioned to
the state is incone derived fromsources within the state.

The FTB's position in the determnation in this
case, in the legal ruling, is that the 751(a), ordinary
incone is -- and we have text show ng sone of the |anguage
-- is aprorata distribution or distributive share to the
partner of gain or loss itens of the partnershinp.

Wl |, again, fromthe Subchapter K perspective,
and just getting the termnology right, there's no
distribution. |It's a distributive share, first of all --
but there isn't a distributive share at all in this case.

So I'mfinding using the |anguage of 751(a),
saying that there is a distributive share, it forces this
rule to apply because this rule then woul d operate the
source partnership business incone fromselling inventory
receivables as, in part, California source incone.

And, again, Tory Burch LLC, every year, selling
i nventory, collecting unreceivables, and all that incone

fromthat inventory receivables that we are tal ki ng about

Kennedy Court Reporters, Inc.
800. 231. 2682

20



http://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

here is reported and taxed to the partners, you know, on
Schedul e K-1s. None of this applies when you sell an
interest in the partnership. kay.

So let's go look at 751(b), which nmakes this
abundantly clear just purely from |l ooking at statutory
| anguage and the words enacted by Congress and the
| egi sl at ure.

So Section 751(b) applies when there's a
distribution fromthe partnership to a partner. This is a
sal e or exchange transacti on between the partner and the
part ner shi p.

The whol e point of lining these two provisions up
next to each other is so that we can conpare the statutory
| anguage. 751(b), and the distribution fromthe
partnership to a partner, such transaction shall, under
regs, be considered as a sale or exchange of such property
between the distributee and the partnership that's
constituted after the distribution.

That's very different than what 751(a) says,
which is sinply that the selling partner's -- anmount of
selling partner's incone shall be considered as an anount
realized fromthe sale or exchange of property other than
a capital asset.

Again, 741 treats the entire anount in general as

capital gain; and this provision, 751(a), recharacterizes
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a portion of that to ordinary incone, that's all it does.
It only operates at the partner level. There is no
partnership-1evel transaction, and there's no
partnership-1evel inconme, and there's no distributive
share incone, period.

751(b) on the other hand, there is. And this
wi |l beconme very clear in the regulations, and this is
i nportant because the regul ati ons have specific references
to the distributive share rules and for 751(b), there are
no such rules in 751(a).

So, again, Congress and Treasury and |RS,
conpl etely understand, have very clear rul es denonstrating
that there's distributive shared inconme in 751(b)
transaction, and there is not in a 751(a) transaction.

So let's nove on. Just one nore point. So,
again, just focused on this slide, the bold | anguage is
there to show that Congress and the | egislature which
incorporated this in California knows exactly how to
provide for a deened sale when it wants to do so. Ckay.

MR. HAN. Thank you, M. Canpbell.

To that point, FTB's position in this case is
that 751(a) creates a deened sal e of property by the
partnership. The IRS nmade this exact sanme argunent in
Rawat that Section 751(a) provides for a deened sal e of

property by the partnership, and the DC Crcuit Court of
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Appeal s enphatically and very thoroughly dissected and
rejected the IRS s position based on the plain readi ng of
t he statute.

So here we have sonme excerpts fromthe Rawat
case, and, in effect, the Conm ssion asked us to interpret
t he cl ause, shall be considered as an anount realized from
t he sal e or exchange of property other than the capital
asset, 751(a) to nean, shall be considered as an anount
realized fromthe sale or exchange of such property.

Congress used exactly that |location in the very
next provision of the code, Section 751(b)(1), and the
court concludes we cannot conclude that Congress intended
to convey in 751(a), what is said far nore directly in the
adj acent provision 751(b).

Pl ain | anguage of statute is but one of many
t hi ngs that denonstrated that 751(a) does not provide for
a deened sale by the partnership and, therefore, does not
generate distributive sharing incone to the selling
partner. The reqgulations nake it abundantly cl ear that
there is no deened sale. Again, absent a deened sal e by
the partnership, there is no distributive share incone to
source pursuant to California Regulation 17951-4.

MR. CAMPBELL: kay. So the next coupl e of
slides are going to be regulatory provisions that are

inportant here. | will stop and say that the

Kennedy Court Reporters, Inc.
800. 231. 2682

23



http://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

determ nation in this case nor the legal ruling actually
cite or -- quote to or cite, other than one cite to the
dash (a)(1) reg, any of these provisions.

So as we will see these regs for both under
751(a) and (b), clearly explain what happens when you have
either a sale of the partnership interest or a
distribution as a 751(b) transaction, those rules really
-- again, if they had been | ooked at or cited by the
ruling they -- we wouldn't be here, put it that way.

So the regs under 751(a), start with the one on
the screen, dash (1)(a), this regulation generally
restates the code section, but just goes on to say that
there's an anount that will be considered as an anount of
ordinary incone but the remainder of the partner's incone
is capital gain. That's what that |ast sentence says.

And what's inportant as we will go through the
next couple regs is that this reg omts any reference to
Section 702, which is the distributive share section of
the Internal Revenue Code. And under 702, in the dash (1)
reg under 702, the itens of partnership incone, gain,
| oss, or credit nust be included in the partner's
distributive share are listed with great specificity.

751(a), ordinary incone, is not in that |ist;
however, 751(b) inconme is, because under 751(b), we have

di stributive share incone and under 751(a), we don't. So
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that's inportant.

So let's go to the next slide. The second
section of the regulation under 751(a) is sinply
expl ai ning how you conpute the anount of ordinary incone
-- the selling partner's ordinary incone. And it says the
amount -- the inconme or loss realized by the partner is
t he amount of income from 751 property that woul d have
been all ocated to the partner if the partnership had sold
all of its property in a fully taxable transaction for
cash imediately prior to the partner's transfer of the
i nterest.

The fact that the anount of the selling partner's
capital gain is considered as ordinary income and conput ed
by reference to a hypothetical sale is not the sane as,
you know, saying that there's a deened sale. So as to
this conputational point -- it is one of the argunents the
RS made in Rawat, DC Crcuit said, |ook, running a
cal cul ati on based on a hypothetical inventory sale doesn't
change the fact that the partner sold the partnership
interest, not inventory.

So that's, you know -- again, conparing this to
751(b), which is what we are going to be doing, this is a
cal cul ati on, not on actual deened sale.

kay. And in the third section of the regulation

under 751(a), it just tells you howto report the ordinary
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inconme. A partner selling or exchanging any part of an
interest in a partnership that has any Section 751
property at the tine of the sale or exchange nust submt
with this tax return for the taxable year, a statenent
setting forth separately the follow ng information: The
date of the sale, the ampbunt of the 751(a) ordinary

i ncome, and the anmount of the 741 capital gain incone.

Again, the Treasury regulations require the
selling partner report this information because it is the
selling partner's incone. None of this information is
contained on a K-1 because the anount of the partner's
ordinary incone and capital gain is not a distributive
share of partnership incone.

So let's conpare all of this wth, again, what's
going on in 751(b) and those regul ati ons because this is
t he exact sanme code section and the exact same set of
regul ati ons where, on the one hand, you have got an anount
considered as ordinary incone, and on the 751(b) side, we
have statutory | anguage creating a deened sale and a
partnership sale or exchange and partnership incone and a
distributive share. And that's just critical to point
out .

So these are the regs under 751(b). There are
two regs because there's two parts, two different

transactions that 751(b) covers, but they say the sane
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thing. So on this slide, this applies to a distribution
of Section 51 property, the reg -- like the statute says,
this transaction shall be treated as a sal e or exchange of
such properties between the distributee partner and the
par t ner shi p.

At the time of distribution, the partnership
realizes ordinary inconme or |oss on the sale or exchange
of Section 751 property. It goes on to say, in conputing
the partner's distributive shares of such ordinary incone
or loss, the incone or |oss shall be allocated only to
partners other than the distributee and separately taken
I nto account under Section 702(a)(8).

Agai n, the regs under 702, specifically require a
partner to take into account, quote, his distributive
share of the following items -- and there's a long |i st
-- and then it says incone gain or loss to the partnership
under Section 751(b). There is no reference to 751(a)
because, again, there is no distributive share incone in a
751(a) situation.

The next slide says the exact sane thing, it's
the context is distribution of 751 property, it's a
di stribution of property or noney in exchange for the
partner 's interest in the partnership's 751 property.
Again, that's a sale or exchange, and the sane | anguage of

the regulation on the prior slide.
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Okay. The FTB understands the significance of
Section 702 on the 702 regs. 702 is discussed in page 3
the FTB's legal ruling, but the ruling fails to
acknow edge any of these regulations and fails to
acknow edge that 751(a), ordinary inconme, is explicitly
excluded, let's put it that way, under the distributive
share regs.

So, again, | apologize for being repetitive, but
all of this is show ng that under 751(a), a selling
partner does not have -- is not receiving a distributive
share of partnership incone, and there is no
partnership-level incone, and again, the entire -- the
FTB's premise is that 751(a) provides for a deened sale
and a distributive share of incone to the partners, which
then allows FTB to apply 751-4(d) doesn't apply here.
Let's turn to you.

MR. HAN. Thank you, M. Canpbell.

So as we just discussed, the FTB's position is
that when a partner sells a partnership interest in the
751(a), ordinary incone, is a distributive share of the
partnership's California business inconme. So per the FTB,
a portion of a non-resident selling partner's gain
constitutes California source inconme, while the renai nder
of the bal ance, the capital gain, constitutes incone from

the sale of an intangible.
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So at this point, we will discuss what the |aw
was, is, and continues to be regarding the nature of the
incone resulting fromthe sale of a partnership interest
in California. There's no question that a partnership
interest is intangible personal property. A
non-resident's gain fromthe sale of a partnership
interest constitutes income fromthe sale of intangible
per sonal property.

Along this is two well-settled to warrant further
di scussi on, see Anes, and the case is cited in Footnote 2
of our supplenment opening brief. The ruling itself also
acknow edges on page 2 that Section 17952 is the statute
that applies to sourcing non-resident's inconme fromthe
sale of a partnership interest.

You can see on this slide the |anguage of
Section 17952, which says,

"For purposes of conputing taxable

I ncone of a non-resident or part-year

resi dent inconme of non-residents from

stocks, bonds, notes or other

i ntangi bl e personal property is not

I ncome sources within this state

unl ess the property has acquired a

business license in this state.”

The non-resident's inconme fromthe sale of the
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partnership interest is the entire anount realized from
the sale. Section 17952 operates on the partner's incone
fromthe sale and enconpasses the entire anmount of the
selling partner's incone regardl ess of the character of
the incone for federal incone tax purposes.

To put it differently, the fact that the selling
partner's incone is for federal incone tax purposes, a
conbi nati on of capital gain and ordinary incone does not
have any effect on the application of 17952. This was,
is, and continues to be the law. The partnership interest
sales in this case took place in 2012 and 2013.

Appel l ants correctly reported the entire anount
of the gain fromthe sale of the partnership interest,
both capital gain and ordinary inconme, as incone fromthe
sal e of an intangi bl e source through the state of
dom cil e.

So to sumit up at this point, applying the | aw
as it exists, 751(a), ordinary incone, is not a
di stributive share partnership incone; regulation dash
4(d) does not apply to Appellant's 751(a), ordinary
i ncone, because its incone is not a distributive share of
Tory Burch LLC s inconme froma deened sale of a 751
property.

The entire anobunt -- again, being repetitive --

of Appellants' incone is inconme fromintangi bl e personal
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property source pursuant to 17952. And as nenti oned
earlier -- as M. Canpbell nentioned earlier, the
partnership will eventually realize inconme when it does
sell 751 property, and this incone will be taxed to the
partners at that tine.

Subchapter K does not create a deened sale in
this property when a partner sells his interest in that
partnership. |If it did, it would be clear in the rules
just like it is clear in Section 751(b).

MR. CAMPBELL: Ckay. Thanks, David.

Everything we just presented is based on federal
and California statutes and regul ations that have been in
exi stence for decades. 751 was enacted in 1954. 17952 is
a codification of the Mdbilia comon | aw doctrine goi ng
back hundreds of years. FIBis fully aware of the history
of these | aws.

Appellants filed their returns in accordance with
these laws as they're required to do. And | will take one
nore nonment to go back to 17952, because it is sonething |
know many of us deal with every day and there's a | ot of
cases on it. But this section has, as it always has,
operates on incone of non-residents fromintangible
personal property.

Again, nore than -- too many cases to cite that

deal wth sales of partnership interest. Sales of
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partnership interest are sales of intangi ble personal
property. The incone realized by a non-resident partner
is the inconme sourced under this section. |t does not
matter that the income is capital and ordinary for federal
I ncone tax purposes, and it never has.

Agai n, these rules have been around for decades,
and until this legal ruling, as you will see later, the
FTB has never applied the law this way. You could not
file a return the way the FTB is claimng that you should
have filed a return. That's another way to | ook at this.
This is super inportant.

The FTB's guidance, we wll see at the end,

changed after it issued the legal ruling. But at the tine

of these transactions, again, going back decades -- we all
know the way these laws work -- you could not have filed a
return this way -- you still can't.

Ckay. So July 14, 2022, around 10 years after
the sales in our case, the FTB issued its legal ruling
2022-02. The position taken in the ruling is, the first
time, to the best of our know edge, that FTB publicly
took the position that 17952, quote, is not sufficient to
source the entirety of the sale, end quote. And that a
selling partner's gain fromthe sale of the partnership
interest is, under California |law, partially gained from

the sale of intangible and partially a distributive share
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of partnership incone. And even saying that is difficult
because ny inconme -- fromselling is not fromdistributive
share incone.

W have key statenents fromthe ruling on the
slide, and I wll read sone of themout |oud just because
-- to point out that sonmetines hearing it is better, that
they' re conpletely contrary to what the statute provides.

And so the second one. The deened sale of the
| RC 751 property, which is treated as if having been sold
by the partnership i mediately before the transaction
t hrough the operate of Section 751, is not treated as a
sale of intangible or an asset sale by the transferor
partner. Again, referring to it as a deened sale, treated
as if having been sold by the partnership.

And t he next one continues, the proceeds
attributable the deened sale of the 751 property are
treated as a pro rata distribution or distributive share
to the partner of gain or |oss.

Wl l, okay, first of all, there's no deened sal e
but they're trying to create a deened sale so that you can
have a distributive share of the partnership incone. And
just again, as a side on the term nology point, there are
no proceeds to a deened sale. There's no distribution of
anything. So that's just confusing and just difficult to

read.
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Okay. The ultimate conclusion of the ruling is
the distribution or distributive share really, therefore,
is income froma trade, business, or profession to be
sourced pursuant to Regul ation 17951-4.

As we just witnessed, the FTB has reversed
engi neered a distributive share of the incone where there
is none. That's is for this case, and there's no
di stributive share here and there's no incone to source.
That answers the question. GCkay. So that's the |egal
ruling.

Just go back for a mnute to the determ nation
letter. So this is July 14, 2022. The hearing in this
case occurred on April 11, 2022. Three nonths |later,
July 19, three days after the -- four days after the
hearing, after the legal ruling cane out, protest officer
sent the Appellants a copy of the ruling essentially as a
prelimnary determ nation, saying, hey, |ook it over.

That was our Exhibit 6.

The determination letter was then sent
Novenber 4, 2022, and it generally relied on the ruling as
authority, but it has a couple other statenents that we
want to say on the record.

According to the protest officer, Appellants
751(a), ordinary incone, quote, should be treated in the

sane manner as typical distributive share which consists
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of business incone. Again, there's no law that allows the
FTB to, quote, treat the selling partner's gains as the
partnershi p's business incone.

And the fact that that determ nation is phrased
as an opinion that taxpayer's gains should be treated in
t he same manner as distributive share incone, really just
proves the point. Wen we read that, I'mnot sure there's
a determnation there; | feel like it's an opinion.

So | think that, you know, in our viewis the
FTB's opinion that the selling partner's gains should be
treated as business inconme is not a determ nation to begin
with, and certainly is not a |awful basis for supporting
the determ nation agai nst the taxpayers in this case.
That is what it says. It's an incredible contention.

The plain | anguage of Section 17952 operates, as
it always has, to source the entire anount of a
non-resident individual taxpayer's gain or loss froma
sale of a partnership interest. W have gone through
that, so to be repetitive, it applies to incone of
non-residents fromintangi bl e personal property, the
selling partner's incone is the entire anount of incone
regardl ess of whether the anmpunt is treated as capital and
ordinary for federal inconme tax purposes.

kay. That plain Ianguage is sinply incapabl e of

supporting the FTB's new argunent, and the fact that the
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i nsufficiency has never been identified before by the FTB,
the State Board of Equalization, the OTA, any scholarly
articles as far as we can tell, not to nention the fact
that the FTB's tax returns and instruction do not identify
this insufficiency or provide directions for treating a
portion of a taxpayer's gain as distributive share incone
al so should ring al arm bells.

No amount of the taxpayer's gains in this case
is distributive share incone, and the entire anount
sourced is pursuant to the plain | anguage of 17952. By
the way, there's also no problemto solve here. As we
alluded to before, all California source incone is being
taxed by the rules as they exist.

These rules were perfectly as witten, gains
realized by selling partners, both ordinary and capital,
are taxed to their states of domcile subject to the
busi ness exceptions here and there. Incone realized by
t he partnership, the operating incone, is a portion taxed
as business incone when it is realized by the partnership.

The FTB's ruling and the decision in this case
actually caused way nore problens than they're trying to
answer. |If the rule were as the FTB says, then there
woul d be many ot her tax consequences. And one, the
| anguage in the 751(a) regs, and the 702 distributive

share regs on the federal side also need to provide for
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the result that they're seeking. But if they were correct
that this is what the lawis, then there would be
conseguences on the corporate side too.

There are no -- when a corporation sells a
partnership interest or non-unitary partnership interest,
you woul d think that the anmount that those rules would
then al so need to explain how the ordinary income piece is
busi ness incone, notw thstanding the rest of the
corporation's gain on the sale of the interest is, you
know, non-business inconme, but there are not statutes or
rul es that explain how any of that would worKk.

Ckay. Again, so the proper way to address this
problem if it's a problemat all, would be to take it up
wth the legislature as we said at the beginning. 1In the
| egi sl ative process, all the nuances and effects of
creating a new sourcing rule could be considered in a
public forumand all the unforeseen things that | can't
even contenplate at this point in time could be dealt with
with public comments and investigation. That's what the
whol e |l egislative process is for, and that's not what
happened here.

MR HAN. So we wanted to go back to the slide
showi ng regul ation 4(d). So you can now see it is
obvi ously reverse engineering and there is sinply no

distributive share incone in this case. The FTB's
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position in the ruling is conpletely dependent on the

exi stence of a distributive share of partnership incone,
and we've al ready covered 751(a) does not provide for a
di stributive share, so the FTB's position sinply fails.

The FTB's main support is the conputational
provi sion that M. Canpbell went over under the Treasury
regul ati ons, and the conputational provision doesn't
create a deened sale, it sinply tells a partner how to
conpute the ordinary income anount. And as we saw in
751(b) in its regulations, there is a deened sale and
those rules specifically provide distributive share incone
to the partner.

So just to close the loop onit, there isn't room
for interpretation here, and we will see that the DC
Circuit Court addressed of all these points in Rawat.

MR. CAMPBELL: Ckay. So the good news, Judges,
is that you do not have to take our word for any of this.
The FTB's argunents in this case are nearly identical to
the argunents nade by the IRS in the Rawat case. And the
DC Crcuit, as we said earlier, thoroughly dissected and
rejected all these docunents.

So David, why don't you go through those slides.

MR. HAN. Yes. So sonetines hearing things are
better than just reading it, and just to read a couple

excerpts into the record to show how the FTB' s argunents
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mrror the conmssioner's in Rawat. In Rawat, the
conm ssi oner argued that 751(a) deened the gai n Rawat
realized on the sale of partnership interest to be from
the sale of that inventory. The Conm ssioner urges us to
read 751(a) critical |anguage shall be considered as an
anount realized fromthe sale or exchange of property

ot her than capital asset, as a reference back to the |i st
above it, inventory and unrealized receivables.

In his judgnent, 751(a) should be read to say
that inventory gain shall be considered as an anount
realized fromthe sale or exchange of inventory. And the
FTB, in its later ruling, wote simlarly the operation of
Section 751, therefore, necessitates a sale of a
partnership interest be treated as two distinct
transacti ons.

One which the intangi ble partnership interest is
sold by the partner, and one in which 751 property is
treated as sold by the partnership | eading to the deened
distribution to the partner.

In here we have the DC Circuit Court's concl usion
where they right, the pivotal clause is the |last one --
shal|l be considered as the anount realized fromthe sale
or exchange of property other than a capital asset. The
court found these nean shall be considered as ordinary

i ncone. These words to not nean, as the conm Ssi oner
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argued, the selling partner's 751(a), ordinary incone,
shal | be considered as an anount realized fromthe sale or
exchange of such property, which is what the FTB' s
argunent is here.

In other words, the plane | anguage of the statute
answers this question, there is no deened sal e or exchange
of property, yet, this is what the FTB's legal ruling
says. And, again, we are repetitive, but Rawat's anal ysis
is conclusive and determ native here. Yes, this is a
federal case, but the premise that underlies the IRS s
argunents in Rawat is the exact sane prem se used by FTB
in this case.

The IRS s position in the international sourcing
rul es was dependent on 751(a) providing for a deened sale
of partnership property. The FTB's position on the
California sourcing rules is entirely dependent on 751(a),
providing for a deened sale of partnership property, that
produces distributive share incone to be sources under
dash 4(d).

MR. CAMPBELL: In other words, so all the
argunents we just made, which was all to refute the FTB' s
position in this case, are the exact sane argunents the
| RS was maki ng and the exact sane analysis as the DC
Circuit uses to debunk those argunent applies here, it is

directly on point. All that matters is the 751(s)
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prem se, and once that's dispensed with, we have no
di stributive share incone to begin with, which is
everything that we are saying.

So we are al nost done with our opening. Qutside
of -- the plain | anguage of 751(a) and the regul ati ons and
t hen using Rawat to understand it all, answers that
guestion here and denonstrates that Appellants' position
is right, denonstrates that protest determ nation is
wrong, denonstrates the legal ruling is wong as a matter
of law. But there is a few other things that are worth
t al ki ng about.

The FTB's ruling and determ nation letter, they
don't point to any authority at all that's in existence
prior to the ruling for the proposition that under
California law the entire anobunt of a selling partner's
gain fromthe sale of the partnership interest is, you
know, sourced in the way that they're saying.

The one case that they cite to is appeal of Bense
from 1979, which they think supports the idea that 751(a),
ordinary inconme, is distributive share partnership incone
or at least that's what they want it to say, and that
ordinary income is not sources by 17952, but that is not
what Bense says. Bense involved resident taxpayers who
sold a partnership interest and realized gain and they

reported the entire anount of gain as capital gain and
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didn't even apply Section 751(a).

Agai n, these are residents, their taxed on their
wor | dwi de inconme, and in California, the sources of that
gai ns was never an issue, but they reported the entire
anount as capital gain. Under California |aw at that
time, taxpayers were allowed to deduct a portion of their
capital gain income. So by deducting this entire anount,
of gain, they reduced the taxable inconme down greater than
t hey should have in California.

The taxpayer's events did not treat any of their
gain as ordinary incone, so their deduction was
overstated, so the FTB cane in, they said, hey, you didn't
apply 751, your capital gain deduction needs to be reduced
because a portion of your gain was ordinary incone, you
own get to deduct the capital gain piece. So there were
specific rules that dealt with capital gain and ordinary
i ncome back then.

So the discussion of all that events provides no
support the FTB's position that 751(a), ordinary incone,
is distributive share incone to begin with, and it only
goes to show that FTB and the SBE, and everybody for that
matter, understood that, you know, back then what the | aw
IS you get a deduction for capital gain but not ordinary
inconme. And, certainly, there's nothing in that decision

t hat supports this distributive share concl usion.
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FTB also relies on the determnation letter at
| east, as Wsconsin tax publication, which we addresses in
our briefs, but it's worth bringing it up here. That
W sconsin publication tells non-resident partners to treat
a portion of their gain that's attributable to partnership
inventory actually located in Wsconsin and W sconsin
source inconme, and it also says that anounts attributable
to unrealized receivables aren't taxable in Wsconsin.

The publication doesn't go into an analysis or
claimthat there's a deened sale on the distributive
share, it's just a publication that's asserting and
telling taxpayers, hey -- again, | don't know what the
actual lawis in Wsconsin, but all that does is say, hey,
we want you to treat your anmpount attributable to your
inventory that's actually here as Wsconsin source. That
has nothing to do -- it doesn't support anything that
California is saying here.

And, again, I'mjust going to cone back and say
stand back -- step back. The FTB' s reliance on a clearly
i napplicable SBE case from 1979, and a W sconsin
publication, as support for a position that's dramatically
changes the |aw that applies to an everyday transaction is
shocki ng.

As that Exhibit 6 shows, when this position first

canme about in a response and audit report that began in
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2017, nobody started communicating on this with the FTB.
We pointed out -- Appellants pointed out that, hey,
there's an Illinois ruling from 2011 that directly
addresses this issue. Sonme taxpayer had asked Illinois to
rule that the 751(a), ordinary inconme, should be sourced
to Illinois as a portion incone.

The Illinois partner rejected that, and the
ruling reads a lot |like Rawat. The ruling reads a | ot
i ke what we have been saying all along. So they rejected
the very position. The FTB is aware of that ruling, just
i ke they are of Wsconsin publication events, and, again,
they don't nention that.

So all of this has just been brewing for the
| ast, you know -- out of public eye for the past year --
since 2017 or 2018. And, again, relying on a Wsconsin
publication in this case to get this dramatic of a result,
and change the way 17952 applies after all these years is,
again, that is shocking.

So to sumit up -- | think we are sunmng it up
here. Section 751 has been the | aw since 1954,
partnership interests are sold every day. W respectfully
submt that the FTB could not, with a straight face,
contend that Section 17952 has always applied only to the
capital gain realized by a selling partnership and it is

not applied ever to a selling partner's ordinary incone,
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that's what the lawis and that's what it's al ways been,
so it's not -- and further, that the ordinary incone under
751(a) is distributive share incone, it's never been the
case.

If the FTB were correct that this is and was the
| aw, one woul d expect the law to be crystal clear. The
partnershi p and personal incone tax forns and
instructions would explain that a selling partner's
di stributive share of 751, ordinary incone, would need to
be reported as California source incone.

Surely, the cases involving sales by
non-resident's of partnership interest would discuss the,
guot e, unquote, bifurcation of the selling partner's
i ncone between intangi ble incone and the distributive
share of the partnership's incone. They do not. And you
woul d see, you know, the discussion of the corporate rules
versus the person rul es because there would be
di fferences, and you don't see that.

Prior to the issuance of legal ruling in 2022-22,
the FTB' s Residency and Sourcing Manual had one |line for
decades, sale of a partnership interest is considered a
sal e of intangibles assets, see Ames. Again, that was
what was there when these transactions occurred,.

A few nonths after the legal ruling cane out, the

final letter was given to us, the manual was updated and
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now it contains this line, which, on the screen, sale of a
partnership interest is considered a sale of a intangible
asset, see Anes, and goes on to basically parrot what's in
the ruling that 17952 is now all of a sudden insufficient
to source the entire anmount of he non-resident's incone,
the ordinary incone piece is sonmething to be sourced under
di stributive share incone under dash 4.

So, again, | think all of this goes to show that
this is a change in the law. They're seeking to change
the law. And if this was a change in the |aw, there would
have been -- certainly in 2012 and 2013 when these
transactions took place, this didn't exist for us. And
again, this is such a commopn transaction for anybody el se,
there is no indication in any authority anywhere, and the
authorities are all under the contrary that 17952 did, in
fact, source all partners -- there's nothing about this in
Ames or Bense or Metropoulos or Smth for that matter, all
of which deal with sales of partnerships. There's 50
cases before that.

kay. So at this point we will conclude and save
anything for rebuttal. And, you know, our closing comrent
is that without a distributive share of incone, we have no
California source incone to source under this reg, and
that's where we stand.

ADM NI STRATI VE LAW JUDCGE GAST: Thank you very

Kennedy Court Reporters, Inc.
800. 231. 2682

46



http://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

much. What we will do at this tinme is take a 10-m nute
break. It's 10:12. W wll cone back at 10:23, and we
will start with Panel questions for Appellants, if any,

and then we will nove to FTB's presentation. W wll go
off the record now. Thank you.

(The norning recess was taken.)

ADM NI STRATI VE LAW JUDGE GAST: Back on the
record. At this point | would like to turn it over to ny
co-panelists to see if they have any questions. |[|'l
start with Judge Le.

ADM NI STRATI VE LAW JUDGE LE: Thank you for your
presentation. | don't have any questions. Thank you.

ADM NI STRATI VE LAW JUDGE GAST: Judge Fanul aro?

ADM NI STRATI VE LAW JUDGE FAMULARO  Yes. Thank
you for your presentation. It was terrific. | do have a
guestion. So | understood you to say that 751(a) is what
controls the question here, it's a matter or statutory
instruction, and you said that there's no roomfor
interpretation. However, | do understand what FTB is
going to argue is that the Tax Court viewed it
differently.

They | ooked at that exact sane clause that you
mentioned, the shall be considered as an anount realized
fromthe sale or exchange of property other than a capital

asset, and interpreted that sane |anguage differently and,
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in fact, held for the position that FTB is asking us to
find for today.

I would like to hear your position regarding the
Tax Court's interpretation of the statutory |anguage. As
you know, the DC Circuit case is persuasive, and the Tax
Court case is also a persuasive opinion for purposes of
the OTA. So the DC Grcuit Court case would be binding in
the DC Circuit on the Tax Court overruled it for purposes
of the DC Grcuit but not for the rest of the circuits
Wi thin country.

So, again, in ny view, we have two persuasive
opi nions, and they are both interpreting the sane
statutory | anguage, they are com ng out wwth tw opposite
conclusions. | heard all of the argunents you gave for
why the DC Circuit statutory construction analysis is
correct. | would like your view on why the Tax Court's
statutory construction analysis is incorrect.

MR. CAMPBELL: Good question. Thanks, Judge
Famul aro. | can answer that probably a couple ways.
Nunber one, this is a California tax case. The
fundanental i1issue here is the construction of California
statutes. The law that applies here -- and | will get to
your question. The law that applies here is 17952. That
is the statute codification of the Mbilia rule that we

all know applies to the sale of intangi ble personal
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property, which includes partnership interest.

So it is putting a hell of a lot of weight --
excuse ne -- a heck of a lot of weight on a
reinterpretation of that provision after decades, at | east
since 1954, let's say, to sonehow reverse engineer it and
an argunent that we are not in that statute. How do we

get out of 17952, because that is what applies -- when we

got this audit report in 2017, we were shocked. | had
never seen this before in ny life. 1've been doing this
for 25.

Rawat wasn't even in existence at that tinme. So
these argunents didn't exist. The position didn't exist.
17952 is a California statute that we all know applies and
al ways has applied. That's the starting point.

You then have the whol e concept of distributive
share inconme, which is the regulation. The way to get out
of 17952 is to say, oh, we have distributive share incone.
How do we have distributive share incone? Wll, sonebody
-- again, there's lots of e-mails, by the way, in the
audit file and records of conversations that occurred in
this audit about what was going on behind the scenes.

It's all there.

But at sone point sonebody says, oh, well, naybe

we can figure out a better way to create sonething to

source under 17951-4. | get it. Just |like the Tax Court
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in the international sourcing provision and the argunent
here -- | don't want to make it for them Basically,
they're saying, look, this is attributable to 751 property
therefore -- one attorney told nme once -- seens |ike
there's sonething that could be sourced; right?

You are advancing that -- but that's a problem
that, like, A needs a solution that would be |egislative,
but it is also not a problem because at the end of the
day, the partnership is going to pay tax -- the partner is
going to pay tax on that inconme when the partnership
realizes it.

In effect, telling the selling partner that they
are paying tax on a portion of this incone as if the
partnership realizes it, the FTB's position, like, the
partnership is realizing it, but inreality is, that is
going to be realized and taxed to the other partners when
it's actually realized, right, and there is no nechani sns
in 751(a) as you know of Sub K experience, to shift basis
or specially allocate only to the selling partner.

Qobvi ously, 751(b), in the regs there, allocate to
the other partners. |It's very technical. To get back to
your question, the point is, | get it. You have got two
conpeti ng opinions under federal |aw dealing with that
specific situation.

Il wll say that the unani nous decision of the DC
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Circuit witten by the chief judge who was al so a Suprene

Court nom nee and sonebody that | worked for for many

years at nmy former firm-- probably the smartest guy |I've
ever met -- that opinion is so well witten and is just so
convincing that when | ook at the analysis in the Tax
Court decision, I'm like, well, that's clearly the right
answer .

And just froma, you know -- playing in the Sub K
sandbox for 20 years, | feel like that's a nuch better
position. So fromthe question of what's binding on the
OTA, | get it, you have two conpeting positions. And |
can't sit here and say as a tax professional academ c that
| know better than anybody el se, but what | can say is the
DC Circuit case opinion is way nore persuasive in ny view,
and as far as the issue before the OTA is concerned, which
is, do we have a distributive share of incone?

And this is inportant. The Tax Court and the DC
Crcuit we're dealing wwth the issue, again, international
sourcing issue, it was solved legislatively during the
pendency of the case. That issue doesn't exist anynore.
But nonet hel ess, the discussion and the statutory
construction of 751(a) is inportant and relevant and is
nore persuasive in ny opinion in the DC Grcuit.

Here, again, this issue -- sales of partnership

interests are everyday transaction. The law -- the
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sourcing law that apply to that have to be clear; they

al ways have been. They need to be in a statute. They are
in a statute. To, in 2022, cone in, 10 years after 2012
for that matter, and say that, oh, here is a potenti al
argunent that could be convincing, you know, to treat sone
of this partner's gain as, you know, distributive share

i ncomre, and then to say that, you know, we find support in
a tax court case that just cane out, and all of a sudden
we are going to use that -- and the nore flinsy stuff |ike
Bense to support a massive change in the |aw, the
application of a statute here, ny first conmment was this
Is way too much --

I"mtrying to phrase it the right way. Wy too
little support to begin with to effect such a gargantuan
change in the law that actually exists. Like, we can sit
here and argue about which opinion is, you know, nore
wel | -reasoned, but that doesn't change the fact that we
just don't have distributive share incone, but if we did,
it would have to be damm clear in the statutes, and
California | aw woul d have to be super clear to say that
this is what you have and this is how you source it, but
that didn't happen until it is a legal rule. That doesn't
exi st before then.

Does that nmake sense?

ADM NI STRATI VE LAW JUDCE FAMULARO. It does.
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appreciate that. And | assune that you are getting al so
to the point of my question again, which was the way that
the Tax Court interpreted that phrase. They |ooked at the
word property in particular and said that that could nean
nore than just a noncapital asset -- it could nean

mul tiple pieces of property.

And they interpreted that to nmean that 751(a) was
nore than just characterization. That it's accorded the
FTB's position that there is a deened sale of inventory or
collection of unrealized receivables. And so | don't know
if you have any view specifically to address the way that
the Tax Court interpreted that phrase?

MR. CAMPBELL: Well, | guess, on that point, al
| can say is | don't agree that that's a persuasive
reading of a statute. | nean, it's very -- putting aside
what the DC Circuit said -- and, again, | would ask
everybody to renmenber, if you were just to go back and
| ook at all of the back-and-forth subm ssions in this
case, they all occurred before Rawat.

So we have |ots of good discussion of all these
i ssues prior to any comrentary by the Tax Court. But the
symmetry and the | anguage between 751 and 751, which is
capital versus ordinary considered as, and the whol e point
of 751(a), which was to prevent, you know, people from

form ng partnership and selling and getting ordinary

Kennedy Court Reporters, Inc.
800. 231. 2682

53



http://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 ncone.

| would ask -- | don't know if the Tax Court's
interpretation is really consistent with just the
fundanental problemthat 751(a) was trying to solve, and |
feel Iike that's what the DC Circuit canme in and said,
| ook, here's what the problemwas, and they solved it, and
it is pretty clear that they are just nmaking it ordinary
because that is what, otherw se, would have been realized
that they sold it, and they even did the conputation that
way.

| don't know what nore there is to say, otherw se
| feel like we are reading too nmuch into the words here.
Again, as we say. There's not nuch to interpret, but I
woul d ask in the whole context, we start with not as a --
when | say 751(a) is determnative, | nean the
construction is because the reason it is, is you have find
di stributive share incone. So absent that, you know,
that's really -- it's a California issue to begin wth.
Sorry.

ADM NI STRATI VE LAW JUDGE FAMULARO  No. |
appreciate that. Thank you. You did answer ny question
and | appreciate it. So the other thing |I just wanted to
follow up on was the regul ation under 751. So
751-1(a)(2), which deals with the hypothetical sale, the

DC Crcuit, inits opinion, said that it was a reasonabl e
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interpretation the way that the Tax Court | ooked at the
regul ation to say that you bifurcate the transaction to
two separate transactions, and determ ne both, first, the
751(a) ampunt of ordinary inconme, and then two, the 751
capital gain piece.

So the DC Circuit did not say that the IRS s
position was wong, but said that there were two different
ways to look at the regulation. And | know that the way
that the FTB is | ooking at the regul ati on and the way that
the FTB has cited the regulation in their legal ruling
stands with the proposition that there are two separate
transactions and they're using that as a support for their
position that there is a distributive share when the
partnership is deened to sell the partnership property.

The 751 portion of that, which is allocated to
the selling partner, would then be treated as ordinary
i ncone and it would go beyond just character, but it would
be then | ooked to the sourcing provisions. Gbviously in
Rawat we are tal king about international sourcing
provi sions; here we're tal king about 17951 and 17952 as
you sai d.

And so the sumof ny question is this:
Specifically I ooking at that regulation, what is your
specific argunment as to why that regul ati on doesn't do

what the FTB clains that it does and what the I RS argued
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that it did in Rawat? And |I could clarify the position
nore it you'd |ike.

MR. CAMPBELL: And you can put it on the screen.
So that regulation says -- again, as we went through in
the presentation, 751(a) there's three -- A B, and C --
regs, and there's the 751(b) regs. The dash 182 regs
says: The incone or loss realized by a partner, hence,
the gain of the partner, is the anmount of inconme or |oss
from Section 751 property that woul d have been all ocated
to the partner to the extent attributable to the interest
sold if the partnership had sold all of its property in a
fully taxable transaction for cash inmmediately prior to
the partner's transfer of interest of the partnership, and
that gain is ordinary and the rest is capital.

So very | anguage specifically, just |ooking at
this inisolation. This is telling you that you don't
have incone allocated to the partner because if it would
have been allocated to the partner but it is not because
there is no inconme to allocate to the partner.

| don't think anybody woul d say ot herw se that
there actually is incone to allocate to the partner, and
there is no income froma deened sale to allocate to the
partner. It is inconme that would have been allocated if
the partnership had sold all of its property know ng that

the partnership didn't sell anything and wasn't deened to
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sel | anyt hi ng.

So just looking at this regulation, it is enough
to see that the plain | anguage doesn't create a sal e of
property by the partnership, deened sale of partnership
property, a distributive share of incone that flows to the
partner, it's just recharacterizing the character, as we
woul d say, fromordinary to capital

But you can't |l ook at the regulation in a vacuum
The regul ations and the statute and 751(b) and those
regul ati ons and the 702 regul ations all work together. |
nmean, the Sub K regul ations are thousands of pages. And
704 allocation -- they all work together. The whole
framework of Sub Kis |'ve got partnership-I|evel incone, |
have di stributive-share incone.

And when | have distributive-share incone, | have
provisions in the code that tell nme howto specifically
separately state or not separately state those itens, what
the partnership needs to do with respect to all these
different types of inconme and then put it on a K-1 for
reporting purposes, and then | take it into account as a
partner, and |'mtold that because there is a specific
rule that tells ne to do that.

We all know from experience that when you sell a
partnership interest, that's ny transaction and that's the

partner's transaction, my gain or loss, and this is just
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telling me to treat sone of it as ordinary. |If | conpare

this language to the 751(b) regs or the statutes |ike we

| ooked at, once you get to the point -- again, not in a
vacuum | can read this and | already know what it says.
But if |I ook at this in connection with

everything else, nowit's really clear to ne that | have
no distributive share incone. And so that's ny answer.
And, again, please conme at this -- | would ask everybody
to look at this fromthe standpoint of what is the |aw --
- what is the |law, what has it been, what body of lawis
out there, cases, statutes, FTB guidance, ruling TAMs,
manual s, adm ni strative decisions, articles.

There is no question that in 2012 and 2013 and
probably not until 2022 as far as | know with this ruling
that there was ever a consideration, at |east | have never
seen one asserted in this case until the audit of this
one, that 751, ordinary incone, under California | aw woul d
be distributive share incone to be sourced under this reg.

So that's the bigger picture here. Yes, | get
it, and I want to, l|like, debate what this reg says, but
there is a huge thing going on here which is this ruling
changes the | aw conpletely and that applies to everybody
on a daily basis. | see it in nmy practice. It is that
bi g.

We could not have filed a return that way. |
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would say if | look at this regulation in 751-182, | could

not have | ooked at that regulation and said, oh, | have
di stributive share incone. | could not have gone to Tory
Burch LLC, | have got a distributive share of inconme to

source. Like, it doesn't say that.

Tory Burch would tell nme, no you don't, this
wasn't a distribution, | have to give you a piece of paper
that tells you what your conputation is. That's how that
works; right? So |'m probably ranbling at this point.

| think 1'd look at that regulation and it is as
clear as day that it's just operating on my inconme or |oss
and telling ne the anount that is treated as ordinary
incone is the anmount that would have been allocated to ne
had there been a sale.

And by the way, again, for state | aw and federa
t oo, when the partnership does sell that property it is
going to generate distributive share incone to the
partners. So, like, FTB doesn't get to tax it tw ce just
because sonebody is a non-resident selling an interest and
maybe not in the state anynore, that distributive share
i ncome when that inventory is sold is going to be taxed to
partners who are partners at that tine it's realized;
right? So | hope that answered it.

ADM NI STRATI VE LAW JUDGE FAMULARO It did.

MR. CAMPBELL: And nore?
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ADM NI STRATI VE LAW JUDGE FAMULARO | appreciate
it. No further questions.

ADM NI STRATI VE LAW JUDGE GAST: | have questi ons,
but I will wait on FTB who has been waiting patiently to
get their tinme to present. So whenever you're ready, you

have 45 m nut es.

OPENI NG STATEMENT

M5. SWAIN.  Thank you, Judge Gast, and thank you
t he Panel, and thank you so nuch to Appellant's counsel.
As | nentioned, | represent Respondent along with Leah
Thyberg. And what |'m hearing so much fromthe Appellants
is frustration. And | think -- | appreciate -- |
appreciate it because | think what's really challenging --
and full disclosure, |I'mnerd.

What | |ike about this case is it requires
sonehow t he weavi ng of these seem ngly inconsistent areas
of law, and that's what is challenging. Can it feel
frustrating sonetinmes? Can it feel where is the clarity?
Where is the right answer? Is it witten soneplace? |
appreciate that. | think those are the sane exact
guestions we are comng wth you as wel|.

And we are comng in, and thee is the
conversations that we certainly have when it cones to

comng up with positions and it cones to trying to
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understand the reconciliation. It's not, hi, |I'm sourcing
a subject matter expert, take nmy word for it. It is,
i ke, okay, let ne here your perspective from partnership
I aw.

And as we know, Subchapter Kis its own precise
area of lawthat is really involved. And in Subchapter K
you are not really asked as nuch to make sone of the | eaps
that we see in the appeal of Smth, that show up in the
Appeal of Valentina v. Franchise Tax Board, and to sone
degree in J.P. Mdrgan v. Franchise Tax Board, because
that's what happens with state sourcing.

So, fundanentally, we have this issue of if you
| ook through a | ens of Subchapter K and you | ook to state
sourcing, you will not get the full picture. If you | ook
t hrough sourcing and you don't acknow edge Subchapter K,
you will not get the full picture either, so we have to
cone through this in a nethodical way.

| think one of the other things that is
interesting is there isn't a great deal of other states
grappling with the sane things because part of that is we
have states that don't have incone tax at all. And we
have ot her states, such as Massachusetts, that has a nuch
broader standard. They're nmuch nore like the federa
standard, and we see that in the Appeal of Buehler where

t hey have this, essentially, like, effectively connected
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i ncone.

California is unusual and has a position that's
really quite favorable to non-residents by saying, you
know what, it mght be effectively connected, but we are
going to say this is an intangi ble and we are going to
send that back to your state of residence.

So what we are really seeing here -- we are
seeing a couple things, we are seeing this historic
tensi on that has always been in the sourcing |aw, which is
which state -- where are you doi ng business, and can we
know t hat you have sone busi ness operations? You are
creating -- generating incone in the state in which you
are not a resident to make it California source incone.

O should this be an intangi ble sonething that is really
better suited to you personally follow ng you back to your
state of residence? So that's the tension we see in this
case.

So what is an interesting is we really don't --
the rel ationship between 2202 and the assessnent in this
case are not as intimately intertw ned. Respectfully, we
see it alittle bit differently. Because there's -- if
t he Panel found certain | anguage within the legal ruling
that they disagreed with, it's possible to uphold this
assessnent and to say we are disregarding sone of this

| anguage. That's exactly what happened in the Appeal of
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Smith and the legal ruling 22001-01 when it canme to

di scussing the issues of control. And that's in one of
the footnotes in the Appeal of Smth and it tal ks about
that, and you see this difference.

Because that's a publicly-stated position, that
is not what's ultimately at issue in this case. Wat's
ultimately at issue in this case is is this tax assessnent
proper or not proper? One of the other things Smth shows
us, just to point out, this issue does nake any appearance
in the Appeal of Smth. |If you look to -- | think it's
Footnote 14, it tal ks specifically about how Franchi se Tax
Board in Appeal of Smth, which was a 2023 deci sion, had
-- and it was also a 2012 case -- that it had raised the
exact argunent as to whether the gain generates business
incone and is a portion that shows |evel under | RC Section
751, even in the absence of the unitary rel ationship.

And the panel went to say it did not need to
address this issue -- declined to address this issue
because it was sustaining the unitary position in that
case. So that is -- this issue has appeared publicly
before as seen in this footnote.

But nore inportantly, in this case, the facts are
not in dispute, which is unusual. This is a case about
M. Burch held a 98 percent nenbership interest in JCB

| nvestnents. JCB held an investnent in Tory Burch LLC,
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the well -known fashion brand. The eponynous desi gner and
executive, Tory Burch, was fornerly married to M. Burch
and he sold nost of his 28 percent share in his fornmer
wife's brand for $650 mllion in late 2012.

And as has been nentioned, Tory Burch LLC
operates brick-and-nortar retail stores and engages in
online sales for clothing, accessories, and lifestyle
items including fragrances. |t possesses assets of
t angi bl e goods and unreal i zed account receivable rel ated
to those goods, and operate within and wi thout California.

The apportioned incone to California was
approximately 13 and 16 percent respectively for the tax
years 2012 and 2013 that are at issue here. And that's
interesting, as well as it brings up another point with
t he enphasis 17951-4(d) that is for unitary partnerships,
and that this is a unitary entity. |If the entity were not
unitary, we would be looking at it potentially under a
di fferent provision such as 17951(b), which tal ks about
t he i ncone.

But the question here is whether the
determ nati on regarding the source incone is proper under
federal and state law, and the answer to that question is
clear, yes, the sourcing is correct, and Appellants carry
the burden to prove that the tax assessnent is erroneous.

And the tax assessnent is based on the AVES 2 issued by the
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auditor in 2017.

So what is really at play here? W do have these
two bodies of |aw, but the case ultimately involves two
conpeting theories of the entity and the aggregate
theories of partnership. There is a conflict between
these two theories, and wth conflict cones tension, and
that tension is what's playing out in Subchapter K, and it
al so plays out in the sourcing of the incone in this case.

So how do these two conpletely theories interact?
W have a dynami c between themthat, bear with ne,
operates a little like a sibling rivalry. W have one
code section that would have you believe it's an only
child, that's 741. It treats a sale or exchange of
partnership interest as one thing, sale of a capital
assets. This is the entity theory in action.

And here's the exact |anguage where we track this
entity theory taken from 741.

“I'n the case of a sale or exchange

of an the interest in partnershinp,

gain or loss shall be recognized to

transferor partner. Such gain or |oss

shall be considered as gain or |oss

fromthe sale or exchange of a capita

assets.”

Now, that sounds like an inviolate rule. The
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sale of a partnership interest is treated as a capital
asset, but that is not all of |anguage of 741, so there's
this limt to this seemingly inviolate law that starts
with a comm.

That | anguage says, comma, except as ot herw se
provided in 751. Relating to unrealized receivables or or
inventory itens. So here is the aggregate theory stepping
onto the stage with 751. 751 says actually let's treat
the selling partner as if they sold an undivided interest
in each and every partnership asset to the buyer.

In practical reality, this aggregate theory
functions as a carveout from 741. So 751 says, |ike any
second sibling, you need to share the stage with ne. You
don't get the final say 741. There's two of us -- 741 and
751 -- we operate like a famly. W are siblings with a
different point of view, and we need to be considerate,
even when this viewpoint creates tension.

And both of these siblings, these theories of
entity and aggregate are represented on Form 8308, where
the inconme is captured in black and white, and the
partnership includes the anount of incone attributable to
751(a) property.

So what exactly is 751(a) property? And |
apol ogi ze. This will be a little dry. Section 751

property is unrealized receivables and inventory itens, an
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unreal i zed receivable is an account receivable of a
partnershi p which has not been included in incone. And
there's three categories of unrealized receivabl es:
Goods, services, and recapture item

Section 751 defines the termunrealized
receivables to include to the extent not previously
i ncl udabl e in incone under the nethod of accounting used
by the partnership. Any rights, contractual or otherw se,
to paynent for, one, goods delivered or to be delivered to
the extent that the proceeds there fromwould be treated
anounts received fromthe sale or exchange of the property
other than the capital assets; or two, service rendered or
to be rendered.

So unrealized receivables also includes a |ist of
partnership assets which, if sold by the partnership, may
result in ordinary recapture. The nobst comron unrealized
recei vabl e recapture itemis partnership property subject
to depreciation recapture under Section 1245.

So the operations and the inplications of this,

t he operation of our two sections, our two siblings, 741
and 751, treats the sale as two distinct transacti ons.
One in which the intangi ble partnership interest is sold
by the partner, and one in which the underlying Section
751 property is treated and sold by the partnership

i medi ately before the partner disposes of its interests.
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And the classification of the 741 and 751 gain
property has inplications. The 741 gain is treated as
capital gain and taxed in a nore favorable federal rate;
the 751 gain is taxed at a | ess favorable ordinary incone
tax rates to reflect the fact that it's operational
inconme. But those aren't the only consequences.

There are consequences, for exanple, that the
Pri cewat er houseCoopers partner experienced in the Appeal
of Mngo, this is the Fifth Grcuit Court of Appea
deci sion where the court found that the partner was not
eligible to use installnment sale treatnent for the gain
when the conmm ssioner determ ned a portion of the gain
reflected 751 property and needed to be recal cul ated as
ordinary incone and not capital gain.

The court held that because the gain fromthe
unrealized receivables was required to report as ordinary
i ncone, the installnment nethod could not be used. They are
barred fromusing the installnent nethod because of this.
There are state consequences in California. So California
is treating 741 and 751 gain as two separate sales in
Appeal of Bense, and the Board of Equalization found that
the sale of Appellant's partnership interest should have
been fragnmented and treated as first the sale of an
interest in the partnership's unrealized receivabl es and,

second, a sale of the remai nder of the partnership
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i nterest.

And while | appreciate this was a resident's
case, it was the application of 751 that we pull from
that. |It's the application of 751 and 741 that's
pertinent to this case. Sourcing | aw does draw from
residency law at tinmes, and we see that with the Appeal of
Buehl er and we see that with the Appeal of Christnman,
because it's the interpretation of sourcing -- excuse ne,
it's the interpretation of the rules that are applied both
to the resident and non-resident when dealing with
sourcing and dealing with OTC and applying Bense in this
case i s appropriate for that exact sanme groundworKk.

So with two separate sales, we have two separate
sourci ng anal yses. The capital asset sale of 741 is
treated as an intangi ble and source to the state of
dom cil e under 17952; and in cones the 751 sale, which is
treated as inconme froma business, trade, or profession,
and source d under 17951-4.

And interestingly, we see this treatnent
foreshadowed in the Appeals of Ames, which is a case we
cite to when we are tal king about what is an intangi bl e.
But as you wal k through the Iaw and the | egal statenent in
there, they say -- the cite to one case, they say these
appeal s are concerned with the gain realized by limted

partners through the sale of their ownership interest and
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part ner shi ps.

The gain was not the result of partnership
operations, but as the result of a sale of an intangible.
And when you | ook to the | anguage, you can see that in way
the Anmes court is leaving open, it is possible that sone
of this gain could be gain from operational incone.

| RC Section 702(b) explains howto characterize
items that would constitute a distributive share of
partnership incone. The character of an item of inconme or
|l oss included in a partner's distributive share shall be
determned as if such itemwere realized directly from
source fromwhich realized by the partnership or incurred
in the same manner incurred by the partnership. And
that's how we nade the I eap to characterize 751 to the
Regul ati on 17951-4. This also foreshadows the Appeal of
Smith,

And as to the Appellants objections, this takes
us right to the heart of their objections to sourcing of
the gain. Their argunment hinges on the idea that all of
the gain has to be inseparable intangible incone, and they
seek to portray 17952 as this nonolith and, essentially,
claimthat all incone received in tandemw th the sal e of
a partnership interest has to be given this treatnent.

It is alnost the reverse of effectively connected

inconme -- effectively intangible inconme. And that's not
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supported by statute or precedent either, nor is it
supported by Subchapter K. Because, essentially, what
that does is it requires you to treat 741 as an only
child. As if 741 is exactly how this should be sourced in
Cal i fornia.

This is ignoring the rule that 751 is playing in
the sale of partnership ganme. And it also ignores 702, to
| ook to the incone-producing activity and set the
character and have it flow through. And this is akin to
the leap that was made in the Appeal of Smth where the
unitary relationship created business incone.

So looking to -- looking for perfect symetry
between the calculation rules in the Treasury regul ati ons
and 17951-4, it's a red herring, wth all due respect.

And it's a red herring because the Court of Appeal told us
in Valentino v. FTB that the California |egislation action
-- the action of California legislature -- | will nove on

fromthat sentence -- is the primary consideration.

And here, the California |egislature conforned
to 741 and 751, which that, obviously, nade a law in
California. And then we have the Board of Equalization
ruling in Appeal of Bense that directs us to use this dual
set of treatnent. And two sales involves two separate
sourci ng anal yses, an intangi ble and i nconme firm busi ness

trade, or profession, and that tension is the tension
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we' ve seen in the California Code since its inception in
the early part of the 20th century.

Appel | ants have introduced the new exhibit,
Exhibit 5, into evidence in the prehearing conference.
And this article discusses the DC circuit case. Wth the
i ntroduction of this new exhibit, they're refocusing their
attention onto the deened sale of inventory approach that
was central to the DC decision in Rawat, and they find
that -- the question was whether 751(a) created a deened
sale of inventory, because if there was a deened sal e of
inventory, then there would be US sourcing.

But due to dependency on the federal sourcing
rules, the stated issue and anal ysis focused on whet her
| RC Section 751(a) deens inventory sale as incone fromthe
sale of the inventory itself. That's not the issue here.

For California, the question is not whether IRC
Section 751 provides for a deened sale of the 751
property; instead, for California, the question is whether
the Appellants' gain, if it's attributable to the
partnership 751 property, is the result of partnership
oper ati ons sourced under 17951-4 or from an intangi bl e,
going to 17952.

And this exhibit really places unnecessary wei ght
on the deened sal e approach. |f the Panel agrees -- but

if the Panel agrees with the article and the DC Crcuit's
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rejection of the deened sal e approach, that concl usion
does not inpact the result of this case. So here, the DC
Crcuit's focus in IRC Section 751 | anguage is

i nstructive.

Respondent is not trying to force | anguage into
751. |IRS, Section 751(a) explicitly provides that the
anount received by a transferor partner in exchange for
all or a part of the interest in the partnership that's
attributable to unrealized receivables of the partnership
or inventory itens of the partnership.

Sourcing | aw provi des that answer in
Section 17951-4. That regul ation specifically sources
i ncone froma business, trade, or profession. Incone from
partnership operations are inconme froma busi ness, trade,
or profession. Well, how do we make that |[eap? Well, we
make it in two ways.

First, we ook to this legislative action when
using the regulation, that is what Valentino v. Franchise
Tax Board tells us. |In that case, the Court of Appeal
held that the California |legislator intended to | ook
directly at the source of the incone, not the cite of this
docunent in this case, to determ ne whether the
non-resi dent shareholder's pro rata share of the incone is
t axabl e by California.

The court then found that given hybrid entity
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approach to both S corporations and partnership, sourcing
a pro rata share of a unitary S corporation could be read
into 17951-4(d), when the regulation at the tine didn't
actually have a specific provision and for sourcing a pro
rata share of incone fromunitary S corporation to a
sharehol der. The regul ati on was subsequentl|y anends.

This flexibly in sourcing |law present in
Val enti no denonstrates that | ooking to |egislative,
effect, carving out 751 as operating incone froma capital
asset 741 is appropriates. Next, it is appropriate to
| ook to the nature of the entity. 1In this case, it's the
partnership that has conpeting theories of aggregate and
entity as outlined a nonent ago.

Finally, Appeal of Ames itself suggests the
operational incone is separate fromthe intangible
partnership interest when the Board of Equalization wote
the gain was not a result of partnership operations, but
the sale of an intangible.

So these are the steps that wal k through to get
us to the reporting under 17951-4. And a nonent on the
reporting question. Respectfully, Schedule CA, which is
filed wth the 540-NR for non-residents and part-year
residents has the three columms |isted on there where they
have their federal AG, and then they go into the anount

that would be taxed for California resident and t he anpunt
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of sour ce.

And the colum that permts the reporting of
i ncone, where you woul d put business incone, that is where
the 751 gain would be reported and the intangible portion
of income would be reported as non-California source
incone. To the extent that it could be nade clearer and
nore user friendly, we would certainly be open to those
coments -- | think those are valid and we would certainly
be able to follow up wth sonething along those |lines --
but the current reporting is permtting under the Schedul e
CA.

Because the | anguage explicitly provides that the
partnership 751 gain is the anbunt attributable to the
partnership 751 property, which is cal cul ated under the
Treasury regul ations as the anmobunt attributable to the
partnership 751 property that would be allocated to the
partner if the partnership sold all of its property for
mar ket value. |RC Section 751(a) itself says that this
gain is what is attributable partnership operations.

The anount realized for the 751 gain is generally
cal cul ated under Treasury Regulation 1.751-1(a)(2) as the
anount of incone fromthe partnership 751 property that
woul d have been allocated to the partner if the
partnership sold of the its property at fair market val ue.

This specific Treasury regul ation | anguage, if
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the partnership had sold all of its property is how we
know that 751, again, relates to partnership operations.
|f the partnership treated as selling all of its property
in calculating the incone realized by the partner, then
that incone is frompartnership operations.

Additionally, the regulation specifies that it is
t he amount of income fromthe partnership 751 property
t hat woul d have been allocated to the partner if the
partnership had sold all of its property, and the use in
the Treasury regulation of the word all ocated shows the
751 gain is the partner share of partnership inconme from
the partnership to the partner, which again, is sourced
appropriately under 17951-4(d).

But regardl ess of whether there is a deened sale
of 751 property itself, this gain -- 751 gain is from
partnership operations, treated as though allocated to the
partner and, therefore, the incone is sourced from
California inconme tax purposes under Regul ation
17951-4(d), nore appropriately than under 17952.

I"mnow going to turn it over for sone nore
part nershi p-specific answers from M. Thyberg.

M5. SWAIN:  Thank you. |'mon rebuttal duty. So
| have two points. | would first |like to address
Appel l ants' argunents on the preferential tax rates and

carveout. It is correct to say there is no preferenti al
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tax rate in California, so what's the point for us?

Well, California still conforns to I RC Section
741 and I RC Section 751(a) pursuant to I RC Section 851.
| RC Section 741 creates a carveout for |IRC Section 751.
This carveout is even described in Rawat. You can see
this carveout in the Treasury Regul ation for 741.

Treasury Regulation 1.741-1(a) is really where
you see the peel away. It says the anmount realized shal
be reduced by the anount attributable under Section 751 to
unreal i zed recei vabl es and substantially appreciated
inventory itens and the adjusted basis of the transferor
or partner's interest in the partnership shall be reduced
by the portion of such basis attributable to such
unreal i zed recei vabl es and substantially appreciated
inventory itens.

This is two separate sales; and, therefore, we
are looking at two separate gains. |RC Section 741 gain
and | RC Section 751 gain. M next point. Next, | would
i ke to address Appellants' argunent on the deened sale
approach to generate distributive share inconme. The
Appel l ants' entire argunent today is focused on whet her
| RC Section 751(a) creates a deened sal e of property.

They argue that the 751 gain is not properly
sourced to California because there is no deened sal e of

751 property generating distributive share inconme. They
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point to Indu Rawat as support to this.

The DC Circuit in Indu Rawat anal yzed whether | RC
Section 751(a) created a deened sale of the inventory
itself because if there was a deened sale of the actua
inventory, then there would be US source incone.

The focus was on whether | RC Section 751(a)
created a sale of the inventory itself for purposes of
applying federal sourcing rules. This is not the issue
here. For California, the question is not whether 751(a)
provi des for a deened sale of the partnership 751
property; instead, for California, the question is whether
Appel lants' gain fromthe sale of the partnership interest
that is attributable to the partnership's 751 property is
the result of partnership operations or from an
I nt angi bl e.

Even if there is no deened sal e generating
i ncone, the 751(a) gain itself as a separate sal e,
separate gain, includes the anount realized attributable
to the partnership's 751 property that woul d have been
allocated to the partner if the partnership sold all of
its property.

The explicit |anguage of I RC Section 751 and the
Treasury regul ati on shows how the 751(a) gain is from
partnershi p operations and, therefore, properly sourced

under CCR Section 17951-4(d). Thank you.
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ADM NI STRATI VE LAW JUDGE GAST: Does that
concl ude your presentation?

M5. SWAIN.  Yes. Thank you, Judge.

ADM NI STRATI VE LAW JUDGE GAST: At this point
Wil turn to ny co-panelists for questions.

Judge Le?

ADM NI STRATI VE LAW JUDGE LE: Thank you for your
presentation. | don't have any questions.

ADM NI STRATI VE LAW JUDGE GAST: Ckay.

And Judge Fanul aro?

ADM NI STRATI VE LAW JUDGE FAMULARO  Yes. Thank
you for your great presentation. | would like to start by
flipping the question that | had for Appellants into ask
you specifically in statutory interpretation that the DC
Crcuit took in Rawat and the way that it anal yzed the
| anguage in 751(a) that it alnpbst mrrors the | anguage in
Section 64 that's defines ordinary incone.

And as a result it held that the statutory
| anguage itself is clear, onits face, that 751 -- 741 and
751 together deal with a characterization of incone as
either ordinary or capital, but it does not nake a |l eap --
to use the word that you used a fewtines -- to then allow
the comm ssioner in Rawat to argue that there was a deened
sale of inventory and as a result then you could | ook at

the international sourcing provision that held that if it
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was inventory, it was effectively connected incone at that
tinme.

Agai n, the question | have for you, is your
position on the DC GCrcuit's statutory interpretation on
the | anguage in 751(a)?

M5. SWAIN.  Yes. Thank you, Judge.

M5. THYBERG Yes, | got that. So Indu Rawat is
really interesting to ne. | appreciated the anal ysis,
wal ki ng through how i nportant | RC Section 751(a) |anguage
is, and they really balanced what the I RS was arguing,
which was that it created an actual sale.

Especially, | really |liked the point of | ooking
at whether we can add | anguage to 751 itself. Is it a
sale of the inventory itself, that was what that bal ance
was. Well, the question they were grappling with was to
try to and answer a federal sourcing question.

Because if that was actually of inventory itself,
then it would be US source incone. So it's really
difficult for us to |look at that anal ysis and say the sane
applies, but | appreciate the focus on I RC Section 751 for
pur poses of applying California sourcing rules.

And the language itself in IRC Section 751(a)
provides that this portion of the partner's gain --
related to 751, is the interest in the partnership

attributable to unrealized receivables of the partnership
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or inventory itens of the partnership. W don't even have
read | anguage into 751 for our California sourcing rules.

To us, that is clearly partnership operationa
income. And what is even nore helpful is the Treasury
regul ati on, which I know you al ready know it, but | wll
-- it's very hel pful because it tal ks about, well, how do
you cal cul ate that anount realized?

The anount realized is calculated as the anount
-- so the interest in the Section 751 property is the
anount of incone or |loss fromthe Section 751 property --
again, this is all at the partnership level -- that woul d
have been allocated to the partner if the partnership had
sold all of its property in a fully taxable transaction
for cash in the anount equal to the fair market val ue, and
t hen nore | anguage.

But it is really interesting to nme because we can
use I ndu Rawat as instructions for 751 is inportant, the
| anguage is inportant, and especially for California
sourcing rul es.

ADM NI STRATI VE LAW JUDGE FAMULARO  Thank you.
No further questions at this tine. Thank you.

ADM NI STRATI VE LAW JUDGE GAST: | want to give
t he taxpayer 30 mnutes, so | don't want to run out of
time, and afterwards, we will do nore questions to

Appellants. You will have 30 m nutes for your closing
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st at enent .

MR. CAMPBELL: GCkay. Thank you. | just want to
make sonme comments and responses to the presentation. And
l et me just cone back to you, Judge Famul aro, because |
had a chance to | ook at the Tax Court cases.

| think in | ooking at the Tax Court in your --
when you asked ne the question and we are | ooking at the
| anguage, shall be considered as anount realized fromthe
sal e or exchange of property, and property may be nore
broad than assets, et cetera.

It makes sense. | understand that, especially in
the context of the federal sourcing rule they were | ooking
at, which is hey, they're just trying to find sonething
that is incone derived frominventory property. |It's very
different than here. The issue is in our case, and |
think it is stronger in the analysis, even stronger for
us.

Thi s | anguage 751(a) that we are tal ki ng about,
it doesn't create distributive share of incone. Wether
it's considered as incone attributable to inventory -- and
there's way too much -- attributable neans attri butabl e,
it doesn't nean distributive share. The very sinple
problem here is that the FTB's position requires the
exi stence of the distributive share of incone because that

is what's Section 17951-4(d) applies to.
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And | don't think we were heard the word
di stributive share cone out of that side of the table in
the last 30 mnutes. | don't think it was nentioned.

| don't knowif I"min therapy or if I amin
cl ass about sonet hing about the siblings, but I"'mtelling
you that what we have here, we need a clear rule of |aw
and there always has been a clear rule to source incone
fromsal es of partnership interest.

So if we put 17 back up on the screen --
17951-4(D) is the provision the FTB i s saying applies
here. So what | would ask the FTBis, is it there
contention that since 751(a) has been in the code, that
under California law, the selling partner's ordinary
incone is and al ways has been treated as a distributive
share of the partnership's business income but sourced
under 17951-4, and the answer is no.

If it were, certainly they would have authority
to explain that. Certainly, they don't. W know that.
And, again, Bense is not authority for any of this. Bense
just shows that FTB and State Board what 751 is and does,
and there's been no nention ever that the fact that you
have an amount attributable to the partnership's ordinary
i ncone property is all of a sudden a distributive share
of , you know, the partnership's ordinary incone, it's not.

And that's just inportant because, you know,

Kennedy Court Reporters, Inc.
800. 231. 2682

83



http://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

they're using the word attributable to make it sound |ike
or that this is incone fromoperations. There's no

di spute that incone from partnership operations, just like
corporate incone that business inconme, subject to source
and apportioned to the states.

And, | nean, we have to live by these rules every
day, and this is how -- we all know how these rul es work.
You can't take the selling partner's ordinary incone under
that statute and magically turn it into a distributive
share of actual operating incone fromthe partnership.

And, again, now the FTB is getting double taxed
because the FTB is going to get the tax on the business
i ncone when the business incone is realized and reported
by the partnership when it flows through.

Telling the selling partner that they actually
have a distributive share of that incone when it doesn't
exist is, like, howthey're getting it fromthe selling
partner and they are going to get it fromthe partner who
files it at the end of the year. Hat's just a fact. So
all of this stuff is irreconcilable with the way the rul es
actually work and the | anguage.

| have a couple other points. W don't need to
sit here on behalf Appellants and say that you need to
invalidate the ruling, by the way; we just know that the

determnation in our case is wong. | think the ruling is
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invalid for a mllion reasons. W just know the

determ nation of Appellants is wong due to a matter of
law. It's based on a ruling but the |legal reasons for the
determ nation part is wong. Right. So our position is
sinply please reverse the FTB's determ nati on there.

Did I answer your question about the Tax Court
deci si on?

ADM NI STRATI VE LAW JUDGE FAMULARC  You did.
Thank you.

MR. CAMPBELL: Ckay. Another -- another snal
point. The concept is this discussion that's in the
belief that an intangi ble property of 17952 is a nonolith,
what ever that neans.

Here's the reality: 17952 sources incone from
i ntangi bl e property, covers lots of stuff -- royalties and
sal es, stocks, bonds, and capital gains from sal es of
partnership interest and all the gain incone froma sale
of partnership interest. The exception is witten right
in the rule for 17952. |If it's sourced here saying
domcile unless it has a business |icense el sewhere.

The case you nentioned, Christman, that's a
busi ness license case. |If there is an exception to
taxation -- to incone froman intangible, it's governed by
t he business license rule. There's nothing to debate here

in the academic world at this point about whether there is
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-- you know, 752 is not sufficient to source this or that
there is sonme other sale here. W are not reading into
the | aw of separate sales. W know that we need treat a

portion of the selling partner's gain as ordinary incone

and, you know, that concept, | keep hearing is being used
to -- it's a separate sale.
kay. Fine. |It's a separate sale. It's a

calculation. But that sale explicitly, whatever it is,
cal culation or not, it's not generating a distributive
share of partnership inconme. And you have to have a

di stributive share of partnership incone for this case to
hold water if you are the FTB.

Agai n, by the way, Ames doesn't | eave anything
open because, Anmes, in those cases, they're all about
business ITIS. Hey, selling partner who is a
non-resident, your gain is not California source incone.
FTB, you're conflating the concept of business operations
in the state because the partnership is doing business
here with the incone of the selling partner who is living
outside of California and is selling it realizing the
i ncone.

If there's a business ITIS, then you woul d have
sone California source incone, but you don't in Anmes;
right? W are not tal king about business ITIS rule, we

are tal ki ng about do we have an actual distributive share
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of incone that the Franchi se Tax Board regul ation itself,
the plain |language its regulation applies to. W do not.
And they cannot sit there with a straight face and tell ne
that we do. They haven't said that they do. And they
certainly can't say that the law prior to the legal ruling
of 2202-02 provides for that, because it doesn't.

W' re alnost done. | love that we are
frustrated. Apparently, we need to go the therapy. W
should cone in nore often. Again, what taxpayer's, or the
Appellants in this case, and all taxpayers rely onis
clear rules, like, rule of law, especially for conmon,
everyday transactions.

| don't know how many hundreds of thousands of
partnerships exist in this world that are taxable here,
but ny firm probably prepares two mllion partnership tax
returns a quarter, and there are people selling
partnership interests everyday, and the rules work --
like, they're in plain sight. | can go |ook at the 741,
751, and 702 rules and tax returns, and it all works
perfectly. And I can cone |look at the California returns
and it all works perfectly.

This is the first tinme in the history of this
issue that it's now cone to light, |ike, hey, we have this
ruling. |It's very obvious that the FTB started | ooki ng at

this issue after the 2012 and 2019 tax years. As we saw

Kennedy Court Reporters, Inc.
800. 231. 2682

87



http://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

in Smith, it was raised there. As we saw in the case,
it's raised there. And we know, again, fromthe audit
file here that there was a | ot of discussion going on
where even in the correspondence |I'mbeing told or the
Appel l ants' representative neaning ne are being told
| ooking at this and there's task force and everyt hi ng.

All of that is to say that this is not the | aw
that is being clained to exist and so clear. No, this is
a position that was developed. And if it's a position
that's devel oped, then the proper avenue fromthat is to
put it out in the public eye, get comments, go to the
| egislature and figure it out.

Again, there are a | ot of repercussions that
aren't even dealt with on the corporate tax side. | nean,
agai n, the whol e concept of taxing the selling partner but
t hen what do you do about the inconme that is going to be
realized attributable to that which now t he new part ner
has. Are you going to do a reverse 754, | don't know, but
there are a mllion, you know, things that would have to
be dealt wth.

That's all just to conplicated and way too nuch
wei ght to put on the word attributable. Al of a sudden
because it's attributable to ny interest in the
partnership's property and considered as not realized from

the sale or exchange of public property other than a
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capital asset, that all of a sudden that's neans |
actually have a distributive share of incone to source
under the regulation that they say applies. W don't have
t hat .

Agai n, happy to have a public discussion and
consi der sourcing 751, ordinary income, but | think that's
certainly sonething that could be thought of. Again,
guar ant eed paynents by | egislation are sourced as
di stributive share incone, not as conp or interest. You
could that here if the |l egislature wanted to enact that.
W don't have that law now. | think -- anything el se?

Any ot her questions?
ADM NI STRATI VE LAW JUDGE GAST: Wwell, if that

concl udes your cl osing?

MR. CAMPBELL: | think we are done.
ADM NI STRATI VE LAW JUDGE GAST: So I'll ask the
Panel one nore tinme. Judge Fanularo, sorry. | cut you

off there. Do you want to continue with sone of the
guestions you had? W have about 30 mnutes left of this
hearing so..

ADM NI STRATI VE LAW JUDGE FAMULARC  Yes. So ny
question for FTB. The way | understood your presentation
was that even if the DC GCircuit in Rawat was correct, it
doesn't alter outcone in this case, and | just wanted to

clarify one thing to make sure that | understood it. The
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way | understand this is DC Circuit's opinion -- DC
Crcuit, the Tax Court, and the IRS, they all took the
position that 741, 751, it characterizes incone, it's not
a sourcing provision.

And then the IRS took the position that it does
sonething nore than that. That there's this deened sale
of inventory which was at issue in Rawat and is the DC
Circuit first the Tax Court agreed with the IRS, and the
DC Crcuit cane back and said, no, we don't think that's
what the statutory |anguage provi des, and your reading of
the regul ation to support that position could be read one
of two ways.

And we are reading it as a calculation of the
anmount of ordinary incone in the anount of capital gain.
So the way that | see the Rawat opinion is that it deals
with the characterization versus incone and then the DC
Crcuit, it says we don't go beyond that. W are not
saying that there's a deened sale. And so in Rawat, we
are |l ooking at the international sourcing provisions; in
this case we are |ooking at the California sourcing
provi si ons.

| see parallels because in that Rawat case before
TCJA, there was no specific sourcing provision for the
sale of a partnership interest simlar to California. So

we have 17951, but it's not specific, it deals with, as
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you both have said, intangible personal property. So |
under st ood your position to be that the DC Crcuit opinion
coul d stand al one and stand as correct and you would still
have the authority for the position that you are taking
that there is a deened sale of the second transacti on,
this deenmed sale of inventory and/or collection of
accounts receivabl e.

| just wanted to give you an opportunity to
clarify that position, and it would be helpful to nme if |
coul d understand your possession a little nore fully.

M5. SWAIN. | want to start first from-- thank
you, Judge. | wanted to start first from what was
different in Rawat and those sourcing rules that had a
different requirenent for finding an inventory sale. W
don't that exact requirenment in California, and that's one
reason where it's not the sane question. That's an
extrenely narrow |l ens to be | ooking through.

I think that we brought up the case initially to
show this question of bifurcation. And we also -- and
because | had alerts on that case, the nonent that the DC
Circuit decision cane in, which | think was a bit of a
surprise. Wen that cane in, imediately filed it and
brought it to your attention for just that reason, to say,
hey, this new case cane out, and what we briefed at the

time is -- our position is that wasn't the proper
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reasoni ng.
But going one step further, | think, especially

because it was a very quick briefing clock, we do think

t hat fundanentally you can still go back to | anguage that
it isn't -- and | appreciate the question as getting to
didn't they describe that reasoning, and we still think

you can go back in to the find the | anguage for purposes
of California sourcing rule, and I will have Ms. Thyberg
tal k about that.

M5. THYBERG Yes. So I'd love to just clarify
751, how we have been | ooking at 751 today, especially
because Appel lants are focusing on that deened sal e of
property. And as you have raised in the Indu Rawat, the
whol e focus was on whether there was a deened sal e of
inventory, and that's was so inportant that they did end
up creating I RC Section 864(c)(8) to have that deened sale
of the inventory.

But here, again, in California, that's not our
guestion. W are |ooking at whether this is from
partnership operations or froman intangible. And to
tease out what we are saying, even if there is no deened
sal e generating the distributive share incone in that way
t hat has been argued by Appellants, the 751(a) gain all by
itself -- all by itself -- that's a whole separate gain

that we need to | ook at sourcing, how do we source this?
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Well, this gain includes the anmobunt realized

attributable to the partnership's 751 property, and we get

to see howit's cal cul at ed. It's cal cul ated as t he anount
t hat woul d have been allocated -- allocated feels kind of
inportant, doesn't it? -- allocated to the partner if the

partnership sold all of its property.

The explicit |anguage of 751(a) and the Treasury
regul ati ons show how really this gainis all comng from
partnership operations. And so it was correctly sourced
under CCR Section 17951-4(d). | hope that hel ped clarify.

ADM NI STRATI VE LAW JUDGE FAMULARO. It did, and |
appreciate it. Thank you.

ADM NI STRATI VE LAW JUDGE GAST: kay. | have a
few questions for Appellants, but it is really nore
towards facts because |'"'ma little confused on sone of the
facts just fromny own background.

So Tory Burch, there were a few sales by JCB, it
wasn't just one -- a fewin 2012 and 2013; is that
correct?

MR. CAMPBELL: Yes. Do you want me to go through
t he background?

ADM NI STRATI VE LAW JUDGE GAST: No --

MR. CAMPBELL: Sales in 2012 and in 2013.

ADM NI STRATI VE LAW JUDCGE GAST: And the NOL we're
tal ki ng about for Appellant Burch, is the 2013 NOL, so
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there was additional incone attributable to the Appell ant
t hrough 751(a) for 2013, so that reduced his NOL and
reduced the carry back --

MR. CAMPBELL: Sorry. They're all secondary
adj ust nent based on the primary adjustnent.

ADM NI STRATI VE LAW JUDGE GAST: | understand. As
| need to understand the background for what was adj usted.
So it was the 2013 NOL and no other NOL?

MR. CAMPBELL: Not that |I'm aware of.

ADM NI STRATI VE LAW JUDCE GAST: And we are al so
dealing within 751(a), unrealized receivabl es and
inventory itenms. Not just inventory itens; is that
correct?

MR. CAMPBELL: Yes.

ADM NI STRATI VE LAW JUDGE GAST: (kay. | just
want ed t he background there. That's it for ny questions.
Everything was well briefed. [It's laid out there.

So Judge Le, did you have any final questions?

ADM NI STRATI VE LAW JUDGE LE: Just one.
Appel | ants nmakes the argunent that the FTB's position
results in double taxation. | was wondering if you could

address that point?

M5. SWAIN: | had questions about that question
too. | don't see how that is double taxation. | nean,
the inconme -- when the interest is sold, the partner is
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going to be -- | nean, there's a potential for double
taxation for a non-resident between two states. But, for
i nstance, if the non-resident nentioned lived in
Massachusetts -- actually, |let nme change ny hypothetical.

If they're living in New Hanpshire, which doesn't
have a state sales tax, and the business al so apportions
-- they're pretty mniml apportionnment percentage, 12 and
16 percent -- so you imagine that this unitary partnership
I's doi ng business throughout the country so there are
going to be instances of double taxation, potentially.

If Tory Burch LLC is doing business in
Massachusetts, which is highly likely given the Boston
mar ket, | would expect that they would potentially have 10
percent incone. That state would tax potentially
13 percent of the whol e gain.

ADM NI STRATI VE LAW JUDGE LE: If | can interject?
Maybe, Appellants, can you restate your position on that
t axati on poi nts?

MR. CAMPBELL: Yes. Sure. And so this is why it
IS super inmportant to have a very solid understandi ng of
Sub K rules; it says nothing about state tax. The FTB's
position is that the selling partner's anount of ordinary
incone is distributive share incone and taxed as a share
of the partnership's business incone.

So under this newrule, the selling partner would
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have a gain fromny sale of ny interest neasured by ny
anount realized and adjusted basis, and | would normally
pay taxes to ny state of residence. Now, because of this
California rule, I"'mgoing to treat the 751 piece as

busi ness inconme and pay sone tax to California based on

t he apportionnment percentage.

So now California is getting -- taxing based on
theory of | have got business inconme to tax. Well, what
Is that ordinary inconme business incone attributable to?
It is attributable to the partnership's incone. The
partnership was going to realize that inconme when it
collects on the inventory of the receivables in the
future.

So I'mtelling the selling partner today, hey
you have to pay tax on California source incone because
the partnership itself has some property that is going to
generate sone California source incone going forward, so
we are going to take sonme of that fromyou right nowin a
gain. Meanwhile, the partnership is there all along,
selling inventory and coll ecting unreceivables, and all of
that incone at the end of the year is going to get
allocated to the partners at the end of the year and they
are going to pay taxes on that incone.

So if ny selling partner has a 1 percent interest

in the partnership and I wll treat sone of that gain for
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California purposes has a share of business incone that
hasn't yet been generated, but then it is going to get
generated and taxed to the other partners, that's where
t he doubl e tax cones in.

And by the way, these issues exist outside of
this, the federal side, that is why there a super detail ed
rules that on the 751(b) side, namke adjustnents, |ike, we
are going to allocate the incone to the partners other
than the distributee partner. W don't do any of that on
the 751(a) side because there is no partnership incone.

If there were, you would have to nake all sorts
of adjustnents at the partnership | evel and have
provi sions to exactly explain how this gets divided up
anong the partners when you nmake a change |ike that for
one partner. So the double tax is the operating incone
going forward. California is going to get that. You
don't need to tax the selling partner now as if that were
because they will get it.

And ny | ast point, because | want to nake a
comment to their coment. It all comes down to, at | east
in their argunent, that this is incone from partnership
operations. So they're trying to side step the
di stributive share points and say, no, it is just
operations. This goes to the Tax Court question, oh, it's

i nconme frominventory, we don't need a deened sale.
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Let's just look at it fromthe flip side. You
need actual partnership operating incone that generates
di stributive share incone in order for this rule to apply.
Whether it's the word attributable -- that just doesn't
magi cal ly create actual operating incone.

And | wll say -- ny closing remark is the word
allocated is inportant, but guess what? The words woul d
have been allocated is the actual verb, that's way nore
authoritative than allocated. That's ny point. There's
no actual operating inconme here. |If there were, it would
be taxed as distributive share incone. It wll be taxed
as distributive share incone when it actually is realized.

ADM NI STRATI VE LAW JUDGE GAST: Thank you.

Back to you, Ms. Swain.

M5. SWAIN:  Thank you, Judge Le. And thank you
for that clarification. | was definitely going to take
the long ride to the answer to that question. | very nuch
appreciate that. Thank you, M. Canpbell.

There's two parts of that question. So when the
partnership makes the sale -- when | sell ny interest, the
partner sells their interest, that is the date of that
sale, they're no |longer receiving distributive share for
future sales, so that's the first question.

WI1l there potential be double taxation between

what happens in the residence and what happens in the
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state of California, yes, that's what the other state tax
credit is designed for. So ideally, that person in their
state of residence says, you know what, |I'mtaxed on 100
percent by you, California just taxed the 751 portion of
the income fromny 13 percent that was apportioned of the
sale of the overall gain. | would |ike another state tax
credit for that. That's the device to do that. So that's
in the other states' hands. There are a few exceptions
when California would al so give a desist to a
non-resident, but | don't think for purposes of this they
really matter.

And then there's a second part which is the step
up rules allowed under 704(b) that would step up the basis
inthe interest, and that's triggered any tine of the
sales, so in sonme ways that gain, conceivably, is
evapor ati ng.

M5. THYBERG Sorry. | can take that one. So
just because it is really interesting. The 754 el ection
is allowed any tine there's a sale of a partnership
interest. So in this situation, the partnership could
make a 754 election and that would allow it to have the
basis step up under |IRC Section 743(b), and that prevents
t he doubl e taxation fromthe buying partner. Thank you.

ADM NI STRATI VE LAW JUDGE LE: Thank you, both.

No further questions.
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ADM NI STRATI VE LAW JUDGE GAST: Al right. Well,
| believe this concludes the hearing, and | want to thank
the parties for the presentations. W wll neet and
deci de the case based on the argunents and docunents
presented. We will issue our witten opinion no |ater
than 100 days fromtoday. The case is submtted and the
record is now closed. And we will take a brief recess
before the next hearing, which is schedul ed to begin at
approximately 1: 00 p. m Thank you.

(The hearing was concluded at 11:50 a.m)
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HEARI NG REPORTER S CERTI FI CATE

I, Shel by K. Maaske, Hearing Reporter, in
and for the State of California, do hereby certify:

That the foregoing transcript of
proceedi ngs was taken before ne at the tinme and pl ace set
forth, that the testinony and proceedi hgs were reported
stenographically by ne and |ater transcribed by
conputer-aided transcription under ny direction and
supervision, that the foregoing is a true record of the
testi nmony and proceedi ngs taken at that tine.

| further certify that | amin no way
interested in the outconme of said action.

| have hereunto subscribed nmy nane this

9th day of July, 2026.

Shelby Maaske,
Hearing Reporter
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 1          Cerritos, California; Tuesday, June 16, 2026

 2                           9:03 a.m.

 3   

 4   

 5            ADMINISTRATIVE LAW JUDGE GAST:  On the record.

 6   This is the consolidated appeals of Burch and Carden, OTA

 7   Case Nos. 230112266 and 230112267.  Today is Tuesday,

 8   June 16, 2029, and the time is 9:03 a.m.  This hearing is

 9   being held in Cerritos, California, with the agreement of

10   all the parties.

11            My name is Kenneth Gast, and I'm the lead

12   administrative law judge for this appeal.  With me today

13   are Administrative Law Judges Mike Le and Hans Famularo.

14            Can the parties please identify yourself by

15   stating your full name, first and last, for the record,

16   beginning with Appellants.

17            MR. CAMPBELL:  Chris Campbell, Deloitte Tax, for

18   Appellants.

19            MR. HAN:  David Han, Deloitte Tax for Appellants.

20            MS. SWAIN:  Good morning.  Ellen Swain for the

21   Franchise Tax Board.

22            MS. THYBERG:  Leah Thyberg for the Franchise Tax

23   Board.

24            ADMINISTRATIVE LAW JUDGE GAST:  Thank you.  So

25   the sole issue for today's case is whether Appellants
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 1   generated California source income from the sales of

 2   partnership interest that included amounts and charitable

 3   to unrealized receivables and inventory items under

 4   Internal Revenue Code Section 751(a).

 5            All right.  Going to the exhibits.  I know we

 6   have had some correspondence related to that recently.  So

 7   with respect to the evidentiary record, Appellants have

 8   provided Exhibits 1 through 6.  FTB did not object to

 9   admissibility of Exhibits 1 through 5.

10            However, FTB -- and correct me if I'm wrong,

11   Ms. Swain -- did partially object to the admissibility of

12   Exhibit 6, related to an e-mail dated May 24, 2019, from

13   Mr. Campbell to FTB's Mr. Christopher Casselman.

14            I'm going to overrule that objection and that

15   will come in.  Exhibit 6 does contain facts relevant to

16   the background of this case, even though it is solely a

17   legal issue.  So, therefore, these exhibits are entered

18   into the record.  So Exhibits 1 through 6 are entered into

19   the record.  But I note that Exhibit 5 is a tax article,

20   that will be considered only for purposes of legal

21   argument.

22        (Appellant's Exhibits 1 through 6 were received.)

23            ADMINISTRATIVE LAW JUDGE GAST:  FTB provided

24   Exhibits A through E -- letters A through E.  Exhibits E

25   and F were submitted untimely and after the June 4, 2026
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 1   deadline of the Minutes and Orders, but they were

 2   submitted in response to Appellants' Exhibit 6.  I will

 3   admit Exhibits E and F as well into evidence since they

 4   are FTB declarations from the auditor and protest officer

 5   on this case that respond to Appellants' Exhibit 6.

 6            Appellants have not objected to the admissibility

 7   of any of these exhibits, and they have also waived their

 8   right to provide written questions for the Declarants,

 9   under OTA's Regulation 3214(b)(1) and (3).

10            So all of FTB's exhibits are entered into the

11   record, but I will note as I did with Appellants'

12   exhibits, that Exhibits A through D are various legal

13   authorities and are considered solely for the purposes of

14   legal argument.

15        (Department's Exhibits A through F were received.)

16            ADMINISTRATIVE LAW JUDGE GAST:  Any questions

17   there?  I know I went kind of quickly.

18            MS. SWAIN:  No, Judge.  Thank you

19            ADMINISTRATIVE LAW JUDGE GAST:  Okay.  All right.

20   With that, I am going to turn it over to Appellants for

21   their presentation.  I know you requested 90 minutes, so

22   whenever you are ready, please begin.

23            MR. CAMPBELL:  Thank you, Judge Gast.

24   ///

25   ///
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 1                     OPENING STATEMENT

 2            MR. CAMPBELL:  Okay.  As you mentioned, this case

 3   involves a legal issue.  The facts are not in dispute.

 4   The legal issue is, is a selling partner's 751(a),

 5   ordinary income, a distributive share of partnership

 6   income from a deemed sale by the partnership of Section

 7   751(a) property.

 8            The answer to that question is clearly no.  We

 9   phrase the issue this way because the FTB's entire

10   determination in this case hinges on its reading of

11   Section 751(a) as providing for a deemed sale of property

12   by the partnership.  And according to the FTB, this deemed

13   sale generates income at the partnership level and,

14   therefore, distributive share of partnership income to the

15   selling partners.

16            The FTB has created a false premise.  There is no

17   deemed sale or distributive share here.  And I'm going to

18   go slowly because I know -- I will try to help the

19   reporter, but if I go too fast, just let me know.

20            THE COURT REPORTER:  Thank you.  I will.

21            MR. CAMPBELL:  On the screen we have Regulation

22   17951-4(d).  This is the starting point for Franchise Tax

23   Board and for refuting the FTB's protest determination,

24   which is also the conclusion in FTB's legal ruling,

25   2022-02.
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 1            This is the regulation the FTB is relying on to

 2   treat the non-resident selling partners, Section 751(a),

 3   ordinary income, as a distributive share of the underlying

 4   partnership's business income.

 5            A selling partner, Section 751(a), ordinary

 6   income, however, is not a distributive share of

 7   partnership income, as a result, this regulation does not

 8   apply.  The right answer in this case, and the answer that

 9   has governed every sale of a partnership interest prior to

10   the issuance of the FTB's legal ruling for decades, is

11   that the entire gain from the sale of a partnership

12   interest, both the capital gain and the ordinary income,

13   is income from the sale of intangible personal property

14   that indicates that an individual partner is properly

15   sourced pursuant to Section 17952.

16            The FTB's determination in this case is wrong and

17   must be reversed.  The legal ruling is wrong for the same

18   reasons.  There's no shortage of instances by the State

19   Board of Equalization, the OTA, and California courts

20   declining to apply or even invalidate FTB's legal rulings

21   and TAMs when they are contrary to established law.  That

22   is what needs to happen here.

23            In order to demonstrate the FTB's position on the

24   law is wrong, we are going to start with some basic

25   concepts of Subchapter K, though we realize that everyone
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 1   on the panel is a real expert in subject protection.

 2   David will do that in a minute.  Then we will discuss the

 3   plain language of Section 751 and applicable Treasury

 4   regulations, and then show that FTB is misreading these

 5   provisions.

 6            And at this point, I want to say that the tax

 7   terminology is very important.  When a tax agency makes a

 8   determination against a taxpayer or issues a ruling of

 9   general application on a highly-technical legal issue like

10   Subchapter K, as it apples to a common, everyday

11   transaction, sale of a partnership interest in this case,

12   you would expect the agency to use correct tax

13   terminology.  That's the point of going through the

14   concepts on the next couple slides.

15            We will also explain -- you don't have to take

16   our word for any of this.  The DC Circuit Court of Appeals

17   rejected all of the arguments that are being made by the

18   FTB for exactly the same reasons that we have been

19   submitting to the FTB since February of 2018, six years

20   before the Rawat case was even decided.

21            While there's absolutely no doubt that the FTB's

22   determination in this case and legal ruling is wrong as a

23   matter of law, there's also no doubt that the FTB's

24   position regarding Section 751(a) is new and novel and

25   first released to the public on July 14, 2022, 10 years
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 1   after the tax years in this case.  This position was not

 2   the law in 2012 and 2013, and certainly cannot apply to

 3   Appellants in this case, as Appellants have maintained

 4   with the FTB since 2018.

 5            During the audit the proper avenue for the FTB to

 6   seek a change in the law would be to approach legislature.

 7   The legislature could enact a special sourcing rule for

 8   Section 751(a), ordinary income.  It did something similar

 9   for guaranteed payments in Section 17854.

10            There are a lot of consequences the FTB has not

11   thought through, and all of those things could be

12   considered in a public rulemaking process, that would be

13   the appropriate forum for considering whether a rule like

14   this should be adopted in the first place.

15            For all these reasons, the OTA should rule in

16   favor of Appellants.  And at this point, I will turn it

17   over to Mr. Han.

18            MR. HAN:  Thank you, Chris.

19            MR. CAMPBELL:  Sorry.  To close the opening, so

20   to speak, we have 17951-4(d) on the monitor, because this

21   is the provision the FTB says it's relying on.  This

22   provision applies to source distributive share income of a

23   partnership, and we said that the legal ruling creates a

24   false premise because the legal ruling concludes, as we

25   will go through during our presentation, that 751(a),
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 1   ordinary income, is a distributive share of income from

 2   the partnership, which is what we have -- we are taxed on

 3   that.

 4            So the point to start with is that everything

 5   that we are about to go through is going to show that

 6   751(a), ordinary income, is not a distributive share

 7   partnership income.  There is no partnership-level income,

 8   so this reg can't apply and this reg must apply for the

 9   FTB's position to be correct.

10            MR. HAN:  Thank you, Chris.

11            So we will start with some very basic concepts,

12   taxation of partnership-level income under Subchapter K of

13   Internal Revenue Code.

14            again, we understand that everyone on the panel

15   may be familiar with the concept of distributive share

16   income, but these basic concepts are critical to this

17   case, and because the FTB's legal ruling and briefs at

18   certain times do not use the correct tax terminology and

19   this caused confusion to the reader or the listener.

20            So on this slide we have A very simple example.

21   The partnership with two partners, and to line it up with

22   the facts of this case, the partnership would be Tory

23   Burch LLC.  Assume it has $100.00 from operations, and

24   this would be partnership-level income.

25            This partnership would report its income on a
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 1   1065 or 565 or 568 for California.  In this example, each

 2   partner would report its distributive share of the

 3   partnership's income.  We have 50/50 equal partners in

 4   this example, so each partner would report $50.00 of the

 5   partnership's income.

 6            The partnership issues K-1s to each partner

 7   reflecting this distributive share.  And distributive

 8   share rules are generally found under Section 702 of the

 9   Internal Revenue Code, and the specific items included any

10   partners distributive share are set forth in the 702

11   regulations.  This is important as we will get into when

12   we discuss the Treasury regulations later on.

13            Moving on to the next slide.  Here, we're showing

14   the same partnership, but one of the partners, Partner B,

15   is selling his partnership interest to a new partner for

16   cash.  This is a sale or exchange of a partnership

17   interest.  The selling partner realizes gain equal to the

18   amount realized plus the partner's justification in the

19   partnership interest.

20            No income is realized by the partnership when the

21   partner sells his or her interest.  Again, lining up with

22   the facts in this case, JCBI sold its interest in Tory

23   Burch LLC.  JCBI, the partner, realized gain.  There is no

24   income within the partnership with Burch LLC.  Here, we

25   are just making the point conceptually that the taxpayer
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 1   here is the owner of the interest and the tax bill event

 2   is the taxpayer sale or exchange of the property, i.e.,

 3   the partnership interest.  There is no taxable events at

 4   the partnership level.

 5            Just to sum up the point of these two slides --

 6   again, these are very simple examples.  There's

 7   partnership-level income and there is partner-level

 8   income.  When a partner sells a partnership interest, in

 9   this case, when JCBI sold its interest to Tory Burch LLC,

10   JCBI realized income; Tory Burch did not.

11            Indeed, the FTB does not contend that Tory Burch

12   realized or reported any income as a result of JCBI's sale

13   of its interest.  This point of fact is one of the fatal

14   flaws in the FTB's position in the case, and in the

15   ruling.  And we will come back to it later in our

16   presentation.

17            We also wanted to point out in the FTB's opening

18   brief on page 7, where they write that the effect of

19   Appellants' argument is that non-residents should not been

20   taxed on non-realized inventory, notwithstanding the fact

21   that California residents would not be entitled to use

22   Section 17952 similarly as backstop or taxed on the same

23   items.

24            This is an incorrect statement.  There is no

25   leakage as the FTB's statement suggests.  There is no
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 1   additional income for California to tax here as a matter

 2   of policy.  Resident partners pay tax on their entire

 3   gain, capital or ordinary, when they sell their

 4   partnership interest.  Non-residents are taxed as the same

 5   as residents in the same amount.

 6            Partnership business income from selling

 7   inventory and collecting unrealized receivables would

 8   constitute distributive sharing typical with resident and

 9   non-resident partners.

10            Now I will turn it back over the Chris who will

11   discuss the plain language of the statute.

12            MR. CAMPBELL:  Just on the last point that

13   Mr. Han just made.  California residents pay tax on their

14   total income, which would include their total gain;

15   non-residents would not pay tax on gain from the sale of

16   an interest other than to their state of domicile.  That's

17   what 17952 says, and that rule usually applies across the

18   board in the states.

19            Partnership income, however, including income

20   generated from selling inventory or collecting

21   non-receivables pass partnership-level income, and as the

22   partnership operates and generates income, that income

23   will be reported and taxed to support the distributive

24   share of each partner's distributive share of that income

25   will be reported.  So that's very separate from the
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 1   taxpayer-level income from selling an interest.

 2            So let's go to the plain language of the federal

 3   statute.  So on the left of this slide we have 751(a), and

 4   on the right side we have the Tax Code 751(b).  751(a)

 5   applies when a partner sells a partnership interest, and

 6   that's what applies in this case.  751(b) applies when a

 7   partner receives a distribution of property for money from

 8   the partnership itself.

 9            751(b) involves a transaction between a partner

10   and the partnership.  751(a) is a transaction between a

11   partner and a third party, like on the prior slide.  So

12   sticking with 751(a).  When a partner sells a partnership

13   interest, in this case, when JCBI sold its interest in

14   Tory Burch LLC, JCBI realized in Measure I the amount

15   realized and its adjusted basis and the interest.

16            Under Section 741 of the Internal Revenue Code,

17   now shown, the gain is capital gain because the

18   partnership interest is a capital asset.  Section 741

19   says:

20                 "In the case of a sale or exchange

21            of an interest in a partnership, gain or

22            loss shall be recognized to the transferor

23            partner.  Such gain or loss shall be

24            considered as gain or loss from the sale

25            or exchange of the capital asset except as
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 1            of a capital asset, except as

 2            otherwise provided in Section 751

 3            (relating to unrealized receivables

 4            and inventory items)."

 5            751(a) on the slide says:

 6                 "The amount received by the

 7            selling partner in exchange for

 8            unrealized receivables or inventory

 9            of the partnership shall be considered

10            as an amount realized from the sale

11            or exchange of property other than the

12            capital asset."

13            Not to get ahead of ourselves, but Congress's use

14   of the same phrase "shall be considered as," in

15   Section 741 and Section 751(a) is important to

16   demonstrating that the FTB has misread the statute.  The

17   DC Circuit Court of Appeals makes this point very well in

18   Rawat.  We will come back to it later.

19            So what 751(a) does is it recharacterizes a

20   portion of the selling partner's capital gain as ordinary

21   income.  The amount of ordinary income is the amount

22   attributable to the partner's interest in the

23   partnership's 751 property.

24            So why is this the case?  Again, when a

25   partnership sells inventory or collects receivables, the
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 1   income realized by the partnership is ordinary income.

 2   And, again, that ordinary income will flow through to the

 3   partners as distributive share income when it's received.

 4            In this case, Tory Burch LLC sells inventory and

 5   collects on receivables from its customers, Tory Burch

 6   realizes income, and this income is passed through to its

 7   members, distributive sharing kind of flows through on K-1

 8   to each member.

 9            So what is 751(a) doing?  751(a) -- under these

10   rules, under the partnership Sub K rules, it was possible

11   for partners to contribute ordinary income property to a

12   partnership and then turn around and sell a partnership

13   interest.  Under federal law, the sale of the partnership

14   interest generates capital gain, as we've just discussed,

15   so by holding assets that would have generated ordinary

16   income and contribute them to a partnership, I sell my

17   interest, and now I have capital gain and I've just

18   converted what would otherwise be ordinary income to

19   capital gain, which, under federal law, is taxed at a much

20   lower rate.

21            751(a) was in enacted in 1954 to prevent partners

22   from doing that.  So the whole point is, when I sell my

23   interest in the partnership, the portion of that interest,

24   the amount that I receive from my buyer, a portion of that

25   is going to be treated as ordinary income and taxed at a
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 1   higher rate for federal tax purposes, that was the

 2   solution to that specific problem.

 3            The partnership, of course, in that example in

 4   this situation is not selling inventory or unrealized

 5   receivables, and there's no deemed sale of property at the

 6   partnership level.  This is simply a mechanism for

 7   treating a portion of the selling partner's income as

 8   ordinary income to be taxed at that higher rate, as

 9   opposed to capital gain.

10            And, again, the partnership will continue to earn

11   income from operations in the normal course of its

12   business, and that income will be taxed to the partners as

13   it terms.

14            I'm going to apologize in advance because I know

15   this is repetitive, but we are going to be repetitive.  So

16   apologies in advance.

17            So what happened here?  751(a) applied.  JCBI,

18   realizing when it sold interest in Tory Burch in 2012 and

19   2013, a portion of this capital gain was recharacterized

20   as ordinary income, therefore, JCBI reported both capital

21   gain and ordinary income when it sold these interests.

22            Okay.  So let's go back for a second to FTB's

23   position on this point.  FTB's position is that the

24   751(a), ordinary income -- the ordinary income that JCBI

25   is reporting under the plain language here is distributive
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 1   share income, a distributive share of Tory Burch LLC's

 2   gain from a sale of partnership property.

 3            So here is 751(a), plain language.  Let's go back

 4   for a second to the first slide.  Again, this regulation

 5   applies only to Source A Partner's distributive share of

 6   income; and Subsection 2, each partner's distributive

 7   share of the partnership business income apportioned to

 8   the state is income derived from sources within the state.

 9            The FTB's position in the determination in this

10   case, in the legal ruling, is that the 751(a), ordinary

11   income is -- and we have text showing some of the language

12   -- is a pro rata distribution or distributive share to the

13   partner of gain or loss items of the partnership.

14            Well, again, from the Subchapter K perspective,

15   and just getting the terminology right, there's no

16   distribution.  It's a distributive share, first of all --

17   but there isn't a distributive share at all in this case.

18            So I'm finding using the language of 751(a),

19   saying that there is a distributive share, it forces this

20   rule to apply because this rule then would operate the

21   source partnership business income from selling inventory

22   receivables as, in part, California source income.

23            And, again, Tory Burch LLC, every year, selling

24   inventory, collecting unreceivables, and all that income

25   from that inventory receivables that we are talking about
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 1   here is reported and taxed to the partners, you know, on

 2   Schedule K-1s.  None of this applies when you sell an

 3   interest in the partnership.  Okay.

 4            So let's go look at 751(b), which makes this

 5   abundantly clear just purely from looking at statutory

 6   language and the words enacted by Congress and the

 7   legislature.

 8            So Section 751(b) applies when there's a

 9   distribution from the partnership to a partner.  This is a

10   sale or exchange transaction between the partner and the

11   partnership.

12            The whole point of lining these two provisions up

13   next to each other is so that we can compare the statutory

14   language.  751(b), and the distribution from the

15   partnership to a partner, such transaction shall, under

16   regs, be considered as a sale or exchange of such property

17   between the distributee and the partnership that's

18   constituted after the distribution.

19            That's very different than what 751(a) says,

20   which is simply that the selling partner's -- amount of

21   selling partner's income shall be considered as an amount

22   realized from the sale or exchange of property other than

23   a capital asset.

24            Again, 741 treats the entire amount in general as

25   capital gain; and this provision, 751(a), recharacterizes
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 1   a portion of that to ordinary income, that's all it does.

 2   It only operates at the partner level.  There is no

 3   partnership-level transaction, and there's no

 4   partnership-level income, and there's no distributive

 5   share income, period.

 6            751(b) on the other hand, there is.  And this

 7   will become very clear in the regulations, and this is

 8   important because the regulations have specific references

 9   to the distributive share rules and for 751(b), there are

10   no such rules in 751(a).

11            So, again, Congress and Treasury and IRS,

12   completely understand, have very clear rules demonstrating

13   that there's distributive shared income in 751(b)

14   transaction, and there is not in a 751(a) transaction.

15            So let's move on.  Just one more point.  So,

16   again, just focused on this slide, the bold language is

17   there to show that Congress and the legislature which

18   incorporated this in California knows exactly how to

19   provide for a deemed sale when it wants to do so.  Okay.

20            MR. HAN:  Thank you, Mr. Campbell.

21            To that point, FTB's position in this case is

22   that 751(a) creates a deemed sale of property by the

23   partnership.  The IRS made this exact same argument in

24   Rawat that Section 751(a) provides for a deemed sale of

25   property by the partnership, and the DC Circuit Court of

0023

 1   Appeals emphatically and very thoroughly dissected and

 2   rejected the IRS's position based on the plain reading of

 3   the statute.

 4            So here we have some excerpts from the Rawat

 5   case, and, in effect, the Commission asked us to interpret

 6   the clause, shall be considered as an amount realized from

 7   the sale or exchange of property other than the capital

 8   asset, 751(a) to mean, shall be considered as an amount

 9   realized from the sale or exchange of such property.

10            Congress used exactly that location in the very

11   next provision of the code, Section 751(b)(1), and the

12   court concludes we cannot conclude that Congress intended

13   to convey in 751(a), what is said far more directly in the

14   adjacent provision 751(b).

15            Plain language of statute is but one of many

16   things that demonstrated that 751(a) does not provide for

17   a deemed sale by the partnership and, therefore, does not

18   generate distributive sharing income to the selling

19   partner.  The regulations make it abundantly clear that

20   there is no deemed sale.  Again, absent a deemed sale by

21   the partnership, there is no distributive share income to

22   source pursuant to California Regulation 17951-4.

23            MR. CAMPBELL:  Okay.  So the next couple of

24   slides are going to be regulatory provisions that are

25   important here.  I will stop and say that the
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 1   determination in this case nor the legal ruling actually

 2   cite or -- quote to or cite, other than one cite to the

 3   dash (a)(1) reg, any of these provisions.

 4            So as we will see these regs for both under

 5   751(a) and (b), clearly explain what happens when you have

 6   either a sale of the partnership interest or a

 7   distribution as a 751(b) transaction, those rules really

 8   -- again, if they had been looked at or cited by the

 9   ruling they -- we wouldn't be here, put it that way.

10            So the regs under 751(a), start with the one on

11   the screen, dash (1)(a), this regulation generally

12   restates the code section, but just goes on to say that

13   there's an amount that will be considered as an amount of

14   ordinary income but the remainder of the partner's income

15   is capital gain.  That's what that last sentence says.

16            And what's important as we will go through the

17   next couple regs is that this reg omits any reference to

18   Section 702, which is the distributive share section of

19   the Internal Revenue Code.  And under 702, in the dash (1)

20   reg under 702, the items of partnership income, gain,

21   loss, or credit must be included in the partner's

22   distributive share are listed with great specificity.

23            751(a), ordinary income, is not in that list;

24   however, 751(b) income is, because under 751(b), we have

25   distributive share income and under 751(a), we don't.  So
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 1   that's important.

 2            So let's go to the next slide.  The second

 3   section of the regulation under 751(a) is simply

 4   explaining how you compute the amount of ordinary income

 5   -- the selling partner's ordinary income.  And it says the

 6   amount -- the income or loss realized by the partner is

 7   the amount of income from 751 property that would have

 8   been allocated to the partner if the partnership had sold

 9   all of its property in a fully taxable transaction for

10   cash immediately prior to the partner's transfer of the

11   interest.

12            The fact that the amount of the selling partner's

13   capital gain is considered as ordinary income and computed

14   by reference to a hypothetical sale is not the same as,

15   you know, saying that there's a deemed sale.  So as to

16   this computational point -- it is one of the arguments the

17   IRS made in Rawat, DC Circuit said, look, running a

18   calculation based on a hypothetical inventory sale doesn't

19   change the fact that the partner sold the partnership

20   interest, not inventory.

21            So that's, you know -- again, comparing this to

22   751(b), which is what we are going to be doing, this is a

23   calculation, not on actual deemed sale.

24            Okay.  And in the third section of the regulation

25   under 751(a), it just tells you how to report the ordinary
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 1   income.  A partner selling or exchanging any part of an

 2   interest in a partnership that has any Section 751

 3   property at the time of the sale or exchange must submit

 4   with this tax return for the taxable year, a statement

 5   setting forth separately the following information:  The

 6   date of the sale, the amount of the 751(a) ordinary

 7   income, and the amount of the 741 capital gain income.

 8            Again, the Treasury regulations require the

 9   selling partner report this information because it is the

10   selling partner's income.  None of this information is

11   contained on a K-1 because the amount of the partner's

12   ordinary income and capital gain is not a distributive

13   share of partnership income.

14            So let's compare all of this with, again, what's

15   going on in 751(b) and those regulations because this is

16   the exact same code section and the exact same set of

17   regulations where, on the one hand, you have got an amount

18   considered as ordinary income, and on the 751(b) side, we

19   have statutory language creating a deemed sale and a

20   partnership sale or exchange and partnership income and a

21   distributive share.  And that's just critical to point

22   out.

23            So these are the regs under 751(b).  There are

24   two regs because there's two parts, two different

25   transactions that 751(b) covers, but they say the same
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 1   thing.  So on this slide, this applies to a distribution

 2   of Section 51 property, the reg -- like the statute says,

 3   this transaction shall be treated as a sale or exchange of

 4   such properties between the distributee partner and the

 5   partnership.

 6            At the time of distribution, the partnership

 7   realizes ordinary income or loss on the sale or exchange

 8   of Section 751 property.  It goes on to say, in computing

 9   the partner's distributive shares of such ordinary income

10   or loss, the income or loss shall be allocated only to

11   partners other than the distributee and separately taken

12   into account under Section 702(a)(8).

13            Again, the regs under 702, specifically require a

14   partner to take into account, quote, his distributive

15   share of the following items -- and there's a long list

16   -- and then it says income gain or loss to the partnership

17   under Section 751(b).  There is no reference to 751(a)

18   because, again, there is no distributive share income in a

19   751(a) situation.

20            The next slide says the exact same thing, it's

21   the context is distribution of 751 property, it's a

22   distribution of property or money in exchange for the

23   partner 's interest in the partnership's 751 property.

24   Again, that's a sale or exchange, and the same language of

25   the regulation on the prior slide.
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 1            Okay.  The FTB understands the significance of

 2   Section 702 on the 702 regs.  702 is discussed in page 3

 3   the FTB's legal ruling, but the ruling fails to

 4   acknowledge any of these regulations and fails to

 5   acknowledge that 751(a), ordinary income, is explicitly

 6   excluded, let's put it that way, under the distributive

 7   share regs.

 8            So, again, I apologize for being repetitive, but

 9   all of this is showing that under 751(a), a selling

10   partner does not have -- is not receiving a distributive

11   share of partnership income, and there is no

12   partnership-level income, and again, the entire -- the

13   FTB's premise is that 751(a) provides for a deemed sale

14   and a distributive share of income to the partners, which

15   then allows FTB to apply 751-4(d) doesn't apply here.

16   Let's turn to you.

17            MR. HAN:  Thank you, Mr. Campbell.

18            So as we just discussed, the FTB's position is

19   that when a partner sells a partnership interest in the

20   751(a), ordinary income, is a distributive share of the

21   partnership's California business income.  So per the FTB,

22   a portion of a non-resident selling partner's gain

23   constitutes California source income, while the remainder

24   of the balance, the capital gain, constitutes income from

25   the sale of an intangible.
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 1            So at this point, we will discuss what the law

 2   was, is, and continues to be regarding the nature of the

 3   income resulting from the sale of a partnership interest

 4   in California.  There's no question that a partnership

 5   interest is intangible personal property.  A

 6   non-resident's gain from the sale of a partnership

 7   interest constitutes income from the sale of intangible

 8   personal property.

 9            Along this is two well-settled to warrant further

10   discussion, see Ames, and the case is cited in Footnote 2

11   of our supplement opening brief.  The ruling itself also

12   acknowledges on page 2 that Section 17952 is the statute

13   that applies to sourcing non-resident's income from the

14   sale of a partnership interest.

15            You can see on this slide the language of

16   Section 17952, which says,

17                 "For purposes of computing taxable

18            income of a non-resident or part-year

19            resident income of non-residents from

20            stocks, bonds, notes or other

21            intangible personal property is not

22            income sources within this state

23            unless the property has acquired a

24            business license in this state."

25            The non-resident's income from the sale of the
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 1   partnership interest is the entire amount realized from

 2   the sale.  Section 17952 operates on the partner's income

 3   from the sale and encompasses the entire amount of the

 4   selling partner's income regardless of the character of

 5   the income for federal income tax purposes.

 6            To put it differently, the fact that the selling

 7   partner's income is for federal income tax purposes, a

 8   combination of capital gain and ordinary income does not

 9   have any effect on the application of 17952.  This was,

10   is, and continues to be the law.  The partnership interest

11   sales in this case took place in 2012 and 2013.

12            Appellants correctly reported the entire amount

13   of the gain from the sale of the partnership interest,

14   both capital gain and ordinary income, as income from the

15   sale of an intangible source through the state of

16   domicile.

17            So to sum it up at this point, applying the law

18   as it exists, 751(a), ordinary income, is not a

19   distributive share partnership income; regulation dash

20   4(d) does not apply to Appellant's 751(a), ordinary

21   income, because its income is not a distributive share of

22   Tory Burch LLC's income from a deemed sale of a 751

23   property.

24            The entire amount -- again, being repetitive --

25   of Appellants' income is income from intangible personal
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 1   property source pursuant to 17952.  And as mentioned

 2   earlier -- as Mr. Campbell mentioned earlier, the

 3   partnership will eventually realize income when it does

 4   sell 751 property, and this income will be taxed to the

 5   partners at that time.

 6            Subchapter K does not create a deemed sale in

 7   this property when a partner sells his interest in that

 8   partnership.  If it did, it would be clear in the rules

 9   just like it is clear in Section 751(b).

10            MR. CAMPBELL:  Okay.  Thanks, David.

11            Everything we just presented is based on federal

12   and California statutes and regulations that have been in

13   existence for decades.  751 was enacted in 1954.  17952 is

14   a codification of the Mobilia common law doctrine going

15   back hundreds of years.  FTB is fully aware of the history

16   of these laws.

17            Appellants filed their returns in accordance with

18   these laws as they're required to do.  And I will take one

19   more moment to go back to 17952, because it is something I

20   know many of us deal with every day and there's a lot of

21   cases on it.  But this section has, as it always has,

22   operates on income of non-residents from intangible

23   personal property.

24            Again, more than -- too many cases to cite that

25   deal with sales of partnership interest.  Sales of
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 1   partnership interest are sales of intangible personal

 2   property.  The income realized by a non-resident partner

 3   is the income sourced under this section.  It does not

 4   matter that the income is capital and ordinary for federal

 5   income tax purposes, and it never has.

 6            Again, these rules have been around for decades,

 7   and until this legal ruling, as you will see later, the

 8   FTB has never applied the law this way.  You could not

 9   file a return the way the FTB is claiming that you should

10   have filed a return.  That's another way to look at this.

11   This is super important.

12            The FTB's guidance, we will see at the end,

13   changed after it issued the legal ruling.  But at the time

14   of these transactions, again, going back decades -- we all

15   know the way these laws work -- you could not have filed a

16   return this way -- you still can't.

17            Okay.  So July 14, 2022, around 10 years after

18   the sales in our case, the FTB issued its legal ruling

19   2022-02.  The position taken in the ruling is, the first

20   time, to the best of our knowledge, that FTB publicly

21   took the position that 17952, quote, is not sufficient to

22   source the entirety of the sale, end quote.  And that a

23   selling partner's gain from the sale of the partnership

24   interest is, under California law, partially gained from

25   the sale of intangible and partially a distributive share
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 1   of partnership income.  And even saying that is difficult

 2   because my income -- from selling is not from distributive

 3   share income.

 4            We have key statements from the ruling on the

 5   slide, and I will read some of them out loud just because

 6   -- to point out that sometimes hearing it is better, that

 7   they're completely contrary to what the statute provides.

 8            And so the second one.  The deemed sale of the

 9   IRC 751 property, which is treated as if having been sold

10   by the partnership immediately before the transaction

11   through the operate of Section 751, is not treated as a

12   sale of intangible or an asset sale by the transferor

13   partner.  Again, referring to it as a deemed sale, treated

14   as if having been sold by the partnership.

15            And the next one continues, the proceeds

16   attributable the deemed sale of the 751 property are

17   treated as a pro rata distribution or distributive share

18   to the partner of gain or loss.

19            Well, okay, first of all, there's no deemed sale

20   but they're trying to create a deemed sale so that you can

21   have a distributive share of the partnership income.  And

22   just again, as a side on the terminology point, there are

23   no proceeds to a deemed sale.  There's no distribution of

24   anything.  So that's just confusing and just difficult to

25   read.
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 1            Okay.  The ultimate conclusion of the ruling is

 2   the distribution or distributive share really, therefore,

 3   is income from a trade, business, or profession to be

 4   sourced pursuant to Regulation 17951-4.

 5            As we just witnessed, the FTB has reversed

 6   engineered a distributive share of the income where there

 7   is none.  That's is for this case, and there's no

 8   distributive share here and there's no income to source.

 9   That answers the question.  Okay.  So that's the legal

10   ruling.

11            Just go back for a minute to the determination

12   letter.  So this is July 14, 2022.  The hearing in this

13   case occurred on April 11, 2022.  Three months later,

14   July 19, three days after the -- four days after the

15   hearing, after the legal ruling came out, protest officer

16   sent the Appellants a copy of the ruling essentially as a

17   preliminary determination, saying, hey, look it over.

18   That was our Exhibit 6.

19            The determination letter was then sent

20   November 4, 2022, and it generally relied on the ruling as

21   authority, but it has a couple other statements that we

22   want to say on the record.

23            According to the protest officer, Appellants'

24   751(a), ordinary income, quote, should be treated in the

25   same manner as typical distributive share which consists
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 1   of business income.  Again, there's no law that allows the

 2   FTB to, quote, treat the selling partner's gains as the

 3   partnership's business income.

 4            And the fact that that determination is phrased

 5   as an opinion that taxpayer's gains should be treated in

 6   the same manner as distributive share income, really just

 7   proves the point.  When we read that, I'm not sure there's

 8   a determination there; I feel like it's an opinion.

 9            So I think that, you know, in our view is the

10   FTB's opinion that the selling partner's gains should be

11   treated as business income is not a determination to begin

12   with, and certainly is not a lawful basis for supporting

13   the determination against the taxpayers in this case.

14   That is what it says.  It's an incredible contention.

15            The plain language of Section 17952 operates, as

16   it always has, to source the entire amount of a

17   non-resident individual taxpayer's gain or loss from a

18   sale of a partnership interest.  We have gone through

19   that, so to be repetitive, it applies to income of

20   non-residents from intangible personal property, the

21   selling partner's income is the entire amount of income

22   regardless of whether the amount is treated as capital and

23   ordinary for federal income tax purposes.

24            Okay.  That plain language is simply incapable of

25   supporting the FTB's new argument, and the fact that the
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 1   insufficiency has never been identified before by the FTB,

 2   the State Board of Equalization, the OTA, any scholarly

 3   articles as far as we can tell, not to mention the fact

 4   that the FTB's tax returns and instruction do not identify

 5   this insufficiency or provide directions for treating a

 6   portion of a taxpayer's gain as distributive share income

 7   also should ring alarm bells.

 8            No amount of the taxpayer's gains in this case

 9   is distributive share income, and the entire amount

10   sourced is pursuant to the plain language of 17952.  By

11   the way, there's also no problem to solve here.  As we

12   alluded to before, all California source income is being

13   taxed by the rules as they exist.

14            These rules were perfectly as written, gains

15   realized by selling partners, both ordinary and capital,

16   are taxed to their states of domicile subject to the

17   business exceptions here and there.  Income realized by

18   the partnership, the operating income, is a portion taxed

19   as business income when it is realized by the partnership.

20            The FTB's ruling and the decision in this case

21   actually caused way more problems than they're trying to

22   answer.  If the rule were as the FTB says, then there

23   would be many other tax consequences.  And one, the

24   language in the 751(a) regs, and the 702 distributive

25   share regs on the federal side also need to provide for
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 1   the result that they're seeking.  But if they were correct

 2   that this is what the law is, then there would be

 3   consequences on the corporate side too.

 4            There are no -- when a corporation sells a

 5   partnership interest or non-unitary partnership interest,

 6   you would think that the amount that those rules would

 7   then also need to explain how the ordinary income piece is

 8   business income, notwithstanding the rest of the

 9   corporation's gain on the sale of the interest is, you

10   know, non-business income, but there are not statutes or

11   rules that explain how any of that would work.

12            Okay.  Again, so the proper way to address this

13   problem, if it's a problem at all, would be to take it up

14   with the legislature as we said at the beginning.  In the

15   legislative process, all the nuances and effects of

16   creating a new sourcing rule could be considered in a

17   public forum and all the unforeseen things that I can't

18   even contemplate at this point in time could be dealt with

19   with public comments and investigation.  That's what the

20   whole legislative process is for, and that's not what

21   happened here.

22            MR. HAN:  So we wanted to go back to the slide

23   showing regulation 4(d).  So you can now see it is

24   obviously reverse engineering and there is simply no

25   distributive share income in this case.  The FTB's
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 1   position in the ruling is completely dependent on the

 2   existence of a distributive share of partnership income,

 3   and we've already covered 751(a) does not provide for a

 4   distributive share, so the FTB's position simply fails.

 5            The FTB's main support is the computational

 6   provision that Mr. Campbell went over under the Treasury

 7   regulations, and the computational provision doesn't

 8   create a deemed sale, it simply tells a partner how to

 9   compute the ordinary income amount.  And as we saw in

10   751(b) in its regulations, there is a deemed sale and

11   those rules specifically provide distributive share income

12   to the partner.

13            So just to close the loop on it, there isn't room

14   for interpretation here, and we will see that the DC

15   Circuit Court addressed of all these points in Rawat.

16            MR. CAMPBELL:  Okay.  So the good news, Judges,

17   is that you do not have to take our word for any of this.

18   The FTB's arguments in this case are nearly identical to

19   the arguments made by the IRS in the Rawat case.  And the

20   DC Circuit, as we said earlier, thoroughly dissected and

21   rejected all these documents.

22            So David, why don't you go through those slides.

23            MR. HAN:  Yes.  So sometimes hearing things are

24   better than just reading it, and just to read a couple

25   excerpts into the record to show how the FTB's arguments
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 1   mirror the commissioner's in Rawat.  In Rawat, the

 2   commissioner argued that 751(a) deemed the gain Rawat

 3   realized on the sale of partnership interest to be from

 4   the sale of that inventory.  The Commissioner urges us to

 5   read 751(a) critical language shall be considered as an

 6   amount realized from the sale or exchange of property

 7   other than capital asset, as a reference back to the list

 8   above it, inventory and unrealized receivables.

 9            In his judgment, 751(a) should be read to say

10   that inventory gain shall be considered as an amount

11   realized from the sale or exchange of inventory.  And the

12   FTB, in its later ruling, wrote similarly the operation of

13   Section 751, therefore, necessitates a sale of a

14   partnership interest be treated as two distinct

15   transactions.

16            One which the intangible partnership interest is

17   sold by the partner, and one in which 751 property is

18   treated as sold by the partnership leading to the deemed

19   distribution to the partner.

20            In here we have the DC Circuit Court's conclusion

21   where they right, the pivotal clause is the last one --

22   shall be considered as the amount realized from the sale

23   or exchange of property other than a capital asset.  The

24   court found these mean shall be considered as ordinary

25   income.  These words to not mean, as the commissioner
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 1   argued, the selling partner's 751(a), ordinary income,

 2   shall be considered as an amount realized from the sale or

 3   exchange of such property, which is what the FTB's

 4   argument is here.

 5            In other words, the plane language of the statute

 6   answers this question, there is no deemed sale or exchange

 7   of property, yet, this is what the FTB's legal ruling

 8   says.  And, again, we are repetitive, but Rawat's analysis

 9   is conclusive and determinative here.  Yes, this is a

10   federal case, but the premise that underlies the IRS's

11   arguments in Rawat is the exact same premise used by FTB

12   in this case.

13            The IRS's position in the international sourcing

14   rules was dependent on 751(a) providing for a deemed sale

15   of partnership property.  The FTB's position on the

16   California sourcing rules is entirely dependent on 751(a),

17   providing for a deemed sale of partnership property, that

18   produces distributive share income to be sources under

19   dash 4(d).

20            MR. CAMPBELL:  In other words, so all the

21   arguments we just made, which was all to refute the FTB's

22   position in this case, are the exact same arguments the

23   IRS was making and the exact same analysis as the DC

24   Circuit uses to debunk those argument applies here, it is

25   directly on point.  All that matters is the 751(s)

0041

 1   premise, and once that's dispensed with, we have no

 2   distributive share income to begin with, which is

 3   everything that we are saying.

 4            So we are almost done with our opening.  Outside

 5   of -- the plain language of 751(a) and the regulations and

 6   then using Rawat to understand it all, answers that

 7   question here and demonstrates that Appellants' position

 8   is right, demonstrates that protest determination is

 9   wrong, demonstrates the legal ruling is wrong as a matter

10   of law.  But there is a few other things that are worth

11   talking about.

12            The FTB's ruling and determination letter, they

13   don't point to any authority at all that's in existence

14   prior to the ruling for the proposition that under

15   California law the entire amount of a selling partner's

16   gain from the sale of the partnership interest is, you

17   know, sourced in the way that they're saying.

18            The one case that they cite to is appeal of Bense

19   from 1979, which they think supports the idea that 751(a),

20   ordinary income, is distributive share partnership income

21   or at least that's what they want it to say, and that

22   ordinary income is not sources by 17952, but that is not

23   what Bense says.  Bense involved resident taxpayers who

24   sold a partnership interest and realized gain and they

25   reported the entire amount of gain as capital gain and
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 1   didn't even apply Section 751(a).

 2            Again, these are residents, their taxed on their

 3   worldwide income, and in California, the sources of that

 4   gains was never an issue, but they reported the entire

 5   amount as capital gain.  Under California law at that

 6   time, taxpayers were allowed to deduct a portion of their

 7   capital gain income.  So by deducting this entire amount,

 8   of gain, they reduced the taxable income down greater than

 9   they should have in California.

10            The taxpayer's events did not treat any of their

11   gain as ordinary income, so their deduction was

12   overstated, so the FTB came in, they said, hey, you didn't

13   apply 751, your capital gain deduction needs to be reduced

14   because a portion of your gain was ordinary income, you

15   own get to deduct the capital gain piece.  So there were

16   specific rules that dealt with capital gain and ordinary

17   income back then.

18            So the discussion of all that events provides no

19   support the FTB's position that 751(a), ordinary income,

20   is distributive share income to begin with, and it only

21   goes to show that FTB and the SBE, and everybody for that

22   matter, understood that, you know, back then what the law

23   is you get a deduction for capital gain but not ordinary

24   income.  And, certainly, there's nothing in that decision

25   that supports this distributive share conclusion.
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 1            FTB also relies on the determination letter at

 2   least, as Wisconsin tax publication, which we addresses in

 3   our briefs, but it's worth bringing it up here.  That

 4   Wisconsin publication tells non-resident partners to treat

 5   a portion of their gain that's attributable to partnership

 6   inventory actually located in Wisconsin and Wisconsin

 7   source income, and it also says that amounts attributable

 8   to unrealized receivables aren't taxable in Wisconsin.

 9            The publication doesn't go into an analysis or

10   claim that there's a deemed sale on the distributive

11   share, it's just a publication that's asserting and

12   telling taxpayers, hey -- again, I don't know what the

13   actual law is in Wisconsin, but all that does is say, hey,

14   we want you to treat your amount attributable to your

15   inventory that's actually here as Wisconsin source.  That

16   has nothing to do -- it doesn't support anything that

17   California is saying here.

18            And, again, I'm just going to come back and say

19   stand back -- step back.  The FTB's reliance on a clearly

20   inapplicable SBE case from 1979, and a Wisconsin

21   publication, as support for a position that's dramatically

22   changes the law that applies to an everyday transaction is

23   shocking.

24            As that Exhibit 6 shows, when this position first

25   came about in a response and audit report that began in
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 1   2017, nobody started communicating on this with the FTB.

 2   We pointed out -- Appellants pointed out that, hey,

 3   there's an Illinois ruling from 2011 that directly

 4   addresses this issue.  Some taxpayer had asked Illinois to

 5   rule that the 751(a), ordinary income, should be sourced

 6   to Illinois as a portion income.

 7            The Illinois partner rejected that, and the

 8   ruling reads a lot like Rawat.  The ruling reads a lot

 9   like what we have been saying all along.  So they rejected

10   the very position.  The FTB is aware of that ruling, just

11   like they are of Wisconsin publication events, and, again,

12   they don't mention that.

13            So all of this has just been brewing for the

14   last, you know -- out of public eye for the past year --

15   since 2017 or 2018.  And, again, relying on a Wisconsin

16   publication in this case to get this dramatic of a result,

17   and change the way 17952 applies after all these years is,

18   again, that is shocking.

19            So to sum it up -- I think we are summing it up

20   here.  Section 751 has been the law since 1954,

21   partnership interests are sold every day.  We respectfully

22   submit that the FTB could not, with a straight face,

23   contend that Section 17952 has always applied only to the

24   capital gain realized by a selling partnership and it is

25   not applied ever to a selling partner's ordinary income,
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 1   that's what the law is and that's what it's always been,

 2   so it's not -- and further, that the ordinary income under

 3   751(a) is distributive share income, it's never been the

 4   case.

 5            If the FTB were correct that this is and was the

 6   law, one would expect the law to be crystal clear.  The

 7   partnership and personal income tax forms and

 8   instructions would explain that a selling partner's

 9   distributive share of 751, ordinary income, would need to

10   be reported as California source income.

11            Surely, the cases involving sales by

12   non-resident's of partnership interest would discuss the,

13   quote, unquote, bifurcation of the selling partner's

14   income between intangible income and the distributive

15   share of the partnership's income.  They do not.  And you

16   would see, you know, the discussion of the corporate rules

17   versus the person rules because there would be

18   differences, and you don't see that.

19            Prior to the issuance of legal ruling in 2022-22,

20   the FTB's Residency and Sourcing Manual had one line for

21   decades, sale of a partnership interest is considered a

22   sale of intangibles assets, see Ames.  Again, that was

23   what was there when these transactions occurred.

24            A few months after the legal ruling came out, the

25   final letter was given to us, the manual was updated and
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 1   now it contains this line, which, on the screen, sale of a

 2   partnership interest is considered a sale of a intangible

 3   asset, see Ames, and goes on to basically parrot what's in

 4   the ruling that 17952 is now all of a sudden insufficient

 5   to source the entire amount of he non-resident's income,

 6   the ordinary income piece is something to be sourced under

 7   distributive share income under dash 4.

 8            So, again, I think all of this goes to show that

 9   this is a change in the law.  They're seeking to change

10   the law.  And if this was a change in the law, there would

11   have been -- certainly in 2012 and 2013 when these

12   transactions took place, this didn't exist for us.  And

13   again, this is such a common transaction for anybody else,

14   there is no indication in any authority anywhere, and the

15   authorities are all under the contrary that 17952 did, in

16   fact, source all partners -- there's nothing about this in

17   Ames or Bense or Metropoulos or Smith for that matter, all

18   of which deal with sales of partnerships.  There's 50

19   cases before that.

20            Okay.  So at this point we will conclude and save

21   anything for rebuttal.  And, you know, our closing comment

22   is that without a distributive share of income, we have no

23   California source income to source under this reg, and

24   that's where we stand.

25            ADMINISTRATIVE LAW JUDGE GAST:  Thank you very
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 1   much.  What we will do at this time is take a 10-minute

 2   break.  It's 10:12.  We will come back at 10:23, and we

 3   will start with Panel questions for Appellants, if any,

 4   and then we will move to FTB's presentation.  We will go

 5   off the record now.  Thank you.

 6            (The morning recess was taken.)

 7            ADMINISTRATIVE LAW JUDGE GAST:  Back on the

 8   record.  At this point I would like to turn it over to my

 9   co-panelists to see if they have any questions.  I'll

10   start with Judge Le.

11            ADMINISTRATIVE LAW JUDGE LE:  Thank you for your

12   presentation.  I don't have any questions.  Thank you.

13            ADMINISTRATIVE LAW JUDGE GAST:  Judge Famularo?

14            ADMINISTRATIVE LAW JUDGE FAMULARO:  Yes.  Thank

15   you for your presentation.  It was terrific.  I do have a

16   question.  So I understood you to say that 751(a) is what

17   controls the question here, it's a matter or statutory

18   instruction, and you said that there's no room for

19   interpretation.  However, I do understand what FTB is

20   going to argue is that the Tax Court viewed it

21   differently.

22            They looked at that exact same clause that you

23   mentioned, the shall be considered as an amount realized

24   from the sale or exchange of property other than a capital

25   asset, and interpreted that same language differently and,
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 1   in fact, held for the position that FTB is asking us to

 2   find for today.

 3            I would like to hear your position regarding the

 4   Tax Court's interpretation of the statutory language.  As

 5   you know, the DC Circuit case is persuasive, and the Tax

 6   Court case is also a persuasive opinion for purposes of

 7   the OTA.  So the DC Circuit Court case would be binding in

 8   the DC Circuit on the Tax Court overruled it for purposes

 9   of the DC Circuit but not for the rest of the circuits

10   within country.

11            So, again, in my view, we have two persuasive

12   opinions, and they are both interpreting the same

13   statutory language, they are coming out with two opposite

14   conclusions.  I heard all of the arguments you gave for

15   why the DC Circuit statutory construction analysis is

16   correct.  I would like your view on why the Tax Court's

17   statutory construction analysis is incorrect.

18            MR. CAMPBELL:  Good question.  Thanks, Judge

19   Famularo.  I can answer that probably a couple ways.

20   Number one, this is a California tax case.  The

21   fundamental issue here is the construction of California

22   statutes.  The law that applies here -- and I will get to

23   your question.  The law that applies here is 17952.  That

24   is the statute codification of the Mobilia rule that we

25   all know applies to the sale of intangible personal
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 1   property, which includes partnership interest.

 2            So it is putting a hell of a lot of weight --

 3   excuse me -- a heck of a lot of weight on a

 4   reinterpretation of that provision after decades, at least

 5   since 1954, let's say, to somehow reverse engineer it and

 6   an argument that we are not in that statute.  How do we

 7   get out of 17952, because that is what applies -- when we

 8   got this audit report in 2017, we were shocked.  I had

 9   never seen this before in my life.  I've been doing this

10   for 25.

11            Rawat wasn't even in existence at that time.  So

12   these arguments didn't exist.  The position didn't exist.

13   17952 is a California statute that we all know applies and

14   always has applied.  That's the starting point.

15            You then have the whole concept of distributive

16   share income, which is the regulation.  The way to get out

17   of 17952 is to say, oh, we have distributive share income.

18   How do we have distributive share income?  Well, somebody

19   -- again, there's lots of e-mails, by the way, in the

20   audit file and records of conversations that occurred in

21   this audit about what was going on behind the scenes.

22   It's all there.

23            But at some point somebody says, oh, well, maybe

24   we can figure out a better way to create something to

25   source under 17951-4.  I get it.  Just like the Tax Court
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 1   in the international sourcing provision and the argument

 2   here -- I don't want to make it for them.  Basically,

 3   they're saying, look, this is attributable to 751 property

 4   therefore -- one attorney told me once -- seems like

 5   there's something that could be sourced; right?

 6             You are advancing that -- but that's a problem

 7   that, like, A, needs a solution that would be legislative,

 8   but it is also not a problem, because at the end of the

 9   day, the partnership is going to pay tax -- the partner is

10   going to pay tax on that income when the partnership

11   realizes it.

12            In effect, telling the selling partner that they

13   are paying tax on a portion of this income as if the

14   partnership realizes it, the FTB's position, like, the

15   partnership is realizing it, but in reality is, that is

16   going to be realized and taxed to the other partners when

17   it's actually realized, right, and there is no mechanisms

18   in 751(a) as you know of Sub K experience, to shift basis

19   or specially allocate only to the selling partner.

20            Obviously, 751(b), in the regs there, allocate to

21   the other partners.  It's very technical.  To get back to

22   your question, the point is, I get it.  You have got two

23   competing opinions under federal law dealing with that

24   specific situation.

25            I will say that the unanimous decision of the DC
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 1   Circuit written by the chief judge who was also a Supreme

 2   Court nominee and somebody that I worked for for many

 3   years at my former firm -- probably the smartest guy I've

 4   ever met -- that opinion is so well written and is just so

 5   convincing that when I look at the analysis in the Tax

 6   Court decision, I'm, like, well, that's clearly the right

 7   answer.

 8            And just from a, you know -- playing in the Sub K

 9   sandbox for 20 years, I feel like that's a much better

10   position.  So from the question of what's binding on the

11   OTA, I get it, you have two competing positions.  And I

12   can't sit here and say as a tax professional academic that

13   I know better than anybody else, but what I can say is the

14   DC Circuit case opinion is way more persuasive in my view,

15   and as far as the issue before the OTA is concerned, which

16   is, do we have a distributive share of income?

17            And this is important.  The Tax Court and the DC

18   Circuit we're dealing with the issue, again, international

19   sourcing issue, it was solved legislatively during the

20   pendency of the case.  That issue doesn't exist anymore.

21   But nonetheless, the discussion and the statutory

22   construction of 751(a) is important and relevant and is

23   more persuasive in my opinion in the DC Circuit.

24            Here, again, this issue -- sales of partnership

25   interests are everyday transaction.  The law -- the
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 1   sourcing law that apply to that have to be clear; they

 2   always have been.  They need to be in a statute.  They are

 3   in a statute.  To, in 2022, come in, 10 years after 2012

 4   for that matter, and say that, oh, here is a potential

 5   argument that could be convincing, you know, to treat some

 6   of this partner's gain as, you know, distributive share

 7   income, and then to say that, you know, we find support in

 8   a tax court case that just came out, and all of a sudden

 9   we are going to use that -- and the more flimsy stuff like

10   Bense to support a massive change in the law, the

11   application of a statute here, my first comment was this

12   is way too much --

13            I'm trying to phrase it the right way.  Way too

14   little support to begin with to effect such a gargantuan

15   change in the law that actually exists.  Like, we can sit

16   here and argue about which opinion is, you know, more

17   well-reasoned, but that doesn't change the fact that we

18   just don't have distributive share income, but if we did,

19   it would have to be damn clear in the statutes, and

20   California law would have to be super clear to say that

21   this is what you have and this is how you source it, but

22   that didn't happen until it is a legal rule.  That doesn't

23   exist before then.

24            Does that make sense?

25            ADMINISTRATIVE LAW JUDGE FAMULARO:  It does.  I
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 1   appreciate that.  And I assume that you are getting also

 2   to the point of my question again, which was the way that

 3   the Tax Court interpreted that phrase.  They looked at the

 4   word property in particular and said that that could mean

 5   more than just a noncapital asset -- it could mean

 6   multiple pieces of property.

 7            And they interpreted that to mean that 751(a) was

 8   more than just characterization.  That it's accorded the

 9   FTB's position that there is a deemed sale of inventory or

10   collection of unrealized receivables.  And so I don't know

11   if you have any view specifically to address the way that

12   the Tax Court interpreted that phrase?

13            MR. CAMPBELL:  Well, I guess, on that point, all

14   I can say is I don't agree that that's a persuasive

15   reading of a statute.  I mean, it's very -- putting aside

16   what the DC Circuit said -- and, again, I would ask

17   everybody to remember, if you were just to go back and

18   look at all of the back-and-forth submissions in this

19   case, they all occurred before Rawat.

20            So we have lots of good discussion of all these

21   issues prior to any commentary by the Tax Court.  But the

22   symmetry and the language between 751 and 751, which is

23   capital versus ordinary considered as, and the whole point

24   of 751(a), which was to prevent, you know, people from

25   forming partnership and selling and getting ordinary
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 1   income.

 2            I would ask -- I don't know if the Tax Court's

 3   interpretation is really consistent with just the

 4   fundamental problem that 751(a) was trying to solve, and I

 5   feel like that's what the DC Circuit came in and said,

 6   look, here's what the problem was, and they solved it, and

 7   it is pretty clear that they are just making it ordinary

 8   because that is what, otherwise, would have been realized

 9   that they sold it, and they even did the computation that

10   way.

11            I don't know what more there is to say, otherwise

12   I feel like we are reading too much into the words here.

13   Again, as we say.  There's not much to interpret, but I

14   would ask in the whole context, we start with not as a --

15   when I say 751(a) is determinative, I mean the

16   construction is because the reason it is, is you have find

17   distributive share income.  So absent that, you know,

18   that's really -- it's a California issue to begin with.

19   Sorry.

20            ADMINISTRATIVE LAW JUDGE FAMULARO:  No.  I

21   appreciate that.  Thank you.  You did answer my question

22   and I appreciate it.  So the other thing I just wanted to

23   follow up on was the regulation under 751.  So

24   751-1(a)(2), which deals with the hypothetical sale, the

25   DC Circuit, in its opinion, said that it was a reasonable
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 1   interpretation the way that the Tax Court looked at the

 2   regulation to say that you bifurcate the transaction to

 3   two separate transactions, and determine both, first, the

 4   751(a) amount of ordinary income, and then two, the 751

 5   capital gain piece.

 6            So the DC Circuit did not say that the IRS's

 7   position was wrong, but said that there were two different

 8   ways to look at the regulation.  And I know that the way

 9   that the FTB is looking at the regulation and the way that

10   the FTB has cited the regulation in their legal ruling

11   stands with the proposition that there are two separate

12   transactions and they're using that as a support for their

13   position that there is a distributive share when the

14   partnership is deemed to sell the partnership property.

15            The 751 portion of that, which is allocated to

16   the selling partner, would then be treated as ordinary

17   income and it would go beyond just character, but it would

18   be then looked to the sourcing provisions.  Obviously in

19   Rawat we are talking about international sourcing

20   provisions; here we're talking about 17951 and 17952 as

21   you said.

22            And so the sum of my question is this:

23   Specifically looking at that regulation, what is your

24   specific argument as to why that regulation doesn't do

25   what the FTB claims that it does and what the IRS argued
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 1   that it did in Rawat?  And I could clarify the position

 2   more it you'd like.

 3            MR. CAMPBELL:  And you can put it on the screen.

 4   So that regulation says -- again, as we went through in

 5   the presentation, 751(a) there's three -- A, B, and C --

 6   regs, and there's the 751(b) regs.  The dash 182 regs

 7   says:  The income or loss realized by a partner, hence,

 8   the gain of the partner, is the amount of income or loss

 9   from Section 751 property that would have been allocated

10   to the partner to the extent attributable to the interest

11   sold if the partnership had sold all of its property in a

12   fully taxable transaction for cash immediately prior to

13   the partner's transfer of interest of the partnership, and

14   that gain is ordinary and the rest is capital.

15            So very language specifically, just looking at

16   this in isolation.  This is telling you that you don't

17   have income allocated to the partner because if it would

18   have been allocated to the partner but it is not because

19   there is no income to allocate to the partner.

20            I don't think anybody would say otherwise that

21   there actually is income to allocate to the partner, and

22   there is no income from a deemed sale to allocate to the

23   partner.  It is income that would have been allocated if

24   the partnership had sold all of its property knowing that

25   the partnership didn't sell anything and wasn't deemed to
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 1   sell anything.

 2            So just looking at this regulation, it is enough

 3   to see that the plain language doesn't create a sale of

 4   property by the partnership, deemed sale of partnership

 5   property, a distributive share of income that flows to the

 6   partner, it's just recharacterizing the character, as we

 7   would say, from ordinary to capital.

 8            But you can't look at the regulation in a vacuum.

 9   The regulations and the statute and 751(b) and those

10   regulations and the 702 regulations all work together.  I

11   mean, the Sub K regulations are thousands of pages.  And

12   704 allocation -- they all work together.  The whole

13   framework of Sub K is I've got partnership-level income, I

14   have distributive-share income.

15            And when I have distributive-share income, I have

16   provisions in the code that tell me how to specifically

17   separately state or not separately state those items, what

18   the partnership needs to do with respect to all these

19   different types of income and then put it on a K-1 for

20   reporting purposes, and then I take it into account as a

21   partner, and I'm told that because there is a specific

22   rule that tells me to do that.

23            We all know from experience that when you sell a

24   partnership interest, that's my transaction and that's the

25   partner's transaction, my gain or loss, and this is just
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 1   telling me to treat some of it as ordinary.  If I compare

 2   this language to the 751(b) regs or the statutes like we

 3   looked at, once you get to the point -- again, not in a

 4   vacuum.  I can read this and I already know what it says.

 5            But if I look at this in connection with

 6   everything else, now it's really clear to me that I have

 7   no distributive share income.  And so that's my answer.

 8   And, again, please come at this -- I would ask everybody

 9   to look at this from the standpoint of what is the law --

10   - what is the law, what has it been, what body of law is

11   out there, cases, statutes, FTB guidance, ruling TAMs,

12   manuals, administrative decisions, articles.

13            There is no question that in 2012 and 2013 and

14   probably not until 2022 as far as I know with this ruling

15   that there was ever a consideration, at least I have never

16   seen one asserted in this case until the audit of this

17   one, that 751, ordinary income, under California law would

18   be distributive share income to be sourced under this reg.

19            So that's the bigger picture here.  Yes, I get

20   it, and I want to, like, debate what this reg says, but

21   there is a huge thing going on here which is this ruling

22   changes the law completely and that applies to everybody

23   on a daily basis.  I see it in my practice.  It is that

24   big.

25            We could not have filed a return that way.  I
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 1   would say if I look at this regulation in 751-182, I could

 2   not have looked at that regulation and said, oh, I have

 3   distributive share income.  I could not have gone to Tory

 4   Burch LLC, I have got a distributive share of income to

 5   source.  Like, it doesn't say that.

 6            Tory Burch would tell me, no you don't, this

 7   wasn't a distribution, I have to give you a piece of paper

 8   that tells you what your computation is.  That's how that

 9   works; right?  So I'm probably rambling at this point.

10            I think I'd look at that regulation and it is as

11   clear as day that it's just operating on my income or loss

12   and telling me the amount that is treated as ordinary

13   income is the amount that would have been allocated to me

14   had there been a sale.

15            And by the way, again, for state law and federal

16   too, when the partnership does sell that property it is

17   going to generate distributive share income to the

18   partners.  So, like, FTB doesn't get to tax it twice just

19   because somebody is a non-resident selling an interest and

20   maybe not in the state anymore, that distributive share

21   income when that inventory is sold is going to be taxed to

22   partners who are partners at that time it's realized;

23   right?  So I hope that answered it.

24            ADMINISTRATIVE LAW JUDGE FAMULARO:  It did.

25            MR. CAMPBELL:  And more?
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 1            ADMINISTRATIVE LAW JUDGE FAMULARO:  I appreciate

 2   it.  No further questions.

 3            ADMINISTRATIVE LAW JUDGE GAST:  I have questions,

 4   but I will wait on FTB who has been waiting patiently to

 5   get their time to present.  So whenever you're ready, you

 6   have 45 minutes.

 7   

 8                     OPENING STATEMENT

 9            MS. SWAIN:  Thank you, Judge Gast, and thank you

10   the Panel, and thank you so much to Appellant's counsel.

11   As I mentioned, I represent Respondent along with Leah

12   Thyberg.  And what I'm hearing so much from the Appellants

13   is frustration.  And I think -- I appreciate -- I

14   appreciate it because I think what's really challenging --

15   and full disclosure, I'm nerd.

16            What I like about this case is it requires

17   somehow the weaving of these seemingly inconsistent areas

18   of law, and that's what is challenging.  Can it feel

19   frustrating sometimes?  Can it feel where is the clarity?

20   Where is the right answer?  Is it written someplace?  I

21   appreciate that.  I think those are the same exact

22   questions we are coming with you as well.

23            And we are coming in, and thee is the

24   conversations that we certainly have when it comes to

25   coming up with positions and it comes to trying to
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 1   understand the reconciliation.  It's not, hi, I'm sourcing

 2   a subject matter expert, take my word for it.  It is,

 3   like, okay, let me here your perspective from partnership

 4   law.

 5            And as we know, Subchapter K is its own precise

 6   area of law that is really involved.  And in Subchapter K,

 7   you are not really asked as much to make some of the leaps

 8   that we see in the appeal of Smith, that show up in the

 9   Appeal of Valentina v. Franchise Tax Board, and to some

10   degree in J.P. Morgan v. Franchise Tax Board, because

11   that's what happens with state sourcing.

12            So, fundamentally, we have this issue of if you

13   look through a lens of Subchapter K and you look to state

14   sourcing, you will not get the full picture.  If you look

15   through sourcing and you don't acknowledge Subchapter K,

16   you will not get the full picture either, so we have to

17   come through this in a methodical way.

18            I think one of the other things that is

19   interesting is there isn't a great deal of other states

20   grappling with the same things because part of that is we

21   have states that don't have income tax at all.  And we

22   have other states, such as Massachusetts, that has a much

23   broader standard.  They're much more like the federal

24   standard, and we see that in the Appeal of Buehler where

25   they have this, essentially, like, effectively connected
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 1   income.

 2            California is unusual and has a position that's

 3   really quite favorable to non-residents by saying, you

 4   know what, it might be effectively connected, but we are

 5   going to say this is an intangible and we are going to

 6   send that back to your state of residence.

 7            So what we are really seeing here -- we are

 8   seeing a couple things, we are seeing this historic

 9   tension that has always been in the sourcing law, which is

10   which state -- where are you doing business, and can we

11   know that you have some business operations?  You are

12   creating -- generating income in the state in which you

13   are not a resident to make it California source income.

14   Or should this be an intangible something that is really

15   better suited to you personally following you back to your

16   state of residence?  So that's the tension we see in this

17   case.

18            So what is an interesting is we really don't --

19   the relationship between 2202 and the assessment in this

20   case are not as intimately intertwined.  Respectfully, we

21   see it a little bit differently.  Because there's -- if

22   the Panel found certain language within the legal ruling

23   that they disagreed with, it's possible to uphold this

24   assessment and to say we are disregarding some of this

25   language.  That's exactly what happened in the Appeal of
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 1   Smith and the legal ruling 22001-01 when it came to

 2   discussing the issues of control.  And that's in one of

 3   the footnotes in the Appeal of Smith and it talks about

 4   that, and you see this difference.

 5            Because that's a publicly-stated position, that

 6   is not what's ultimately at issue in this case.  What's

 7   ultimately at issue in this case is is this tax assessment

 8   proper or not proper?  One of the other things Smith shows

 9   us, just to point out, this issue does make any appearance

10   in the Appeal of Smith.  If you look to -- I think it's

11   Footnote 14, it talks specifically about how Franchise Tax

12   Board in Appeal of Smith, which was a 2023 decision, had

13   -- and it was also a 2012 case -- that it had raised the

14   exact argument as to whether the gain generates business

15   income and is a portion that shows level under IRC Section

16   751, even in the absence of the unitary relationship.

17            And the panel went to say it did not need to

18   address this issue -- declined to address this issue

19   because it was sustaining the unitary position in that

20   case.  So that is -- this issue has appeared publicly

21   before as seen in this footnote.

22            But more importantly, in this case, the facts are

23   not in dispute, which is unusual.  This is a case about

24   Mr. Burch held a 98 percent membership interest in JCB

25   Investments.  JCB held an investment in Tory Burch LLC,
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 1   the well-known fashion brand.  The eponymous designer and

 2   executive, Tory Burch, was formerly married to Mr. Burch

 3   and he sold most of his 28 percent share in his former

 4   wife's brand for $650 million in late 2012.

 5            And as has been mentioned, Tory Burch LLC

 6   operates brick-and-mortar retail stores and engages in

 7   online sales for clothing, accessories, and lifestyle

 8   items including fragrances.  It possesses assets of

 9   tangible goods and unrealized account receivable related

10   to those goods, and operate within and without California.

11            The apportioned income to California was

12   approximately 13 and 16 percent respectively for the tax

13   years 2012 and 2013 that are at issue here.  And that's

14   interesting, as well as it brings up another point with

15   the emphasis 17951-4(d) that is for unitary partnerships,

16   and that this is a unitary entity.  If the entity were not

17   unitary, we would be looking at it potentially under a

18   different provision such as 17951(b), which talks about

19   the income.

20            But the question here is whether the

21   determination regarding the source income is proper under

22   federal and state law, and the answer to that question is

23   clear, yes, the sourcing is correct, and Appellants carry

24   the burden to prove that the tax assessment is erroneous.

25   And the tax assessment is based on the AVES 2 issued by the
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 1   auditor in 2017.

 2            So what is really at play here?  We do have these

 3   two bodies of law, but the case ultimately involves two

 4   competing theories of the entity and the aggregate

 5   theories of partnership.  There is a conflict between

 6   these two theories, and with conflict comes tension, and

 7   that tension is what's playing out in Subchapter K, and it

 8   also plays out in the sourcing of the income in this case.

 9            So how do these two completely theories interact?

10   We have a dynamic between them that, bear with me,

11   operates a little like a sibling rivalry.  We have one

12   code section that would have you believe it's an only

13   child, that's 741.  It treats a sale or exchange of

14   partnership interest as one thing, sale of a capital

15   assets.  This is the entity theory in action.

16            And here's the exact language where we track this

17   entity theory taken from 741.

18                 "In the case of a sale or exchange

19            of an the interest in partnership,

20            gain or loss shall be recognized to

21            transferor partner.  Such gain or loss

22            shall be considered as gain or loss

23            from the sale or exchange of a capital

24            assets."

25            Now, that sounds like an inviolate rule.  The

0066

 1   sale of a partnership interest is treated as a capital

 2   asset, but that is not all of language of 741, so there's

 3   this limit to this seemingly inviolate law that starts

 4   with a comma.

 5            That language says, comma, except as otherwise

 6   provided in 751.  Relating to unrealized receivables or or

 7   inventory items.  So here is the aggregate theory stepping

 8   onto the stage with 751.  751 says actually let's treat

 9   the selling partner as if they sold an undivided interest

10   in each and every partnership asset to the buyer.

11            In practical reality, this aggregate theory

12   functions as a carveout from 741.  So 751 says, like any

13   second sibling, you need to share the stage with me.  You

14   don't get the final say 741.  There's two of us -- 741 and

15   751 -- we operate like a family.  We are siblings with a

16   different point of view, and we need to be considerate,

17   even when this viewpoint creates tension.

18            And both of these siblings, these theories of

19   entity and aggregate are represented on Form 8308, where

20   the income is captured in black and white, and the

21   partnership includes the amount of income attributable to

22   751(a) property.

23            So what exactly is 751(a) property?  And I

24   apologize.  This will be a little dry.  Section 751

25   property is unrealized receivables and inventory items, an
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 1   unrealized receivable is an account receivable of a

 2   partnership which has not been included in income.  And

 3   there's three categories of unrealized receivables:

 4   Goods, services, and recapture item.

 5            Section 751 defines the term unrealized

 6   receivables to include to the extent not previously

 7   includable in income under the method of accounting used

 8   by the partnership.  Any rights, contractual or otherwise,

 9   to payment for, one, goods delivered or to be delivered to

10   the extent that the proceeds there from would be treated

11   amounts received from the sale or exchange of the property

12   other than the capital assets; or two, service rendered or

13   to be rendered.

14            So unrealized receivables also includes a list of

15   partnership assets which, if sold by the partnership, may

16   result in ordinary recapture.  The most common unrealized

17   receivable recapture item is partnership property subject

18   to depreciation recapture under Section 1245.

19            So the operations and the implications of this,

20   the operation of our two sections, our two siblings, 741

21   and 751, treats the sale as two distinct transactions.

22   One in which the intangible partnership interest is sold

23   by the partner, and one in which the underlying Section

24   751 property is treated and sold by the partnership

25   immediately before the partner disposes of its interests.

0068

 1            And the classification of the 741 and 751 gain

 2   property has implications.  The 741 gain is treated as

 3   capital gain and taxed in a more favorable federal rate;

 4   the 751 gain is taxed at a less favorable ordinary income

 5   tax rates to reflect the fact that it's operational

 6   income.  But those aren't the only consequences.

 7            There are consequences, for example, that the

 8   PricewaterhouseCoopers partner experienced in the Appeal

 9   of Mingo, this is the Fifth Circuit Court of Appeal

10   decision where the court found that the partner was not

11   eligible to use installment sale treatment for the gain

12   when the commissioner determined a portion of the gain

13   reflected 751 property and needed to be recalculated as

14   ordinary income and not capital gain.

15            The court held that because the gain from the

16   unrealized receivables was required to report as ordinary

17   income, the installment method could not be used.  They are

18   barred from using the installment method because of this.

19   There are state consequences in California.  So California

20   is treating 741 and 751 gain as two separate sales in

21   Appeal of Bense, and the Board of Equalization found that

22   the sale of Appellant's partnership interest should have

23   been fragmented and treated as first the sale of an

24   interest in the partnership's unrealized receivables and,

25   second, a sale of the remainder of the partnership
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 1   interest.

 2            And while I appreciate this was a resident's

 3   case, it was the application of 751 that we pull from

 4   that.  It's the application of 751 and 741 that's

 5   pertinent to this case.  Sourcing law does draw from

 6   residency law at times, and we see that with the Appeal of

 7   Buehler and we see that with the Appeal of Christman,

 8   because it's the interpretation of sourcing -- excuse me,

 9   it's the interpretation of the rules that are applied both

10   to the resident and non-resident when dealing with

11   sourcing and dealing with OTC and applying Bense in this

12   case is appropriate for that exact same groundwork.

13            So with two separate sales, we have two separate

14   sourcing analyses.  The capital asset sale of 741 is

15   treated as an intangible and source to the state of

16   domicile under 17952; and in comes the 751 sale, which is

17   treated as income from a business, trade, or profession,

18   and source d under 17951-4.

19            And interestingly, we see this treatment

20   foreshadowed in the Appeals of Ames, which is a case we

21   cite to when we are talking about what is an intangible.

22   But as you walk through the law and the legal statement in

23   there, they say -- the cite to one case, they say these

24   appeals are concerned with the gain realized by limited

25   partners through the sale of their ownership interest and
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 1   partnerships.

 2            The gain was not the result of partnership

 3   operations, but as the result of a sale of an intangible.

 4   And when you look to the language, you can see that in way

 5   the Ames court is leaving open, it is possible that some

 6   of this gain could be gain from operational income.

 7            IRC Section 702(b) explains how to characterize

 8   items that would constitute a distributive share of

 9   partnership income.  The character of an item of income or

10   loss included in a partner's distributive share shall be

11   determined as if such item were realized directly from

12   source from which realized by the partnership or incurred

13   in the same manner incurred by the partnership.  And

14   that's how we made the leap to characterize 751 to the

15   Regulation 17951-4.  This also foreshadows the Appeal of

16   Smith.

17            And as to the Appellants objections, this takes

18   us right to the heart of their objections to sourcing of

19   the gain.  Their argument hinges on the idea that all of

20   the gain has to be inseparable intangible income, and they

21   seek to portray 17952 as this monolith and, essentially,

22   claim that all income received in tandem with the sale of

23   a partnership interest has to be given this treatment.

24            It is almost the reverse of effectively connected

25   income -- effectively intangible income.  And that's not
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 1   supported by statute or precedent either, nor is it

 2   supported by Subchapter K.  Because, essentially, what

 3   that does is it requires you to treat 741 as an only

 4   child.  As if 741 is exactly how this should be sourced in

 5   California.

 6            This is ignoring the rule that 751 is playing in

 7   the sale of partnership game.  And it also ignores 702, to

 8   look to the income-producing activity and set the

 9   character and have it flow through.  And this is akin to

10   the leap that was made in the Appeal of Smith where the

11   unitary relationship created business income.

12            So looking to -- looking for perfect symmetry

13   between the calculation rules in the Treasury regulations

14   and 17951-4, it's a red herring, with all due respect.

15   And it's a red herring because the Court of Appeal told us

16   in Valentino v. FTB that the California legislation action

17   -- the action of California legislature -- I will move on

18   from that sentence -- is the primary consideration.

19            And here, the California legislature conformed

20   to 741 and 751, which that, obviously, made a law in

21   California.  And then we have the Board of Equalization

22   ruling in Appeal of Bense that directs us to use this dual

23   set of treatment.  And two sales involves two separate

24   sourcing analyses, an intangible and income firm business

25   trade, or profession, and that tension is the tension
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 1   we've seen in the California Code since its inception in

 2   the early part of the 20th century.

 3            Appellants have introduced the new exhibit,

 4   Exhibit 5, into evidence in the prehearing conference.

 5   And this article discusses the DC circuit case.  With the

 6   introduction of this new exhibit, they're refocusing their

 7   attention onto the deemed sale of inventory approach that

 8   was central to the DC decision in Rawat, and they find

 9   that -- the question was whether 751(a) created a deemed

10   sale of inventory, because if there was a deemed sale of

11   inventory, then there would be US sourcing.

12            But due to dependency on the federal sourcing

13   rules, the stated issue and analysis focused on whether

14   IRC Section 751(a) deems inventory sale as income from the

15   sale of the inventory itself.  That's not the issue here.

16            For California, the question is not whether IRC

17   Section 751 provides for a deemed sale of the 751

18   property; instead, for California, the question is whether

19   the Appellants' gain, if it's attributable to the

20   partnership 751 property, is the result of partnership

21   operations sourced under 17951-4 or from an intangible,

22   going to 17952.

23            And this exhibit really places unnecessary weight

24   on the deemed sale approach.  If the Panel agrees -- but

25   if the Panel agrees with the article and the DC Circuit's
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 1   rejection of the deemed sale approach, that conclusion

 2   does not impact the result of this case.  So here, the DC

 3   Circuit's focus in IRC Section 751 language is

 4   instructive.

 5            Respondent is not trying to force language into

 6   751.  IRS, Section 751(a) explicitly provides that the

 7   amount received by a transferor partner in exchange for

 8   all or a part of the interest in the partnership that's

 9   attributable to unrealized receivables of the partnership

10   or inventory items of the partnership.

11            Sourcing law provides that answer in

12   Section 17951-4.  That regulation specifically sources

13   income from a business, trade, or profession.  Income from

14   partnership operations are income from a business, trade,

15   or profession.  Well, how do we make that leap?  Well, we

16   make it in two ways.

17            First, we look to this legislative action when

18   using the regulation, that is what Valentino v. Franchise

19   Tax Board tells us.  In that case, the Court of Appeal

20   held that the California legislator intended to look

21   directly at the source of the income, not the cite of this

22   document in this case, to determine whether the

23   non-resident shareholder's pro rata share of the income is

24   taxable by California.

25            The court then found that given hybrid entity
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 1   approach to both S corporations and partnership, sourcing

 2   a pro rata share of a unitary S corporation could be read

 3   into 17951-4(d), when the regulation at the time didn't

 4   actually have a specific provision and for sourcing a pro

 5   rata share of income from unitary S corporation to a

 6   shareholder.  The regulation was subsequently amends.

 7            This flexibly in sourcing law present in

 8   Valentino demonstrates that looking to legislative,

 9   effect, carving out 751 as operating income from a capital

10   asset 741 is appropriates.  Next, it is appropriate to

11   look to the nature of the entity.  In this case, it's the

12   partnership that has competing theories of aggregate and

13   entity as outlined a moment ago.

14            Finally, Appeal of Ames itself suggests the

15   operational income is separate from the intangible

16   partnership interest when the Board of Equalization wrote

17   the gain was not a result of partnership operations, but

18   the sale of an intangible.

19            So these are the steps that walk through to get

20   us to the reporting under 17951-4.  And a moment on the

21   reporting question.  Respectfully, Schedule CA, which is

22   filed with the 540-NR for non-residents and part-year

23   residents has the three columns listed on there where they

24   have their federal AGI, and then they go into the amount

25   that would be taxed for California resident and the amount

0075

 1   of source.

 2            And the column that permits the reporting of

 3   income, where you would put business income, that is where

 4   the 751 gain would be reported and the intangible portion

 5   of income would be reported as non-California source

 6   income.  To the extent that it could be made clearer and

 7   more user friendly, we would certainly be open to those

 8   comments -- I think those are valid and we would certainly

 9   be able to follow up with something along those lines --

10   but the current reporting is permitting under the Schedule

11   CA.

12            Because the language explicitly provides that the

13   partnership 751 gain is the amount attributable to the

14   partnership 751 property, which is calculated under the

15   Treasury regulations as the amount attributable to the

16   partnership 751 property that would be allocated to the

17   partner if the partnership sold all of its property for

18   market value.  IRC Section 751(a) itself says that this

19   gain is what is attributable partnership operations.

20            The amount realized for the 751 gain is generally

21   calculated under Treasury Regulation 1.751-1(a)(2) as the

22   amount of income from the partnership 751 property that

23   would have been allocated to the partner if the

24   partnership sold of the its property at fair market value.

25            This specific Treasury regulation language, if
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 1   the partnership had sold all of its property is how we

 2   know that 751, again, relates to partnership operations.

 3   If the partnership treated as selling all of its property

 4   in calculating the income realized by the partner, then

 5   that income is from partnership operations.

 6            Additionally, the regulation specifies that it is

 7   the amount of income from the partnership 751 property

 8   that would have been allocated to the partner if the

 9   partnership had sold all of its property, and the use in

10   the Treasury regulation of the word allocated shows the

11   751 gain is the partner share of partnership income from

12   the partnership to the partner, which again, is sourced

13   appropriately under 17951-4(d).

14            But regardless of whether there is a deemed sale

15   of 751 property itself, this gain -- 751 gain is from

16   partnership operations, treated as though allocated to the

17   partner and, therefore, the income is sourced from

18   California income tax purposes under Regulation

19   17951-4(d), more appropriately than under 17952.

20            I'm now going to turn it over for some more

21   partnership-specific answers from Ms. Thyberg.

22            MS. SWAIN:  Thank you.  I'm on rebuttal duty.  So

23   I have two points.  I would first like to address

24   Appellants' arguments on the preferential tax rates and

25   carveout.  It is correct to say there is no preferential
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 1   tax rate in California, so what's the point for us?

 2            Well, California still conforms to IRC Section

 3   741 and IRC Section 751(a) pursuant to IRC Section 851.

 4   IRC Section 741 creates a carveout for IRC Section 751.

 5   This carveout is even described in Rawat.  You can see

 6   this carveout in the Treasury Regulation for 741.

 7            Treasury Regulation 1.741-1(a) is really where

 8   you see the peel away.  It says the amount realized shall

 9   be reduced by the amount attributable under Section 751 to

10   unrealized receivables and substantially appreciated

11   inventory items and the adjusted basis of the transferor

12   or partner's interest in the partnership shall be reduced

13   by the portion of such basis attributable to such

14   unrealized receivables and substantially appreciated

15   inventory items.

16            This is two separate sales; and, therefore, we

17   are looking at two separate gains.  IRC Section 741 gain

18   and IRC Section 751 gain.  My next point.  Next, I would

19   like to address Appellants' argument on the deemed sale

20   approach to generate distributive share income.  The

21   Appellants' entire argument today is focused on whether

22   IRC Section 751(a) creates a deemed sale of property.

23            They argue that the 751 gain is not properly

24   sourced to California because there is no deemed sale of

25   751 property generating distributive share income.  They
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 1   point to Indu Rawat as support to this.

 2            The DC Circuit in Indu Rawat analyzed whether IRC

 3   Section 751(a) created a deemed sale of the inventory

 4   itself because if there was a deemed sale of the actual

 5   inventory, then there would be US source income.

 6            The focus was on whether IRC Section 751(a)

 7   created a sale of the inventory itself for purposes of

 8   applying federal sourcing rules.  This is not the issue

 9   here.  For California, the question is not whether 751(a)

10   provides for a deemed sale of the partnership 751

11   property; instead, for California, the question is whether

12   Appellants' gain from the sale of the partnership interest

13   that is attributable to the partnership's 751 property is

14   the result of partnership operations or from an

15   intangible.

16            Even if there is no deemed sale generating

17   income, the 751(a) gain itself as a separate sale,

18   separate gain, includes the amount realized attributable

19   to the partnership's 751 property that would have been

20   allocated to the partner if the partnership sold all of

21   its property.

22            The explicit language of IRC Section 751 and the

23   Treasury regulation shows how the 751(a) gain is from

24   partnership operations and, therefore, properly sourced

25   under CCR Section 17951-4(d).  Thank you.
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 1            ADMINISTRATIVE LAW JUDGE GAST:  Does that

 2   conclude your presentation?

 3            MS. SWAIN:  Yes.  Thank you, Judge.

 4            ADMINISTRATIVE LAW JUDGE GAST:  At this point I

 5   will turn to my co-panelists for questions.

 6            Judge Le?

 7            ADMINISTRATIVE LAW JUDGE LE:  Thank you for your

 8   presentation.  I don't have any questions.

 9            ADMINISTRATIVE LAW JUDGE GAST:  Okay.

10            And Judge Famularo?

11            ADMINISTRATIVE LAW JUDGE FAMULARO:  Yes.  Thank

12   you for your great presentation.  I would like to start by

13   flipping the question that I had for Appellants into ask

14   you specifically in statutory interpretation that the DC

15   Circuit took in Rawat and the way that it analyzed the

16   language in 751(a) that it almost mirrors the language in

17   Section 64 that's defines ordinary income.

18            And as a result it held that the statutory

19   language itself is clear, on its face, that 751 -- 741 and

20   751 together deal with a characterization of income as

21   either ordinary or capital, but it does not make a leap --

22   to use the word that you used a few times -- to then allow

23   the commissioner in Rawat to argue that there was a deemed

24   sale of inventory and as a result then you could look at

25   the international sourcing provision that held that if it
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 1   was inventory, it was effectively connected income at that

 2   time.

 3            Again, the question I have for you, is your

 4   position on the DC Circuit's statutory interpretation on

 5   the language in 751(a)?

 6            MS. SWAIN:  Yes.  Thank you, Judge.

 7            MS. THYBERG:  Yes, I got that.  So Indu Rawat is

 8   really interesting to me.  I appreciated the analysis,

 9   walking through how important IRC Section 751(a) language

10   is, and they really balanced what the IRS was arguing,

11   which was that it created an actual sale.

12            Especially, I really liked the point of looking

13   at whether we can add language to 751 itself.  Is it a

14   sale of the inventory itself, that was what that balance

15   was.  Well, the question they were grappling with was to

16   try to and answer a federal sourcing question.

17            Because if that was actually of inventory itself,

18   then it would be US source income.  So it's really

19   difficult for us to look at that analysis and say the same

20   applies, but I appreciate the focus on IRC Section 751 for

21   purposes of applying California sourcing rules.

22            And the language itself in IRC Section 751(a)

23   provides that this portion of the partner's gain --

24   related to 751, is the interest in the partnership

25   attributable to unrealized receivables of the partnership
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 1   or inventory items of the partnership.  We don't even have

 2   read language into 751 for our California sourcing rules.

 3            To us, that is clearly partnership operational

 4   income.  And what is even more helpful is the Treasury

 5   regulation, which I know you already know it, but I will

 6   -- it's very helpful because it talks about, well, how do

 7   you calculate that amount realized?

 8            The amount realized is calculated as the amount

 9   -- so the interest in the Section 751 property is the

10   amount of income or loss from the Section 751 property --

11   again, this is all at the partnership level -- that would

12   have been allocated to the partner if the partnership had

13   sold all of its property in a fully taxable transaction

14   for cash in the amount equal to the fair market value, and

15   then more language.

16            But it is really interesting to me because we can

17   use Indu Rawat as instructions for 751 is important, the

18   language is important, and especially for California

19   sourcing rules.

20            ADMINISTRATIVE LAW JUDGE FAMULARO:  Thank you.

21   No further questions at this time.  Thank you.

22            ADMINISTRATIVE LAW JUDGE GAST:  I want to give

23   the taxpayer 30 minutes, so I don't want to run out of

24   time, and afterwards, we will do more questions to

25   Appellants.  You will have 30 minutes for your closing
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 1   statement.

 2            MR. CAMPBELL:  Okay.  Thank you.  I just want to

 3   make some comments and responses to the presentation.  And

 4   let me just come back to you, Judge Famularo, because I

 5   had a chance to look at the Tax Court cases.

 6            I think in looking at the Tax Court in your --

 7   when you asked me the question and we are looking at the

 8   language, shall be considered as amount realized from the

 9   sale or exchange of property, and property may be more

10   broad than assets, et cetera.

11            It makes sense.  I understand that, especially in

12   the context of the federal sourcing rule they were looking

13   at, which is hey, they're just trying to find something

14   that is income derived from inventory property.  It's very

15   different than here.  The issue is in our case, and I

16   think it is stronger in the analysis, even stronger for

17   us.

18            This language 751(a) that we are talking about,

19   it doesn't create distributive share of income.  Whether

20   it's considered as income attributable to inventory -- and

21   there's way too much -- attributable means attributable,

22   it doesn't mean distributive share.  The very simple

23   problem here is that the FTB's position requires the

24   existence of the distributive share of income because that

25   is what's Section 17951-4(d) applies to.
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 1            And I don't think we were heard the word

 2   distributive share come out of that side of the table in

 3   the last 30 minutes.  I don't think it was mentioned.

 4            I don't know if I'm in therapy or if I am in

 5   class about something about the siblings, but I'm telling

 6   you that what we have here, we need a clear rule of law

 7   and there always has been a clear rule to source income

 8   from sales of partnership interest.

 9            So if we put 17 back up on the screen --

10   17951-4(D) is the provision the FTB is saying applies

11   here.  So what I would ask the FTB is, is it there

12   contention that since 751(a) has been in the code, that

13   under California law, the selling partner's ordinary

14   income is and always has been treated as a distributive

15   share of the partnership's business income but sourced

16   under 17951-4, and the answer is no.

17            If it were, certainly they would have authority

18   to explain that.  Certainly, they don't.  We know that.

19   And, again, Bense is not authority for any of this.  Bense

20   just shows that FTB and State Board what 751 is and does,

21   and there's been no mention ever that the fact that you

22   have an amount attributable to the partnership's ordinary

23   income property is all of a sudden a distributive share

24   of, you know, the partnership's ordinary income, it's not.

25            And that's just important because, you know,
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 1   they're using the word attributable to make it sound like

 2   or that this is income from operations.  There's no

 3   dispute that income from partnership operations, just like

 4   corporate income that business income, subject to source

 5   and apportioned to the states.

 6            And, I mean, we have to live by these rules every

 7   day, and this is how -- we all know how these rules work.

 8   You can't take the selling partner's ordinary income under

 9   that statute and magically turn it into a distributive

10   share of actual operating income from the partnership.

11            And, again, now the FTB is getting double taxed

12   because the FTB is going to get the tax on the business

13   income when the business income is realized and reported

14   by the partnership when it flows through.

15            Telling the selling partner that they actually

16   have a distributive share of that income when it doesn't

17   exist is, like, how they're getting it from the selling

18   partner and they are going to get it from the partner who

19   files it at the end of the year.  Hat's just a fact.  So

20   all of this stuff is irreconcilable with the way the rules

21   actually work and the language.

22            I have a couple other points.  We don't need to

23   sit here on behalf Appellants and say that you need to

24   invalidate the ruling, by the way; we just know that the

25   determination in our case is wrong.  I think the ruling is
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 1   invalid for a million reasons.  We just know the

 2   determination of Appellants is wrong due to a matter of

 3   law.  It's based on a ruling but the legal reasons for the

 4   determination part is wrong.  Right.  So our position is

 5   simply please reverse the FTB's determination there.

 6            Did I answer your question about the Tax Court

 7   decision?

 8            ADMINISTRATIVE LAW JUDGE FAMULARO:  You did.

 9   Thank you.

10            MR. CAMPBELL:  Okay.  Another -- another small

11   point.  The concept is this discussion that's in the

12   belief that an intangible property of 17952 is a monolith,

13   whatever that means.

14            Here's the reality:  17952 sources income from

15   intangible property, covers lots of stuff -- royalties and

16   sales, stocks, bonds, and capital gains from sales of

17   partnership interest and all the gain income from a sale

18   of partnership interest.  The exception is written right

19   in the rule for 17952.  If it's sourced here saying

20   domicile unless it has a business license elsewhere.

21            The case you mentioned, Christman, that's a

22   business license case.  If there is an exception to

23   taxation -- to income from an intangible, it's governed by

24   the business license rule.  There's nothing to debate here

25   in the academic world at this point about whether there is
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 1   -- you know, 752 is not sufficient to source this or that

 2   there is some other sale here.  We are not reading into

 3   the law of separate sales.  We know that we need treat a

 4   portion of the selling partner's gain as ordinary income

 5   and, you know, that concept, I keep hearing is being used

 6   to -- it's a separate sale.

 7            Okay.  Fine.  It's a separate sale.  It's a

 8   calculation.  But that sale explicitly, whatever it is,

 9   calculation or not, it's not generating a distributive

10   share of partnership income.  And you have to have a

11   distributive share of partnership income for this case to

12   hold water if you are the FTB.

13            Again, by the way, Ames doesn't leave anything

14   open because, Ames, in those cases, they're all about

15   business ITIS.  Hey, selling partner who is a

16   non-resident, your gain is not California source income.

17   FTB, you're conflating the concept of business operations

18   in the state because the partnership is doing business

19   here with the income of the selling partner who is living

20   outside of California and is selling it realizing the

21   income.

22            If there's a business ITIS, then you would have

23   some California source income, but you don't in Ames;

24   right?  We are not talking about business ITIS rule, we

25   are talking about do we have an actual distributive share
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 1   of income that the Franchise Tax Board regulation itself,

 2   the plain language its regulation applies to.  We do not.

 3   And they cannot sit there with a straight face and tell me

 4   that we do.  They haven't said that they do.  And they

 5   certainly can't say that the law prior to the legal ruling

 6   of 2202-02 provides for that, because it doesn't.

 7            We're almost done.  I love that we are

 8   frustrated.  Apparently, we need to go the therapy.  We

 9   should come in more often.  Again, what taxpayer's, or the

10   Appellants in this case, and all taxpayers rely on is

11   clear rules, like, rule of law, especially for common,

12   everyday transactions.

13            I don't know how many hundreds of thousands of

14   partnerships exist in this world that are taxable here,

15   but my firm probably prepares two million partnership tax

16   returns a quarter, and there are people selling

17   partnership interests everyday, and the rules work --

18   like, they're in plain sight.  I can go look at the 741,

19   751, and 702 rules and tax returns, and it all works

20   perfectly.  And I can come look at the California returns

21   and it all works perfectly.

22            This is the first time in the history of this

23   issue that it's now come to light, like, hey, we have this

24   ruling.  It's very obvious that the FTB started looking at

25   this issue after the 2012 and 2019 tax years.  As we saw
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 1   in Smith, it was raised there.  As we saw in the case,

 2   it's raised there.  And we know, again, from the audit

 3   file here that there was a lot of discussion going on

 4   where even in the correspondence I'm being told or the

 5   Appellants' representative meaning me are being told

 6   looking at this and there's task force and everything.

 7            All of that is to say that this is not the law

 8   that is being claimed to exist and so clear.  No, this is

 9   a position that was developed.  And if it's a position

10   that's developed, then the proper avenue from that is to

11   put it out in the public eye, get comments, go to the

12   legislature and figure it out.

13            Again, there are a lot of repercussions that

14   aren't even dealt with on the corporate tax side.  I mean,

15   again, the whole concept of taxing the selling partner but

16   then what do you do about the income that is going to be

17   realized attributable to that which now the new partner

18   has.  Are you going to do a reverse 754, I don't know, but

19   there are a million, you know, things that would have to

20   be dealt with.

21            That's all just to complicated and way too much

22   weight to put on the word attributable.  All of a sudden

23   because it's attributable to my interest in the

24   partnership's property and considered as not realized from

25   the sale or exchange of public property other than a
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 1   capital asset, that all of a sudden that's means I

 2   actually have a distributive share of income to source

 3   under the regulation that they say applies.  We don't have

 4   that.

 5            Again, happy to have a public discussion and

 6   consider sourcing 751, ordinary income, but I think that's

 7   certainly something that could be thought of.  Again,

 8   guaranteed payments by legislation are sourced as

 9   distributive share income, not as comp or interest.  You

10   could that here if the legislature wanted to enact that.

11   We don't have that law now.  I think -- anything else?

12   Any other questions?

13            ADMINISTRATIVE LAW JUDGE GAST:  Well, if that

14   concludes your closing?

15            MR. CAMPBELL:  I think we are done.

16            ADMINISTRATIVE LAW JUDGE GAST:  So I'll ask the

17   Panel one more time.  Judge Famularo, sorry.  I cut you

18   off there.  Do you want to continue with some of the

19   questions you had?  We have about 30 minutes left of this

20   hearing so...

21            ADMINISTRATIVE LAW JUDGE FAMULARO:  Yes.  So my

22   question for FTB.  The way I understood your presentation

23   was that even if the DC Circuit in Rawat was correct, it

24   doesn't alter outcome in this case, and I just wanted to

25   clarify one thing to make sure that I understood it.  The
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 1   way I understand this is DC Circuit's opinion -- DC

 2   Circuit, the Tax Court, and the IRS, they all took the

 3   position that 741, 751, it characterizes income, it's not

 4   a sourcing provision.

 5            And then the IRS took the position that it does

 6   something more than that.  That there's this deemed sale

 7   of inventory which was at issue in Rawat and is the DC

 8   Circuit first the Tax Court agreed with the IRS, and the

 9   DC Circuit came back and said, no, we don't think that's

10   what the statutory language provides, and your reading of

11   the regulation to support that position could be read one

12   of two ways.

13            And we are reading it as a calculation of the

14   amount of ordinary income in the amount of capital gain.

15   So the way that I see the Rawat opinion is that it deals

16   with the characterization versus income and then the DC

17   Circuit, it says we don't go beyond that.  We are not

18   saying that there's a deemed sale.  And so in Rawat, we

19   are looking at the international sourcing provisions; in

20   this case we are looking at the California sourcing

21   provisions.

22            I see parallels because in that Rawat case before

23   TCJA, there was no specific sourcing provision for the

24   sale of a partnership interest similar to California.  So

25   we have 17951, but it's not specific, it deals with, as
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 1   you both have said, intangible personal property.  So I

 2   understood your position to be that the DC Circuit opinion

 3   could stand alone and stand as correct and you would still

 4   have the authority for the position that you are taking

 5   that there is a deemed sale of the second transaction,

 6   this deemed sale of inventory and/or collection of

 7   accounts receivable.

 8            I just wanted to give you an opportunity to

 9   clarify that position, and it would be helpful to me if I

10   could understand your possession a little more fully.

11            MS. SWAIN:  I want to start first from -- thank

12   you, Judge.  I wanted to start first from what was

13   different in Rawat and those sourcing rules that had a

14   different requirement for finding an inventory sale.  We

15   don't that exact requirement in California, and that's one

16   reason where it's not the same question.  That's an

17   extremely narrow lens to be looking through.

18            I think that we brought up the case initially to

19   show this question of bifurcation.  And we also -- and

20   because I had alerts on that case, the moment that the DC

21   Circuit decision came in, which I think was a bit of a

22   surprise.  When that came in, immediately filed it and

23   brought it to your attention for just that reason, to say,

24   hey, this new case came out, and what we briefed at the

25   time is -- our position is that wasn't the proper

0092

 1   reasoning.

 2            But going one step further, I think, especially

 3   because it was a very quick briefing clock, we do think

 4   that fundamentally you can still go back to language that

 5   it isn't -- and I appreciate the question as getting to

 6   didn't they describe that reasoning, and we still think

 7   you can go back in to the find the language for purposes

 8   of California sourcing rule, and I will have Ms. Thyberg

 9   talk about that.

10            MS. THYBERG:  Yes.  So I'd love to just clarify

11   751, how we have been looking at 751 today, especially

12   because Appellants are focusing on that deemed sale of

13   property.  And as you have raised in the Indu Rawat, the

14   whole focus was on whether there was a deemed sale of

15   inventory, and that's was so important that they did end

16   up creating IRC Section 864(c)(8) to have that deemed sale

17   of the inventory.

18            But here, again, in California, that's not our

19   question.  We are looking at whether this is from

20   partnership operations or from an intangible.  And to

21   tease out what we are saying, even if there is no deemed

22   sale generating the distributive share income in that way

23   that has been argued by Appellants, the 751(a) gain all by

24   itself -- all by itself -- that's a whole separate gain

25   that we need to look at sourcing, how do we source this?
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 1            Well, this gain includes the amount realized

 2   attributable to the partnership's 751 property, and we get

 3   to see how it's calculated.  It's calculated as the amount

 4   that would have been allocated -- allocated feels kind of

 5   important, doesn't it?  -- allocated to the partner if the

 6   partnership sold all of its property.

 7            The explicit language of 751(a) and the Treasury

 8   regulations show how really this gain is all coming from

 9   partnership operations.  And so it was correctly sourced

10   under CCR Section 17951-4(d).  I hope that helped clarify.

11            ADMINISTRATIVE LAW JUDGE FAMULARO:  It did, and I

12   appreciate it.  Thank you.

13            ADMINISTRATIVE LAW JUDGE GAST:  Okay.  I have a

14   few questions for Appellants, but it is really more

15   towards facts because I'm a little confused on some of the

16   facts just from my own background.

17            So Tory Burch, there were a few sales by JCB, it

18   wasn't just one -- a few in 2012 and 2013; is that

19   correct?

20            MR. CAMPBELL:  Yes.  Do you want me to go through

21   the background?

22            ADMINISTRATIVE LAW JUDGE GAST:  No --

23            MR. CAMPBELL:  Sales in 2012 and in 2013.

24            ADMINISTRATIVE LAW JUDGE GAST:  And the NOL we're

25   talking about for Appellant Burch, is the 2013 NOL, so
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 1   there was additional income attributable to the Appellant

 2   through 751(a) for 2013, so that reduced his NOL and

 3   reduced the carry back --

 4            MR. CAMPBELL:  Sorry.  They're all secondary

 5   adjustment based on the primary adjustment.

 6            ADMINISTRATIVE LAW JUDGE GAST:  I understand.  As

 7   I need to understand the background for what was adjusted.

 8   So it was the 2013 NOL and no other NOL?

 9            MR. CAMPBELL:  Not that I'm aware of.

10            ADMINISTRATIVE LAW JUDGE GAST:  And we are also

11   dealing within 751(a), unrealized receivables and

12   inventory items.  Not just inventory items; is that

13   correct?

14            MR. CAMPBELL:  Yes.

15            ADMINISTRATIVE LAW JUDGE GAST:  Okay.  I just

16   wanted the background there.  That's it for my questions.

17   Everything was well briefed.  It's laid out there.

18            So Judge Le, did you have any final questions?

19            ADMINISTRATIVE LAW JUDGE LE:  Just one.

20   Appellants makes the argument that the FTB's position

21   results in double taxation.  I was wondering if you could

22   address that point?

23            MS. SWAIN:  I had questions about that question

24   too.  I don't see how that is double taxation.  I mean,

25   the income -- when the interest is sold, the partner is
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 1   going to be -- I mean, there's a potential for double

 2   taxation for a non-resident between two states.  But, for

 3   instance, if the non-resident mentioned lived in

 4   Massachusetts -- actually, let me change my hypothetical.

 5            If they're living in New Hampshire, which doesn't

 6   have a state sales tax, and the business also apportions

 7   -- they're pretty minimal apportionment percentage, 12 and

 8   16 percent -- so you imagine that this unitary partnership

 9   is doing business throughout the country so there are

10   going to be instances of double taxation, potentially.

11            If Tory Burch LLC is doing business in

12   Massachusetts, which is highly likely given the Boston

13   market, I would expect that they would potentially have 10

14   percent income.  That state would tax potentially

15   13 percent of the whole gain.

16            ADMINISTRATIVE LAW JUDGE LE:  If I can interject?

17   Maybe, Appellants, can you restate your position on that

18   taxation points?

19            MR. CAMPBELL:  Yes.  Sure.  And so this is why it

20   is super important to have a very solid understanding of

21   Sub K rules; it says nothing about state tax.  The FTB's

22   position is that the selling partner's amount of ordinary

23   income is distributive share income and taxed as a share

24   of the partnership's business income.

25            So under this new rule, the selling partner would
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 1   have a gain from my sale of my interest measured by my

 2   amount realized and adjusted basis, and I would normally

 3   pay taxes to my state of residence.  Now, because of this

 4   California rule, I'm going to treat the 751 piece as

 5   business income and pay some tax to California based on

 6   the apportionment percentage.

 7            So now California is getting -- taxing based on

 8   theory of I have got business income to tax.  Well, what

 9   is that ordinary income business income attributable to?

10   It is attributable to the partnership's income.  The

11   partnership was going to realize that income when it

12   collects on the inventory of the receivables in the

13   future.

14            So I'm telling the selling partner today, hey

15   you have to pay tax on California source income because

16   the partnership itself has some property that is going to

17   generate some California source income going forward, so

18   we are going to take some of that from you right now in a

19   gain.  Meanwhile, the partnership is there all along,

20   selling inventory and collecting unreceivables, and all of

21   that income at the end of the year is going to get

22   allocated  to the partners at the end of the year and they

23   are going to pay taxes on that income.

24            So if my selling partner has a 1 percent interest

25   in the partnership and I will treat some of that gain for
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 1   California purposes has a share of business income that

 2   hasn't yet been generated, but then it is going to get

 3   generated and taxed to the other partners, that's where

 4   the double tax comes in.

 5            And by the way, these issues exist outside of

 6   this, the federal side, that is why there a super detailed

 7   rules that on the 751(b) side, make adjustments, like, we

 8   are going to allocate the income to the partners other

 9   than the distributee partner.  We don't do any of that on

10   the 751(a) side because there is no partnership income.

11            If there were, you would have to make all sorts

12   of adjustments at the partnership level and have

13   provisions to exactly explain how this gets divided up

14   among the partners when you make a change like that for

15   one partner.  So the double tax is the operating income

16   going forward.  California is going to get that.  You

17   don't need to tax the selling partner now  as if that were

18   because they will get it.

19            And my last point, because I want to make a

20   comment to their comment.  It all comes down to, at least

21   in their argument, that this is income from partnership

22   operations.  So they're trying to side step the

23   distributive share points and say, no, it is just

24   operations.  This goes to the Tax Court question, oh, it's

25   income from inventory, we don't need a deemed sale.
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 1            Let's just look at it from the flip side.  You

 2   need actual partnership operating income that generates

 3   distributive share income in order for this rule to apply.

 4   Whether it's the word attributable -- that just doesn't

 5   magically create actual operating income.

 6            And I will say -- my closing remark is the word

 7   allocated is important, but guess what?  The words would

 8   have been allocated is the actual verb, that's way more

 9   authoritative than allocated.  That's my point.  There's

10   no actual operating income here.  If there were, it would

11   be taxed as distributive share income.  It will be taxed

12   as distributive share income when it actually is realized.

13            ADMINISTRATIVE LAW JUDGE GAST:  Thank you.

14            Back to you, Ms. Swain.

15            MS. SWAIN:  Thank you, Judge Le.  And thank you

16   for that clarification.  I was definitely going to take

17   the long ride to the answer to that question.  I very much

18   appreciate that.  Thank you, Mr. Campbell.

19            There's two parts of that question.  So when the

20   partnership makes the sale -- when I sell my interest, the

21   partner sells their interest, that is the date of that

22   sale, they're no longer receiving distributive share for

23   future sales, so that's the first question.

24            Will there potential be double taxation between

25   what happens in the residence and what happens in the
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 1   state of California, yes, that's what the other state tax

 2   credit is designed for.  So ideally, that person in their

 3   state of residence says, you know what, I'm taxed on 100

 4   percent by you, California just taxed the 751 portion of

 5   the income from my 13 percent that was apportioned of the

 6   sale of the overall gain.  I would like another state tax

 7   credit for that.  That's the device to do that.  So that's

 8   in the other states' hands.  There are a few exceptions

 9   when California would also give a desist to a

10   non-resident, but I don't think for purposes of this they

11   really matter.

12            And then there's a second part which is the step

13   up rules allowed under 704(b) that would step up the basis

14   in the interest, and that's triggered any time of the

15   sales, so in some ways that gain, conceivably, is

16   evaporating.

17            MS. THYBERG:  Sorry.  I can take that one.  So

18   just because it is really interesting.  The 754 election

19   is allowed any time there's a sale of a partnership

20   interest.  So in this situation, the partnership could

21   make a 754 election and that would allow it to have the

22   basis step up under IRC Section 743(b), and that prevents

23   the double taxation from the buying partner.  Thank you.

24            ADMINISTRATIVE LAW JUDGE LE:  Thank you, both.

25   No further questions.
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 1            ADMINISTRATIVE LAW JUDGE GAST:  All right.  Well,

 2   I believe this concludes the hearing, and I want to thank

 3   the parties for the presentations.  We will meet and

 4   decide the case based on the arguments and documents

 5   presented.  We will issue our written opinion no later

 6   than 100 days from today.  The case is submitted and the

 7   record is now closed.  And we will take a brief recess

 8   before the next hearing, which is scheduled to begin at

 9   approximately 1:00 p.m. Thank you.

10            (The hearing was concluded at 11:50 a.m.)
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