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              IN THE UNITED STATES TAX COURT

___________________________________________________
In the Matter of:           )
                            )
ALTERA CORPORATION &        )
SUBSIDIARIES,               )
                            )
      Petitioners,          )
                            ) Docket Nos.: 6253-12,
v.                          )              9963-12
                            )
COMMISSIONER OF INTERNAL    )
REVENUE,                    )
                            )
      Respondent.           )

Pages:  1 through 127
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1

1             IN THE UNITED STATES TAX COURT
2 ___________________________________________________

In the Matter of:           )
3                             )

ALTERA CORPORATION &        )
4 SUBSIDIARIES,               )

                            )
5       Petitioners,          )

                            ) Docket Nos.: 6253-12,
6 v.                          )              9963-12

                            )
7 COMMISSIONER OF INTERNAL    )

REVENUE,                    )
8                             )

      Respondent.           )
9

                         U.S. Tax Court
10                          400 Second Street, NW

                         Washington, D.C.  20217
11

                         July 24, 2014
12

            The above-entitled matter came on for
13

hearing, pursuant to notice, at 9:58 a.m.
14

          BEFORE:  HONORABLE L. PAIGE MARVEL
15                    Judge
16           APPEARANCES:
17           For the Petitioners:

          DONALD FALK, ESQUIRE
18           DUANE WEBBER, ESQUIRE

          TOM KITTLE-KAMP, ESQUIRE
19           WILL MAGARITY, ESQUIRE

          BRIAN NETTER, ESQUIRE
20           815 Connecticut Avenue, NW

          Washington, D.C.  20006-4078
21

          For the Respondent:
22           KEVIN CROKE, ESQUIRE

          AARON VAUGHN, ESQUIRE
23           FARHAD ASGHAR, ESQUIRE

          MARY WYNNE, ESQUIRE
24           100 First Street, Suite 1800

          San Francisco, California 94105
25

3

1           MR. MAGARITY:  Will Magarity, counsel for

2 Altera.

3           MR. NETTER:  Brian Netter, counsel for

4 Altera.

5           THE COURT:  All right.  I'm going to warn

6 all of you that you're going to have to remind me of

7 your names as we move forward on the hearing.  But

8 welcome to all of you.  Please be seated, gentlemen

9 and lady.

10           We are here today for a hearing on cross

11 motions for partial summary judgment in conjunction

12 with the Altera case.  The issue that the Court and

13 counsel have to address is obviously an important

14 one, as evidenced by the number of people who are in

15 the courtroom today.

16           My first question is, are there

17 representatives of the media present?  If so, I'd

18 like to see hands, please.  Welcome.  Obviously, this

19 is an open hearing.  And so to the extent that

20 coverage is appropriate, we're happy to have

21 representatives present.  However, I warn all of you

22 that recording devices -- and this is not just for

23 the media representative here, this is for

24 everybody -- recording devices, cell phones, anything

25 that might be used to take photographs, record what

2

1                P R O C E E D I N G S

2                                          (9:58 a.m.)

3           THE CLERK:  Calling from the calendar

4 Docket No. 6253-12, and consolidated case Docket No.

5 9963-12, Altera Corporation and Subsidiaries.

6           Please state your appearances.

7           MR. FALK:  Good morning, Your Honor.

8 Donald Falk for Petitioner, Altera Corporation and

9 Subsidiaries.

10           MR. CROKE:  Good morning, Your Honor.

11 Kevin Croke for Respondent.

12           MR. VAUGHN:  And good morning, Your Honor.

13 Aaron Vaughn for Respondent as well.

14           MR. ASGHAR:  Good morning, Your Honor.

15 Farhad Asghar for Respondent.

16           MR. CROKE:  And, Your Honor, this is Mary

17 Wynne.  And she's the manager of this trial.

18           MS. WYNNE:  Good morning, Your Honor.

19           THE COURT:  All right.  We've got four, and

20 we've got one.  There are few for Petitioner.

21           MR. FALK:  There are some more, Your Honor.

22           MR. WEBBER:  Duane Webber, counsel for

23 Altera also.

24           MR. KITTLE-KAMP:  Tom Kittle-Kamp for

25 Altera.

4

1 is said in this courtroom, must be turned off.  If I

2 hear a cell phone ring or buzz during this hearing,

3 I'm going to be the new owner of a cell phone.  So

4 please keep that in mind.  It's very distracting to

5 have cell phones go off.  So please, please, please

6 turn them completely off.  Everybody do that.  Yes?

7 Let me see nods.  Good.  All right.

8           Let me address this to counsel.  We have

9 not talked about the parameters of the hearing here.

10 I will be happy to hear from counsel as to how you

11 would like this hearing to go.  And if I like what

12 you say, then we'll do it your way.  If I don't like

13 what you say, we'll do it my way.

14           So who wants to go first?

15           MR. CROKE:  I'll speak, Your Honor.

16 Respondent would propose brief, concise statements of

17 the party's positions, and then open it up for Your

18 Honor to address the parties with questions.

19           THE COURT:  So far you're talking my

20 language.  What's brief?

21           MR. CROKE:  I would propose no more than

22 say between 10 and 15 minutes.

23           THE COURT:  That's where we part company.

24 Let me hear from --

25           MR. FALK:  I regret, Your Honor, that I
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1 uncontrolled party transaction that does not have an

2 arrangement that accurately reflects the economic

3 activities of the participants, then it's not

4 comparable.  And to the extent that stock-based

5 compensation is a driver of economic activity within

6 that arrangement, then yes, it would have to include

7 stock-based compensation as a cost.

8           THE COURT:  All right.  So phrased a little

9 differently, again, you seem to be saying that the

10 only comparable uncontrolled transaction that could

11 be considered with regard to QCSA and its adequacy is

12 one that includes stock-based compensation as a cost.

13           MR. CROKE:  Yes.  I believe that's fair.

14 There may be -- yes, I would think that's a fairly --

15           THE COURT:  And to be fair to you, the

16 reason that you wanted to have the additional

17 language is because you believe that the statement,

18 in whatever it was, the conference report or some

19 aspect of the legislative history says that the

20 result needs to take into account the economic

21 burdens and benefits of the cost sharing transaction.

22 Is that right?

23           MR. CROKE:  That's correct.  And that is

24 the explanation in the preamble and the notice of

25 proposal we're making for it.

39

1 reference specifically to the arms-length standards,

2 which has been adopted in the regulations dating back

3 decades, how can you possibly analyze a result to

4 determine if it's arms-length result without at least

5 making an effort to evaluate what uncontrolled

6 parties do in analogous similar or identical

7 circumstances?

8           MR. CROKE:  The regulations define tax

9 parity by saying that tax parity is achieved if the

10 controlled parties -- if the government determines

11 the controlled parties' true taxable income.  So the

12 tax parity is not to say looking and determining

13 whether there's tax parity by comparing initially

14 what a controlled party did and what an uncontrolled

15 party did.  What it's trying to say is an

16 uncontrolled party will reach a true taxable income

17 in the marketplace.  With a controlled party -- with

18 one party controlling all subsidiaries, that's going

19 to be problematic.  So what we have to do is find the

20 true taxable income of the controlled party.  And

21 once we do that, once we have determined the true

22 taxable income of the controlled party, then we've

23 achieved parity.  And so what the QCSA regime is

24 intended to do is, is to arrive at the true taxable

25 income, if you opt to participate in the QCSA regime.

38

1           THE COURT:  Now, again, tell me how what

2 you just said to me reconciles with the arms-length

3 standard, which the preamble to the regulation

4 clearly indicates is being applied in these

5 regulations.

6           MR. CROKE:  Right.  So the regulation for

7 QCSAs, we start with the proposition as you

8 described.  We're trying to reach an arms-length,

9 applying the arms-length standard; we're trying to

10 reach an arms-length result.  And so under dash 7,

11 the result, an arms-length result is reached if you

12 have this perfect matching of cost with expected

13 benefits.  Thereby you meet what Congress directed,

14 which is this notion of the parties' economic

15 activities being clearly reflected.  So, yes, we are

16 reaching an arms-length result that's consistent with

17 what the arms-length standard calls for.  So there's

18 a perfect consistency here.  The arms-length standard

19 does not call for in all instances you must rely on

20 third-party comparables.

21           THE COURT:  Well, if that's the case, then

22 how are you going to do what the reg says?  You take

23 a controlled taxpayer, and you put them on tax parity

24 with an uncontrolled taxpayer by determining the true

25 taxable income of the controlled taxpayer.  How?  And

40

1           Now, as I mentioned, if it's the taxpayer's

2 wish to have their transaction structured and tested

3 under another method and say, "We have all these

4 perfect comparables," they can do that.  But the QCSA

5 regime is set up where if they follow these

6 particular rules, then they will reflect their true

7 taxable income.

8           THE COURT:  Counsel, I don't want to

9 mischaracterize what you're saying to me.  But I need

10 to warn you that it sure sounds to me like you're

11 saying the only relevant standard here is

12 commensurate with income and not arms-length.

13 Explain to me why I'm wrong.

14           MR. CROKE:  Arms-length -- the arms-length

15 standard is a standard that's defined in the

16 regulations.  And so when we're trying to understand

17 what arms-length means, we may have in our heads that

18 arms-length always means we look to what other

19 parties do.  And we try to mimic that.  The

20 regulations recognize that that just isn't always the

21 appropriate way to reach the correct transfer price.

22 And so the arms-length standard in the regulation

23 calls for achieving an arms-length result. There's

24 not going to be a perfect result.  Typically, we have

25 ranges.  And so the goal is not just reference to
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1 uncontrolled parties, it's trying to reach the arms-

2 length result in an imperfect world.

3           THE COURT:  Let me kind of explore with you

4 what the problem may be here.  Let me point out first

5 of all that the preamble to the regs clearly

6 indicates that one of the things that these regs are

7 doing is to, and I quote, "provide rules that

8 coordinate the rules of 1.482-7 regarding QCSAs with

9 the arms-length standard, as set forth in 1.482-1."

10 So clearly the government has staked a position in

11 these regulations that they are not abandoning the

12 arms-length standard and that they are making an

13 effort, hopefully reasonably and in good faith, to

14 try and reconcile that standard with what it's

15 requiring taxpayers to do with regard to QCSA.  So

16 okay so far?

17           MR. CROKE:  Yes.

18           THE COURT:  Let's assume that the record,

19 the rulemaking record reflects that no uncontrolled

20 party will share SBC costs.  You've got an arms-

21 length standard, and you've got a commensurate with

22 income overlay.  Which incidentally the government in

23 its white paper and elsewhere has adamantly insisted

24 is completely consistent with the arms-length

25 standard, correct?

43

1 method, the best method to price the transaction,

2 because there are no comparable transactions.  So --

3           THE COURT:  Is it -- sorry.

4           MR. CROKE:  I'm sorry.  So I'm just saying

5 if there are no comparables as you suggested, then we

6 would look at another method.  For example, if it

7 isn't an exact comparable, you use a CUT, a

8 comparable uncontrolled transaction.  If you don't

9 have good comparables, if you have no comparables,

10 you would have to look for another method because

11 you're required to use the best method.  And if you

12 use that method, you will reach an arms-length

13 result.  And that's consistent within the

14 regulations, consistent with the arms-length

15 standard.

16           THE COURT:  So, again, if I'm understanding

17 you correctly, in the absence, in the situation where

18 there's a complete absence of any identifiable

19 comparables, then the government would point to the

20 regulations and basically say, "In the absence of

21 comparables, we will aim for an arms-length result by

22 constructing a reasonable set of rules designed to

23 figure out what the parties in an uncontrolled

24 transaction should have done or would have done."  Is

25 that right?

42

1           MR. CROKE:  Correct.

2           THE COURT:  So my question to you is this.

3 In the universe where a controlled party transaction

4 has to be evaluated and there are absolutely no

5 comparables available -- I'm not talking identical

6 transactions; I'm talking about comparables,

7 different transactions that can be used to evaluate a

8 controlled party transaction.  Explain to me the

9 inner relationship between the arms-length standard

10 and the commensurate with income standard.  What

11 happens when there are no comparables?

12           MR. CROKE:  When there are no comparables,

13 the intent of the regulations is to achieve an arms-

14 length --

15           THE COURT:  That's not what I asked you.

16 Let me be more specific.  In the absence of any

17 comparables, can the arms-length standard operate as

18 a standard in evaluating anything?

19           MR. CROKE:  Yes.

20           THE COURT:  How?

21           MR. CROKE:  As provided in the regulations,

22 the arms-length standard is defined, is intended to

23 reach an arms-length result.  There are methods in

24 the regulations to meet that arms-length result.  So

25 if there are no comparables, you would choose a

44

1           MR. CROKE:  That's correct.

2           THE COURT:  Thank you.  You can take a seat

3 for the moment.

4           Counsel, come up and talk to me.

5           MR. FALK:  Do you want me to respond?  Or

6 do you have some new ones for me, Your Honor?

7           THE COURT:  I definitely have some new ones

8 for you.  But let's take this particular area first.

9 One of the things that we are all trying to figure

10 out in this case is the inner relationship between

11 the arms-length standard and the commensurate with

12 income overlay.  Petitioner has been roaring at the

13 top of Petitioner's lungs in the filings that have

14 been made about how the arms-length standard

15 necessarily has to look to uncontrolled transactions,

16 assuming they exist, to evaluate whether or not a

17 controlled transaction is appropriate or acceptable

18 under Section 482.  Tell me why he's wrong.

19           MR. FALK:  Well, I guess we agree that we

20 don't need an identical transaction.  But

21 comparability is concept, as with an arms-length

22 standard itself from parity, requires some tethering

23 to the real world.  And if I understand what

24 Respondent is saying here, he's saying that

25 essentially there are no comparable transactions here
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UNITED STATES TAX COURT 

) 
& SUBSIDIARIES, ) 

) 
Petitioner, ) 

) Docket Nos. 6253-12 
v. ) 9.963-12 

) 
COMMISSIONER OF INTERNAL REVENUE, ) 

) Filed Electronically 
Respondent. ) 

MEMORANDUM IN SUPPORT OF RESPONDENT'S 
MOTION FOR PARTIAL SUMMARY JUDGMENT 

RESPONDENT respectfully submits this Memorandum in Support 

of Respondent's Motion for Partial Summary Judgment. 

I. ISSUE FOR PARTIAL SUMMARY JUDGMENT  

Whether Treas. Reg. § 1.482-7' requires petitioner's Cayman 

Island subsidiary Altera International, Inc. ("Altera 

International") to reimburse Altera Corporation ("Altera US") 

for stock-based compensation that Altera US paid to its 

employees who conducted intangible development under the 

qualified cost sharing arrangement between Altera US and Altera 

International during the tax years ending December 31, 2004 

("2004"), December 30, 2005 ("2005"), December 29, 2006 

'Unless otherwise noted, all references herein to the Treasury 
Regulations are with respect to regulations that were effective 
for petitioner's taxable years ending December 31, 2004, 
December 30, 2005, December 29, 2006, and December 28, 2007. 
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of R&D cost sharing arrangements generally should be 
proportionate to profit." Id.  

Using the intangible development costs (including SBC) 

incurred by each controlled participant in a cost sharing 

arrangement as a measure of the actual economic activity 

undertaken by each and requiring participants to share such 

costs in proportion to their anticipated economic benefits from 

the intangibles developed in the arrangement implements 

Congress' clearly expressed intent. In so doing, section 1.482-

7 produces allocations that are rationally related to section 

482's commensurate with income requirement. 

By ensuring that expenditures made and deducted by a U.S. 

corporation for the benefit of a foreign subsidiary are 

appropriately reimbursed, section 1.482-7 also produces 

allocations that are rationally related to the statute's clear 

reflection of income requirement. As the history of section 482 

and its regulations (as well as the plain language of section 

482, which does not mention the arm's length standard) shows, 

the arm's length standard is a creature of the regulations. 

Treasury introduced the arm's length standard as the sole means 

of determining whether transfer prices clearly reflect income 

within the meaning of section 482. "A controlled transaction 

meets the arm's length standard if the results of the 

43 
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transaction are consistent with the results that would have been 

realized if uncontrolled taxpayers had engaged in the same 

transaction under the same circumstances (arm's length result)." 

Treas. Reg. § 1.482-1(b)(1). Just as the arm's length standard 

is the specific regulatory implementation of the clear 

reflection of income principle in section 482, section 1.482-7 

is the specific implementation of the arm's length standard with 

regard to QCSAs. By definition, a QCSA produces an arm's length 

result and thus clearly reflects income only if all the 

requirements of section 1.482-7 are met, including the sharing 

of SBC costs. Treas. Reg. § 1.482-7(a)(3). 

1. The 2003 Cost Sharing Amendments were the 
product of extensive and careful 
deliberation by Treasury. 

The Supreme Court explained in Chevron that an agency 

interpretation is entitled to deference where "the regulatory 

scheme is technical and complex, the agency considered the 

matter in a detailed and reasoned fashion, and the decision 

involves reconciling conflicting policies." Chevron, 467 U.S. 

at 865. The section 482 regulatory scheme, including the arm's 

length standard and the cost sharing rules are among the most 

complex in the tax law. Treasury decided to amend the cost 

sharing rules because taxpayers contended that the 1995 

44 
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UNITED STATES TAX COURT 

ALTERA CORPORATION 	 ) 
& SUBSIDIARIES, 	 ) 

) 
Petitioner, ) 

) Docket Nos. 6253-12 
v. ) 9963-12 

) Judge Marvel 
COMMISSIONER OF INTERNAL REVENUE, ) 

) Filed Electronically 
Respondent. ) 

RESPONDENT'S REPLY MEMORANDUM 

RESPONDENT respectfully submits this Reply Memorandum to 

petitioner's Brief In Opposition To Respondent's Motion For 

Partial Summary Judgment. 

INTRODUCTION AND SUMMARY OF ARGUMENT 

The parties do not disagree about how to interpret the 

amendments to Treas. Reg. §§ 1.482-11  and 1.482-7, T.D. 9088, 

2003-2 C.B. 841, 68 Fed. Reg. 51171 (Aug. 26, 2003) ("2003 Cost 

Sharing Amendments" or "amendments"), nor about the result from 

applying them to petitioner's qualified cost sharing arrangement 

("QCSA") in the tax years before the Court. Petitioner does not 

contend that the regulations as amended are ambiguous, or in 

conflict, or that their language means anything other than what 

'Except as otherwise noted, section references are to the 
Internal Revenue Code of 1986, as amended, or to the Treasury 
Regulations that were effective for petitioner's taxable years 
ending December 31, 2004, December 30, 2005, December 29, 2006, 
and December 28, 2007. 

SER008
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1. "Evidence of arm's length transactions" is not 
the "touchstone" for the taxation of controlled 
transactions. 

Persisting in its effort to convince the Court that 

Congress wanted section 482 regulations to be based solely on 

uncontrolled agreements, petitioner tells the Court that "the 

long-recognized purpose of section 482 makes evidence of arm's 

length transactions between unrelated parties the touchstone for 

the taxation of controlled transactions." (PBO at 23) But it 

points to nothing in the statute or legislative history, and 

still has not squared its claims with Congress's entirely 

different purpose in amending the statute in 1986. Treasury 

created the arm's length standard employed by the cases 

petitioner cites. But even assuming, arguendo, that the arm's 

length standard is not a creature of the regulations, no case or 

statute bars Treasury from promulgating a transfer pricing 

method that is not based on evidence of unrelated party conduct. 

a. Petitioner's View of Section 482's Purpose is 
Unmoored From the Statutory Text and 
Disregards the Legislative History. 

Unlike Treasury's explanations of the basis and purpose for 

its QCSA regulations, petitioner's conclusions about section 

482's purpose are divorced from the statute and its legislative 

history. Not once in its discussion of statutory purpose does 

14 
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petitioner quote the statute. (PBO at 18-22)6  But "statutory 

construction must begin with the language employed by Congress 

and the assumption that the ordinary meaning of that language 

adequately expresses the legislative purpose." Engine Mfrs.'  

Assoc'n v. S. Coast Air Quality Mgmt. Dist., 541 U.S. 246, 252 

(2004) (internal citation omitted). Making bold statements 

about legislative purpose without discussing the language 

Congress enacted makes no sense. See Shannon v. United States, 

512 U.S. 573, 584 (1994) ("[C]ourts have no authority to enforce 

a principle gleaned solely from legislative history that has no 

statutory reference point.") (internal quotation marks and 

alteration omitted). 

Further, "even if legislative history could carry 

petitioner[] all the way" to its desired goal, "this legislative 

history cannot." See Nat'l Cable & Telecomms. Ass'n v. FCC, 567 

F.3d 659, 665 (D.C. Cir. 2009)(emphasis removed). As discussed 

in detail in the NPRMs, Preambles and Respondent's Memorandum, 

the congressional record strongly indicates that petitioner has 

it wrong.' One House report discusses concerns about the pre- 

6  A later section eventually quotes the statute, once. (PBO at 
23) 

7  See H.R. Rep. 99-426 T. VI, D 	(1985) ("[Section 482] 

authorizes the Treasury Department to allocate income among 

related parties as necessary to prevent the evasion of taxes or 

clearly to reflect the income of such parties. Treasury 

15 
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1986 Code's overreliance on alleged comparables in the case of 

intangibles; petitioner incorrectly concludes that a snippet 

from that discussion of prior law now mandates reference to 

uncontrolled party conduct. Compare PBO at 25 with H.R. Rep. 

No. 99-841, 11-637 (1986) (Conf. Rep.) and RM at 32-35. While 

some phrases from the legislative history may support 

petitioner's theory, those phrases are less favorable to 

petitioner when one reads the surrounding text. See H.R. Rep. 

99-426 at 426 ("Commensurate with income" does not mandate the 

use of a particular method, and all "facts and circumstances" 

should be considered in picking a method. But the "profit or 

income stream" must "be given primary weight.") Even giving 

petitioner the benefit of the doubt at every juncture, Chevron 

and the APA require a much, much higher showing before 

invalidating agency action. 

b. The Cases Cited by Petitioner Do Not Limit 
Treasury's Authority to Promulgate the Rules 
Found in Treas. Reg. § 1.482-7(d)(2). 

Petitioner cites statements from selected court opinions to 

inject an immutable "parity purpose" into section 482 that can 

only be achieved by reference to uncontrolled transactions. 

(PBO 15-23) But the judicial authorities cited by petitioner 

Regulations under section 482 interpret this provision by 

attempting to determine what an arm's length charge between 

unrelated parties would have been.") 

16 
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interpret only then-existing Treasury regulations, and do not 

support petitioner's claim of a statutory arm's length standard. 

Nor do those cases alter the scope of Treasury's Congressionally 

-delegated authority. 

The Supreme Court's statement in Commissioner v. First Sec.  

Bank, 405 U.S. 394, 400 (1972), that "'[t]he purpose of section 

482 is to place a controlled taxpayer on a tax parity with an 

uncontrolled taxpayer...'" is not a construction of section 482 

as petitioner implies. (PBO at 18) Rather, the Court directly 

quotes Treas. Reg. § 1.482-1(b)(1)(1971): "As stated in the 

Treasury Regulations, the 'purpose of section 482 is to place a 

controlled taxpayer on a tax parity with an uncontrolled 

taxpayer....'" 405 U.S. at 400, 407. Similarly, all of the 

references to tax parity in the cases cited by petitioner (PBO 

at 18) are either direct citations to the Treasury Regulations 

or are supported by citation to them. See Peck v. Commissioner, 

752 F.2d 469, 472 (9th Cir. 1985)(citing section 1.482-1); Eli  

Lilly & Co. v. Commissioner, 84 T.C. 996, 1123, 1130-31, fn. 53 

(1985)(same), aff'd in part & rev'd in part, 856 F.2d 855 (7th 

Cir. 1988); Paccar, Inc. v. Commissioner, 85 T.C. 754, 787 

(1985)(same), aff'd, 849 F.2d 393 (9th Cir. 1988). All of these 

cases involve tax years predating the 1986 commensurate with 

income amendment, and make clear that there is no uniform 
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