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IN THE SUPREME COURT OF THE UNI TED STATES
e
THE BCEI NG COMPANY AND
CONSOLI DATED SUBSI DI ARI ES,
Petitioner
V. : No. 01-1209
UNI TED STATES;
and
UNI TED STATES,
Petitioner
V. : No. 01-1382
BOEI NG SALES CORPORATI ON,

ET AL.

Washi ngton, D.C.
Monday, Decenber 9, 2002
The above-entitled matter came on for oral
argunment before the Suprenme Court of the United States at
10: 03 a. m
APPEARANCES:
KENNETH S. CGELLER, ESQ , Washington, D.C ; on behalf of
the Petitioner.
KENT L. JONES, ESQ, Assistant to the Solicitor Ceneral,
Departnment of Justice, Washington, D.C; on behal f of

t he Respondent.
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PROCEEDI NGS
(10: 03 a.m)

JUSTI CE STEVENS: We'll now hear argunent in our
first case, Nunmber 1209, the Boei ng Conmpany agai nst the
United States.

M. Geller.

ORAL ARGUMENT OF KENNETH S. CGELLER
ON BEHALF OF THE PETI TI ONER

MR, GELLER: Thank you, Justice Stevens, and may
it please the Court:

The I nternal Revenue Code generally requires
every corporation to pay an annual tax neasured by its
entire net inconme, but Congress decided 30 years ago in
the DI SC and FSC statutes that it w shed to encourage
exports by giving favorable tax treatnent to the portion
of a conpany's net inconme that's attributable to export
sal es.

In order to determi ne the extent of this inconme
tax benefit, it's obviously critically inmportant to
determ ne precisely how nuch net incone is generated by a
conmpany's export sales in any particul ar year.

In enacting the DI SC statute, Congress said
quite specifically how it expected this export net incone
calculation to be made. G oss revenues from export sal es

were to be reduced only by those costs that were directly
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and factually related to the export incone. Export sales
revenues were not to be burdened with unrel ated expenses
whi ch woul d distort the true anount of export income, and
t hereby reduce the intended incentive.

The DI SC regul ati ons, which were pronul gat ed
shortly after the statute was passed, reiterate that there
must be a direct factual relationship between export sales
and expenses.

QUESTI ON: Where do you -- do you get that
proposition in the statute, M. Celler?

MR, GELLER: Justice Scalia, we get it out of
two separate statutory provisions. One is section 994.

QUESTI ON:  \Where are these to be found?

MR. CGELLER  These are -- this is found on
page 27a of the appendix to the petition.

And specifically, the reference in 994(a) and
994(a)(2) to the requirenent that a determ nation nust be
made of the net incone, quote, attributable to export
receipts. W think that the common sense nature of the
word attributable, which this Court in the tax context has
construed to nean generated by, or caused by, is that you
have to take the export -- the revenues from exports and
reduce themonly by the costs or deductions that are
related to those exports, or else you can't possibly cone

up with a true figure of export -- net export incone
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that's attributable to those -- to those sales.

QUESTION: | -- | suppose that -- that R&D
expenses have to be attributed in a |lot of other instances
under the code, don't they? And -- and doesn't the
CGovernment use this sane procedure that it's been using
here in other -- in other areas where it has to
attribute -- where -- where R& expense has to be
attributed?

MR, GELLER: Yes. It relies on a provision,
which we' Il talk about in a few mnutes, that has many,
many applications, and it may well be that in a nunber of
those other applications, it's perfectly valid. Qur
position is --

QUESTION: Well, why is that? | nmean, why is
it attributable --

MR CGELLER. Well, as | hope to --

QUESTION:  -- okay el sewhere to -- to produce
this result, but not okay here to produce this result?

MR, GELLER. Because it -- the DI SC provisions
are unique in a nunber of respects, one of which is it
all ows the taxpayer to engage in a particular grouping of
transactions, and the -- the -- as we'll talk about in a
few m nutes, the R& regul ations insist that R&D be
attributed in a way that disregards the particular

groupi ngs that the taxpayer has sel ected.
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But there's another statutory provision that I'd
like to call your attention to, Your Honor, and that's
section 861. 861 is a section of the code that has been
in the code, was in the code for nore than 50 years at the
time the DI SC statute was passed, and it provides for how
deductions are to be allocated to gross incone. This --
this appears at page 26a of the appendi x.

Now Congress, in passing the D SC statute, said
quite specifically that it wanted deducti ons under the
DI SC statute to be allocated in a way generally in
accordance with the principles of section 861, which were
wel | -established at that tine.

QUESTI ON:  Where -- where did Congress say that?

MR. GELLER  Congress said that in the reports
of the House, of the tax-witing conmttee.

QUESTI ON:  Just for ny benefit, when it's in the
statute, would you say Congress said it. Wuen it's in
| egi slative history, would you tell nme who said it?

MR, CGELLER:  Yes, Your Honor.

QUESTI ON: Because when you say Congress said
it, | thought you nean it's in the statute.

MR GELLER  Well, it's not in the statute.

It's in the reports of the tax-witing commttees. But,
Your Honor, these were not idle statenents. These were

not statenments of individual Congressnmen, or statenents on
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the floor. These were deliberate statenents put in the
reports of both the House and Senate tax-writing

conm ttees which focused specifically -- specifically --
on how Congress expected these deductions to be all ocat ed.
And | would refer the Court to page --

QUESTION:  And |I'm sure everybody who voted for
t hat knew about those statenents.

MR, GELLER:  Your Honor, these were specific
statenents that went to the heart of the issue that's
before the Court today, and we've quoted them at page 22
of our brief, the blue brief. Congress said that
t hese 861 rules --

QUESTION: The conmttee said. Please, please.

MR, GELLER:. The commttee reports said --
excuse nme, Justice Scalia. The comttee reports said
that -- that the 861 rules, which are inportant because
| ater the regul ati ons thensel ves under DI SC reference the
861 rules, soit's -- and that's the heart of the
Government's argunment in this case, so it's inportant to
under st and what peopl e thought at the tine these 861 rules
meant .

QUESTION:  But -- but why does 861 get you out
of the general allocation provisions any nore than 994
does? In other words, the question was, why do we ignore

the usual rule for apportionnment of R&D? And you said,
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wel I, because 994 is -- is specific and -- and has sone
policies of its owm. And then you said -- and to further
that argunent, you show us 861.

MR CGELLER:  Yes.

QUESTION: But the regs that we're tal king
about, which the Governnment relies on, are under 861.

MR. GELLER. Yes, but the -- the regul ation,
Justice Kennedy, that the Government relies on was added
to 861 after the DI SC regul ations were finalized. It was
added in 1977. The DI SC statute was passed in 1971. The
DI SC regul ations were finalized in 1975. So our position
is it's inportant to understand what Congress in 1971
thought it was doing in the DI SC statute, and therefore it
seens to us extrenely inportant that it said that it
expect ed deductions, including presumably any deducti on,
including R&D, to be allocated in accordance generally
with the principles of section 861, which were described
quite clearly in the Senate and House reports of the
tax-witing comrttees to --

QUESTION: M. GCeller, there's one problem
Per haps you can cast some light on it. The word is
attributable that you pointed to in 994. And the R&D you
have divided into Blue Sky and program or product-
speci fic.

MR CELLER: Yes.

Alderson Reporting Company
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QUESTION: That -- that's Boeing's creation.
The R&D -- that division is emnently mani pul able, it
seens to nme, if it -- it's the distinction whether it's
al l ocat ed across the board because of Blue Sky or
particul ar program or project depends on sonme official act
by a corporate board which could be yesterday, could be
next nonth. It's in the control of the corporation.

MR GELLER: Not -- not quite, Justice G nsburg.
It's not mani pulable. It has to satisfy the regul ations
promul gated under DI SC. The DI SC regul ations -- and here
| would refer the Court to page 33a of the appendix to the
petition, and specifically the grouping regulations --
provide that a taxpayer can only group -- can only group
transactions if they fall within a recogni zed industry
product line. So, in other words, you'can't -- you can't
al l ocate expenses to any sorts of transactions you want.
They have to be grouped in a way that's consistent with
the DI SC st at ut e.

And that's exactly what Boeing did here. The
Blue Sky R&D was attributable to all of their airplane
products, and therefore it was allocated to the groupings
of all of the different airplane prograns. These
programspecific R&D -- and | don't think there's any
factual dispute about this. The program specific R&D was

factually and directly related only to a specific program
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The 747 R&D, for exanple, was -- was factually and
directly related only to the 747 program And that's why
Boeing allocated that R& only to the 747 program

QUESTION:. M. Celler, can | ask you a factual
question that will help ne understand? Does the -- is
there just one DI SC involved here, or do you have several
DI SCs for different product |ines?

MR GELLER No. |It's one -- it's one DI SC

QUESTION: So that what difference would it nake
whet her it was the 747 program or the 727 programif the
DI SC sell s them both anyway?

MR, GELLER  Because, Justice Stevens, under the
statute, conbined taxable income or export inconme is -- is
to be determ ned on the basis of product groupings, or at
| east, the taxpayer has the option of choosing to group by
different products rather than by all the sales of the
DI SC. So, therefore, here, we determ ne what the export
income is for the 747 program which takes the revenues
fromthe 747 program and reduces them by the deductions,
including R&D that's factually and directly related to the
747 program and you -- you cone up with the CTlI for the
747 program Under -- it's not all m xed together as one
group of export incone. Under -- under the statute and
regul ati ons Boeing was entitled to group transactions.

The -- the problemhere is that the regul ation

10
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that the Governnent relies on takes huge anmounts of R&D
that are directly related to a specific program and
al | ocates them anong all of the prograns.

QUESTI ON: But, of course, the converse, |
suppose under your view, all of the R& would go to the
domestic corporation because it all takes place before the
product is put on the narket.

MR GELLER No. It doesn't really matter
whet her the product is on the market or not, Your Honor.
It has to be allocated to a class of gross incone. Now,
that class of gross income may well include, as it does in
this case, products or prograns that aren't yet on the
mar ket that are being devel oped.

QUESTION:  Ri ght.

MR. GELLER  And nonet hel ess, the regul ati ons
are quite clear that the deductions have to be allocated
to that class of gross incone.

So, for example, in the 757 program which was
in -- which was being devel oped in 1982, there were no
sales of the 757 in 1982, and yet there were hundreds of
mllions of dollars of R&D expended in that year. |In our
view, the regulations nmake it quite clear that Boei ng had
to allocate those deductions, that R& and ot her
deductions, to the 757 program

QUESTION: Wl l, what -- what do you say to at

11
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| east this argunment of the Governnment? | -- | guess the
CGovernment woul d probably say, sure, there's -- there's a
ki nd of factual sense in which there is the kind of
relationship that you're tal king about. But if you want
the closest relationship -- the nost perfect

relationship -- you would capitalize your R&D and you
woul d start anortizing it when you actually have a product
that is generating incone that you're selling. That would

be the closest match you coul d get.

That match, in effect, has -- has been -- has
been set aside. Instead of forcing you to do that, the
| aw now all ows you to -- to use your R&D as -- as a

current expense.

Once you start using it, once you start treating
it as a current expense, that very close relationship that
you have, if you had capitalized it, is gone. And what
the Governnent is saying is, it's a judgnment call how
close it's got to be now, now that you have broken the
link and have all owed current expense. And that kind of a
judgnment call is quintessentially the judgnment call that
the -- that the Treasury nakes when it's wite -- when it
wites regul ations.

And why isn't that a pretty powerful argunent?
And if it is, how do you get over the point of

reasonabl eness or -- or Chevron deference as the

12
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Government woul d see it?

MR, GELLER: Well, Justice Souter, you've
descri bed the Governnent's position. Let ne see if | can
respond to it.

But generally, just -- as to the last point --
this is not a legislative regulation. There really is no
Chevron deference that's in play here.

QUESTION: Well, there's -- there's -- certainly
there is sone degree of deference here.

MR. GELLER: There is sone degree of
reasonabl eness.

QUESTION: We can argue whether it's Chevron or
not .

QUESTION: It was a notice and comrent
regul ati on.

MR CGELLER It was, but it was pronul gated
under section 7805. There's no specific provision in the
code that allows the Treasury to issue |egislative regs
here, but I don't want to get off on that because it --

QUESTION:  But you -- if it's -- whether you
call it -- if you call it an interpretive regulation --

MR GELLER  Yes.

QUESTION. -- it still deserves sone respect
froma court --

MR CELLER: Yes.

13
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QUESTION: -- does it not?

MR. CGELLER  Yes, it does but it has to be
consi stent, obviously, with the |egislative schene that
it's interpreting.

Justice Souter, let nme answer your question a
nunber of different ways.

First, it is not at all unique for expenses to
give rise to future year incone. |In fact, nobst expenses
give rise to future year inconme. The fact that an expense
may occur in year 1, and the incone may be generated in
year 2, is a conmonplace. It doesn't in any way --

QUESTI ON:  Sure they do.

MR CGELLER It --

QUESTION:  But the nobst precise way to match it,
| -- | would suppose, is the capitalization way. And the
Gover nnent says once you -- once you | ose the
qui ntessentially perfect way of doing it, then how you're
going to recognize it is a judgnment call

MR, GELLER. Well, | don't accept -- they can't
capitalize it, Your Honor, because Congress nmade a
judgnment in section 174 of the code in order to encourage
R&D to allowit to be imediately deducted in the year in
which it's incurred.

QUESTI ON:  Absolutely. And they say when

Congress made that judgnment, there's a further judgnent

14
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left and that is the judgnment how close has it got to be.

MR. GELLER: Yes, but the Governnent's

regul ation here is not close at all. The Governnent
concedes that -- that expenses for R& give rise to future
year incone. They can't -- because of section 174, they
can't --

QUESTION:.  Well, sonetines -- sonetines they do

and sonetinmes they don't. | nean, if things work out
fine, the answer is yes. |If they don't work out fine, the
answer is no. And that's -- that's one of the -- that's

one of the problens that the Governnent raises.

MR CGELLER: Well, look at what the 8(e)(3)
regul ati on does, Your Honor. It doesn't nake any attenpt
to match current year R&D expenses with some future incone
that mght be generated fromthat R&D. = What it, instead,
does, it allocates all of that incone to current year
expenses -- to current year revenues for products that
have no rel ati on whatsoever to that R&D

For exanple, let me say -- cone back again to
the 757 program

QUESTION:. Well, here -- may -- may | interrupt
you with this question?

MR CGELLER  Sure.

QUESTION:  You say it has no relation

what soever. | take it then you are saying that the

15
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Government is sinply factually wong when it makes the
statenent that R&D, which may have a closer relation to
one product line than another, nonethel ess tends, as a
general rule, to have benefits that go beyond product
lines. W -- they -- they, in effect, say, |ook, you

| earn useful things, and you use themall over the place.

Are you saying that that is factually wong?

MR CGELLER: Yes. I'msaying that -- that --
I"msaying clearly in this case it's factually wong. For
exanmpl e, this case went off on cross notions for sunmary
judgnent. There was really no dispute that Boeing had --
as a factual matter -- allocated the R&D expenses
correctly. As a factual matter. The Governnent said they
had to be reall ocated because of this conclusive
presunption in section 8(e)(3).

But, yes, I'mtelling you, Justice --

Justice Souter, that that's incorrect as a factual matter,
that in fact, under section 174, in order to take a
deduction for R&D at all in any circunstance, DI SC or no
DI SC, the taxpayer has to be able to factually relate that
R&D expense to a particul ar product.

QUESTION: Ch, you've got to show the
relationship --

MR, CGELLER: Yes, factual relationship

QUESTION:  -- but it doesn't follow fromthat

16
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that there is no benefit to product |ines outside of that
rel ati onship.

MR. CGELLER  Yes, but if there -- there could
well be a spill-over benefit to future product |ines, but
that doesn't, A nean that it's not directly and factually
related a specific current program

And al so, |look at the oddity and anomaly of the
Governnent's position here, Justice Souter. Even if it
is -- there is some spill-over effect for future product
i nes, when the Governnent -- when the -- when Boei ng was
devel oping the 757, it's conceivable that they were
| earni ng things that would benefit future products. But
what the Governnent does is take all that R&D and all ocate
it to existing products, sales of existing products that
coul dn't possibly have benefitted fromthat R&D

QUESTION: That's so. But could -- I'd Iike
very much to hear your response to Justice Kennedy's
guestion. Was it -- and where we started was with Justice
Scalia and Justice Kennedy. And as | understand where
they were driving, there is a statute, and the statute is
DISC. And under this statute, there's either sone
| anguage, or there's some history anyway, which is of
interest to ne, which says when you work out the
al l ocation rules, follow section 881 -- or 861.

MR GELLER  861.

17
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QUESTION: 861, which is for allocation of al
ki nds of things --

MR GELLER Well --

QUESTION: -- for Puerto Rico, to abroad,
et cetera.

So now we | ook to 861.

MR CGELLER  But --

QUESTION: And | o and behold, what they did in
861, after DI SC was passed, is they changed the 861 rules,
and in those changed rules, it says you're going to
all ocate everything to a SIC category called
transportation services. And then it has a little
sentence here. The taxpayer may not subdivide the
categories in this list.

MR CGELLER  Yes.

QUESTION: All right? So that's their 861 rule.

MR. CGELLER That's -- that is the --

QUESTION: Al right. Now, what legally is
wong with that --

MR CGELLER: What's legally --

QUESTION: -- since Congress told themto use
861, and here they're using it.

MR CGELLER Well -- well, there are a number of
things wong with that, Justice Breyer. The first is, as

you yourself pointed out. At the time Congress nmade this

18
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cross-reference, at the tine the |legislative history said
that the rules under 861 would be followed, and at the
time the regs were issued in 1975 that cross-referenced
861, this 8(e)(3) rule, which is an aberrational rule,
doesn't follow the general guidelines of the 861 rules.

It was not even in the regul ation.

QUESTION. That's right. 1In respect to that,
for you to win on that, we'd have to say that Congress
intended that the rules be different for DISC s than for
Puerto Rico, for Europe, for Saudi Arabia --

MR, GELLER. Ch, absolutely. Absolutely.

QUESTION: -- for everything. O we'd have to
say that we're throwing out this reg for everything.

MR. GELLER: No, no, no. The reg has nany ot her
applications, and we're not suggesting that it be --

QUESTION: So you're saying DI SC has to be
different.

MR. GELLER I'msaying DISCis different,
Justice Breyer

QUESTI ON: Ckay, what in --

MR, GELLER: And let nme explain, if | could --

QUESTION: Yes. That's what | wanted to --

MR, CGELLER -- why DISCis different.

QUESTION: That's -- we are. | -- all right.

MR, GELLER: DISC is different because -- for

19
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two reasons. One is, DI SC provides preferential tax
benefits to a -- to a subclass of net incone, export net
incone. It is critically inportant to have an accurate
cal cul ati on of what the export net income is. You cannot
have an accurate cal cul ati on of the net inconme from sales
of 747s if you're going to start with the gross revenues
fromthe sale of 747s, and then you're going to deduct
fromit expenses that have no factual relationship to
747s. You inevitably are going to be left with an
erroneous net incone cal cul ation.

Now, | want to also add that this was focused on
in 1973 and 1975 when the Treasury was issuing its DI SC
regul ations. In 1973, Treasury issued proposed
regul ati ons under 861 that specifically said how R&D was
going to be -- was going to be allocated in the context of
a DISC. They gave an exanple, which is identical to the
exanple of this case. It was an exanple involving a
manuf acturer that manufactured four-, six-, and eight-
cylinder engines. Each was grouped as a separate product
line, as it was entitled to be --

QUESTION: I'll assume the exanpl e was
i denti cal

MR, GELLER. It is identical

QUESTION: And | will take your words that you

have just said.

20
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MR, CELLER  Yes.

QUESTION:. And I will ask you why a different
person quoting those words coul dn't nake the identical
argunent in respect to the trenendous tax advantages given
to Puerto Rico --

MR GELLER  Because --

QUESTION. -- or in respect to the suprene
i nportance of having allocation between Europe and the
United States anong subsidiaries --

MR, GELLER. You'd have to look -- you'd have to
| ook --

QUESTION:  -- and principal corporations be
accurate.

MR. CGELLER  You'd have to | ook at those
statutes. It may well be that 8(e)(3) couldn't be applied
there at all if it would lead inevitably to an incorrect
cal culation of -- of that net incone.

But there's sonething in addition here, Your
Honor. Two things in addition. First, Justice Breyer,
the 994 regul ations do not incorporate verbatimall of
these 861 rules. They don't incorporate 8(e)(3). They
don't incorporate -- they say that the allocations to be
made under section 994 are to be done generally in
accordance with the rul es under 861.

At the time that that was put in the
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regul ati ons, the rul es under 861 unequivocally provided
that there had to be, for every allocation, a direct
factual relationship between the expenditure --

QUESTI ON:  Yes, but that doesn't nean when --
you say in accordance with 861. Does -- does that nean as
it now exists, or --

MR CGELLER  Yes.

QUESTION: -- 861 as it may be anended from --
or, you know - -

MR CGELLER | --

QUESTION: -- as it may be interpreted fromtine
to tine by -- by --

MR CELLER: Not -- not --

QUESTION:  -- by Treasury?
MR. GELLER | believe, Justice Scalia, not if
an aberrational -- not if a rule could be put in several

years later that's inconsistent with the rules that the

tax-witing commttees and that the Treasury Depart nent

assuned - -
QUESTION:  But that --
MR, CGELLER -- would be the 861 rules.
QUESTION: That's a different argunment. That --
MR, GELLER. That excepts --
QUESTION: What |'msaying is it doesn't seemto
me, even if you believed in -- in legislative history, you
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can't rely on the fact that they say it's going to be done
pursuant to 861. The Governnent says, we are doing it
pursuant to 861.

MR, GELLER: But not pursuant to the rules.
This is -- if you look, in fact, at the 8(e)(3)
regul ation, Justice Scalia, it begins by explaining why
it's deviating fromthe general rules of 861, why it felt
the need for R&D to deviate fromthe general rules that
require a factual connection between expenditures and
revenues.

Now, there's another -- there's --

QUESTION: If you -- if you want ne to say that
a regulation drawn after a statute was enacted, another
statute, is -- is invalid because the intervening statute
is -- is applicable instead, what -- what case do | cite,
or what rule? Is -- is the rule just that the specific
controls over the general? | nean, is that all we're
tal ki ng about ?

MR, GELLER. It is. It is certainly the
specific controls over the general. It is also the fact
that there was a regine here that requires a -- accurate
cal cul ati on of export incone. The rules that were
promul gated in 1975 did that. An aberrational rule was
put in in 1977 which we say is inconsistent with the

accurate calculation of net incone and can't be appli ed,
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at least in this context.

But there's another reason, Justice Kennedy, why
the 1977 8(e)(3) regulation is inconsistent with DI SC, and
that's the grouping regulations, which I want to call your
attention to, which is a very, very inmportant part of the
DI SC stat ute.

If I could call the Court's attention to the
groupi ng regul ati ons which appear at -- at 994(c)(7),
which is the bottom of page 33a of the appendix to the
petition, you will see that the -- the taxpayer was
entitled to group its products, to figure out export
i ncome not in gross, but on the basis of each product or
recogni zed product line, which is what Boeing did here.

And if the Court would ook at (6)(iv) in the
m ddl e of page 33a, you'll see that the regul ations
provide that the taxpayer's choice as to howto group is
controlling -- controlling. And the regulations go on to
say that costs deductible in a particular year shall be
al | ocated and apportioned to the classes of gross incone
resulting from such grouping.

QUESTION:  Now -- now, perhaps you can help ne

here because this is a conplicated statute. |Is the
Government going to answer that, of -- of course, that

is -- is controlling, but that is only for the purpose of
one of the three -- of -- of one of the three choices that
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it makes in -- and -- and it's nmade the choice to have the
conbi ned i ncome?

MR. CGELLER Yes, that's the Governnent's
argunent. But it's conpletely inconsistent with the words
of the regulations, Justice Kennedy. The regul ations say
that all of the determ nations under (c) have to be nade
consi stent with the grouping, including the allocation of
deductions. So --

QUESTION:  And where -- where does it say that?

MR, GELLER: It says it in the |anguage that |
just read to you, that the -- all -- that the costs
deductible in a taxable year shall be allocated to the
items of gross income resulting from such grouping.

So, here, Boeing grouped its -- its classes of
gross incone --

QUESTI ON:  Where were you reading from
M. Geller? I'dIlike to follow

MR GELLER Excuse ne. Yes.

QUESTI ON: What were you reading fronf

MR CGELLER: I'mreading -- I'mreading in the
m ddl e of page 33, Justice Stevens, the (iv), the
par agraph - -

QUESTION: Oh, nunber iv, okay.

MR. GELLER  -- which tal ks about how costs are

to be allocated after the taxpayer has chosen particul ar
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gr oupi ngs.

QUESTION:  These are the regul ations --

MR, GELLER: Under DI SC

QUESTION: -- under the DI SC schene.

MR, GELLER: That's right.

QUESTION: Correct?

MR, GELLER. That's exactly right, Justice
O Connor .

QUESTION:  And this is how Treasury initially
t hought the DI SC scheme shoul d be --

MR. CGELLER  There's -- there's nothing in

this --

QUESTION:  And you're reading under (iii)?
Sub (iii)?

MR, GELLER I'mreading -- sub (iv), (iv).

QUESTION:  Sub (iv).

MR GELLER:  (iv), Justice Kennedy. This is
cruci al .

And if you look at the Eighth Circuit's decision
in St. Jude, this is one of the provisions that it
referred to as -- as showing that 8(e)(3) is conpletely
i nconsi stent with the --

QUESTION: But the problemis then al ong cone
regul ati ons under the general 861 provision governi ng R&D

expenses, and they don't track each other. So howis it
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that we --
MR. GELLER:  You have inconsistent --
QUESTION: -- don't defer to the Treasury

Departnent interpretation? That's the sticking point for

nme.
MR, CGELLER  Well, Justice --
QUESTION: W owe sone kind of deference.
MR, GELLER | appreciate that, Justice

O Connor. You don't defer, | think, for several reasons.
First, the |language of the statute -- it's

critical to determ ne an accurate cal cul ati on of export
net incone. The 8(e)(3) regulation provides concl usive
presunptions in place of factual matching so that it
inevitably will lead to an incorrect -- and secondly, as |
said, the -- it was the understandi ng of everyone,

i ncl udi ng the Treasury Departnent when it issued the DI SC

regul ations in 1975, that the taxpayer's choice of

groupi ng woul d be controlling, that -- that allocations of
deducti ons, including R& deductions, would be -- be nade
on the -- on the basis of the taxpayer's grouping. And

when 8(e)(3) cones in, it says, no, no, no. For R&D --
QUESTION:. M. Celler, on that point doesn't the

word grouping, the last word in subparagraph (iv), refer

to the three choices in subparagraph (vi) of the -- on --

on page 32a?
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MR. GELLER: No, no, no. | think it refers to
the -- to the choices that are to be made in paragraph
(vii) at the bottom of page 33a, and the top of 34a.

The groupings are -- you can -- you can
determ ne CTl, Justice Stevens, either on the basis of
each individual transaction, which would be very, very
cunbersone. Congress understood that and therefore
expected that there would be grouping. The taxpayer is
entitled to choose two different ways to group its
transactions. One is by recognized product line -- which
is what Boeing did here, the 747s, the 767s, the
recogni zed product lines -- or basis of SIC code. Boeing
coul d have chosen to group its transactions by SIC code.
It chose not to do that.

And nonet hel ess, the 8(e)(3) regulation cones in
and insists that although all other deductions can be nade
on the basis of the product groupings chosen by Boei ng,
whi ch the regul ations say are to be controlling, this one
cl ass of deductions, R&D, has to be allocated on the basis
of SIC code. And that's conpletely inconsistent with the
statenent in the mddl e of page 33a that we were tal king
about that says that all of the deductions are to be
all ocated on the basis of the taxpayer's grouping, and
that that grouping is, in the words of the regul ation,

control ling.
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QUESTION:. M. Celler, I don't want to eat up
your -- your rebuttal tine.

MR. CGELLER  That's all right.

QUESTION:  But -- but the Government is going to
come back and say, look it, if you did it transaction-by-
transaction, we would apply our normal rule under 861.

MR, GELLER. If you did a --

QUESTION: You say it's a lot different.

MR, GELLER: | think the -- actually --

QUESTION: Wuld that be correct if they did --

MR. GELLER. No, no. It would actually help our
argunent. If you did it transaction-by-transaction, you
took an individual sale of a 747 --

QUESTION:  Ri ght.

MR, GELLER -- airplane and 'you tried to figure
out what the export net income was fromthat sale, it
seens to ne you would start with the cost of the -- of the
revenues generated by the sale of that single airplane,
and then you would try to figure out what costs were
incurred in producing that airplane, including the R&D
costs. You would never, | think, take costs that were
incurred that year in trying to develop a 787 airplane,
whi ch had no rel ationship whatsoever to the sal e of
that 747, and attribute those costs to it in order to

reduce the net inconme. That's what the 8(e)(3) regulation
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does.

If the Court has no further questions, 1'd |ike
to reserve the balance of nmy tine for rebuttal. Thank
you.

QUESTION. M. Jones.

ORAL ARGUMENT OF KENT L. JONES
ON BEHALF OF THE RESPONDENT

MR, JONES: Thank you, Justice Stevens, and may
it --

QUESTION:. M. Jones, before | |lose the thread
of -- my thread of thought, is it correct what M. Geller
just said, that if it was done transaction-by-transaction,
you woul d not use the sane -- the sane allocation basis
that you're using here?

MR JONES: No. If it were done on a
transactional basis, which is the -- the base case
provi sion under DI SC, 861 regs would tell us how to
all ocate costs to the income fromthat transaction

And what -- | nmean, really the -- the first
poi nt of departure that M. Celler made fromthe statute
is that he suggests that only costs -- or that any -- the
costs must be factually related to an itemof incone to be
set off against it. But that's not the statutory
st andar d.

QUESTION: Well, this is kind of sinplistic, but

30

Alderson Reporting Company
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

it does seemthat in -- in the 1970s, Congress wanted to
encourage exports, and to do that, they thought they
shoul d nake some incone tax advantages for conpanies
produci ng products for export. And that involved all ow ng
groupi ng of products and favorable income tax treatnent
which, if you didn't have the -- the 861 regul ati ons on
R&D, woul d all ow the taxpayer to do what the petitioner is
argui ng here.

So, it seens to ne the argunent is that the 861-
regs are just so contrary to DISC that they shoul dn't
govern and don't govern. |Is that the thrust of it?

MR JONES: Ch, clearly that's not the case.

The 861 regs were -- were fornulated for the purpose of
det er mi ni ng conbi ned taxable inconme for DI SCs and FSCs.
That's what Congress -- that's what the commttee said
they wanted the Secretary to do under the DISC, and that's
what the 861 -- if you look at 861(f)(1)(iii), it says
that expressly. So --

QUESTI ON:  But 861 applies generally, doesn't
it, not just to DI SCs?

MR JONES: It -- it applies generally, but it
was specifically forrmulated with the cal cul ati on of
conbi ned taxable incone for DISCin mnd. And soit's --
it'"s illogical to suggest, as -- as they do --

QUESTION: The statute was, or the reg --
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QUESTION:  You nean the reg?

MR JONES: I|I'msorry. | neant the reg. The
861-8 reg was -- was fornulated with the cal cul ati on of
conbi ned taxable inconme expressly in mnd, and we know
that both by the ternms of the reg 861-8(f) --

QUESTION: Well, how do we know t hat?

QUESTION.  Getting back to Justice Scalia's

guestion, and | think it relates to what Justice O Connor

is asking too, is -- is your answer to the |ast argunent,
that a transaction-by-transaction basis -- we would --
woul d clearly not have this problem-- is we clearly would

have this problemand we'd | ook at 861, and you'd | ose
there too? O is that not your answer?

MR JONES: Well, that's one way of naking the
point, but let me -- let ne address directly --

QUESTION:  No, no. | want to know what your
position is.

MR. JONES: Well, ny position is they've totally
m sdescri bed the grouping provision of the DI SC regs, and
once you understand it, you will appreciate that the 861-8
regs apply to all of these transactions. And you can --
you can see that by |looking at only two pieces of the D SC
regs.

The DI SC regs, at page 29a in the mddle of the

page, says, grouping of transactions for purposes of
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applying the pricing nethod is provided by (c)(7). So,
you group to decide what your pricing nmethod is, and if
t hey choose the -- the conbi ned taxabl e i ncone nethod,
whi ch they've done here, then you go to (c)(6), which is
back on page 33a.

(c)(6) says here's how you determ ne conbi ned
taxabl e inconme. You take the incone. You deduct the
costs of goods sold, and then you all ocate under
provi sions of -- of section 861 regs. And then the
provision that M. Celler cites says -- is the (iv)
provi sion, which says you that allocate the costs to the
itens of incone resulting fromthe group. That's what the
groupi ng does. It groups the incone, and then against
that inconme, we apply the costs allocated under the
section 861-8 regs. It is --

QUESTION:  \Where is -- where that's | ast
| anguage I'mlooking for? It's on --

MR. JONES: |It's 33 of the petition appendi x.

QUESTI ON: 33a, yes.

MR JONES: |It's the last phrase of the -- of
the item(iv), and it says that we allocate costs to the
incone resulting fromthe grouping. Now, that's what the
grouping is all about. They're allowed to pick out a
series of transactions, group the incone, calculate the

CTl for the group, so they don't have to file a separate
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report for a thousand different transactions. That's al
that the grouping is about.

Now, that's been the Secretary's interpretation
of his own regulations for 25 years. And of course, under
this Court's precedents, his interpretation of his own
regulations is entitled to controlling weight unless it's
i nconsistent with the provisions of the text of the regs.
And as the Tax Court explained in the St. Jude case, and
as | have just described, the text of the reg says you
al l ocate under 861 to the inconme resulting fromthe
gr oupi ng.

QUESTION: All right, that's fine. But he says
that -- and what you're supposed to do is you' re supposed
to, | guess, subtract the costs which are allocated to the
items of gross income in that group. [I's that what you're

supposed to do? You take the gross receipts in that

group --
MR. JONES. You take the gross receipts for that
group --
QUESTION: -- and you subtract the costs.
MR. JONES: -- and then you allocate costs --
QUESTI ON:.  Yes.
MR. JONES: -- under 861.
QUESTION: Right. Now, you allocate them
under 861.
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MR. JONES: Right.

QUESTION. So we go to 861 --

MR JONES: Right.

QUESTION: -- and he says, now, if you | ook at
861, and try to allocate according to 861 to the group
that they've picked out, it's seriously nuts, basically.

| mean, inmagine that you had a farnmer and the
farmer raised roses, and he had sone fishes, and -- and
what he has is he does research on fish diseases. And he
says -- you'd say, well, ny goodness, you're going to
all ocate his whole | aboratory costs which does nothi ng but
fish diseases to the growi ng of roses because both are
farm ng or fisheries.

Now, is it -- sonething like that is really out
of whack, it makes so little sense that that isn't a
reasonabl e nethod of allocation under anybody's theory.

MR. JONES: That's -- that's a fair synopsis of
their position, and -- and the defects in it --

QUESTION:  Ri ght.

QUESTION: So why is it reasonable to allocate
the fish disease research to rose culture?

MR. JONES: Well, let nme start with what the
Secretary was supposed to do in the regs, and get to you
t he answer to your question.

The -- the statute on which the regs are adopted
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doesn't just say you allocate the costs that are
definitely related to the product in determ ning what
costs woul d be charged against it. It also says you
allocate to it a share of costs that cannot definitely be
all ocated to any particular itemof incone.

Now, when the conundrum for research costs --
and the reason that we have a separate regulation for it
is that there's nore than one way that research costs are
treated under the code. Wen research costs are
capitalized and anortized over their useful life, they're
then properly attributed -- as this Court said in
I NDOPCO -- to the revenues as they're received. But when
the taxpayer nmakes the election that section 174 gives it
to take a current deduction, it severs any relationship
bet ween the costs and the incone. There is a m smatching,
as we say. There is no proper connection between the
costs and the incone.

Now, the reason that we need to -- the -- the --
in that case where there is no definite relationship
bet ween the costs and the inconme, the default principle of
the statute is that the costs are to be allocated over al
i ncone of the taxpayer, not just the incone from any
speci fic product, but the incone from--

QUESTION: He'll grant you all that. He grants

t hat .
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MR, JONES: No --

QUESTI ON:  But he says, you know, sometines it
is clear. For exanple, it is clear that roses don't get
fish diseases, and simlarly, he says, it is equally clear
that -- | don't know the factual details, but he says it's
equally clear that a 727 research is not as vague as a --
is -- is different froma 757. Just the sane -- roses and
fish diseases. And he says where it's that clear, it's
not reasonable for the Treasury to try to pretend that
it's vague or hard to allocate, et cetera.

MR. JONES: The -- a reason why the regulation

is reasonable is because if, as | have just said, the

statutory default cases -- you can apply it against al
incone. What the Secretary has said is, well, I'm not
going to nake you apply it against all ‘income. 1'm going

to make you apply it only against a subcategory of incone,
in this case, the incone associated with sales of a
product from which foreign sales incone mght be derived.
QUESTION:  Yes, but you use this link -- this
severance argunent, and you say, oh, well, once you do
this, you sever the expense fromthe future incone.
I woul d have thought -- please correct ne if I"'mwong --
that all expenses are -- are severed in the sense that al
expenses can be used for future incone.

MR JONES: No. That's a -- that's a fallacy
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in-- in the suggestion of M. Geller that m smatching
occurs all the time. It's very rare for msmatching to be
tolerated. For exanple, if a taxpayer spends $10 buil di ng
a widget in year 1, and sells the widget in year 2, the
$10 he spent in year 1 isn't mismatched. It's put in the
i nventory costs. |It's charged as a conmponent of the costs
of goods sold in year 2, when the itemis sold. The code
is -- and the Secretary is very thorough about routinely
requi ring matchi ng of expenses.

This is an exceptional situation created by the
Congress allowi ng the current deduction, but as Justice
Sout er pointed out, allow ng the current deduction for
research doesn't mean that that's -- that Congress deci ded
it was definitely related when it was taken. It clearly
isn'"t definitely rel ated.

And so ny -- ny point was that if it would have
been reasonable for the Secretary to just do what the
statute says, which is we'll apply it against all incone,
it's nore reasonable, the Secretary decided, to apply it
against a snaller category. And then -- and then 5 or 7
years later, the Secretary decided it was even nore
reasonable to -- to apply it against a sonewhat narrower
category, and we got down to SIC code 3.

Well, these are all alternatives, each of which

is reasonable. They're nore reasonable than the statutory
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default case, the Secretary decided.

QUESTI ON:  Under code 3, would there be any
difference? It was still transportation equi pnent as a
cat egory.

MR. JONES: For Boeing, we can go all the way to
SI C code category 4, which is planes and parts. | nmean,
this -- this issue is sort of abstract in this case
because what ever, you know, objective test the Secretary
had used, it would result in the same in -- in this case.

QUESTI ON:  Where does the statute say you could
just apply it across the board? By -- the statute in 994
that | have just refers to 50 percent of the conbined
taxabl e i ncome, and that doesn't define --

MR JONES: |'mtalking about section 861, which
is at page 26a of the petition appendi X.

QUESTI ON:  26a, yes.

MR. JONES: And subpart -- part (b) in the
m ddl e says that you allocate a ratable part. It says
par, but | think that's ratable part of expenses which

cannot definitely be allocated to sone itemor class of

gross inconme. So you -- and you -- you would under the
default case nmake that allocation across all itens of
i ncomne.

QUESTION: Well, his argunent is that it can --

that -- that the research on fish can definitely be
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all ocated to fish

MR JONES: If -- if it's currently deducted, it
cannot be definitely allocated to an item of incone. You
see, petitioner just takes two words out of the statute
and changes them The statute says you allocate costs
that cannot be definitely allocated to an item of incone.
And he says, well, we allocate costs that are factually
related to a product. Well, that's not what the statute
either says, or is about. W allocate costs to incone not
to products.

Now, the --

QUESTION: It says itemor class of gross
i ncone.

MR. JONES: Right.

QUESTION: What is -- what is class of gross
I ncome?

MR JONES: Well, for exanple, if they group
products, they -- they group all the sales of Boeing 707s.
Then you allocate the costs to that group based on the
costs that can be directly all ocat ed.

QUESTI ON:  For that year.

MR. JONES. -- and they share --

QUESTION: You're saying it has to be that year.

MR. JONES: Yes, and a share of the costs that

cannot be directly allocated to an item-- to any item of
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i ncone.

Now, this -- the reasonabl eness of this -- of
the Secretary's approach is especially clear in |light of
the alternatives that he faced. |If he had adopted the --
the position that petitioner prefers, the result would be
that petitioner would claiman expense agai nst a product
that was going to be built and sold some other tinme, and
never charge that expense agai nst that product when it's
sol d.

Now, the obvious and uni npeachabl e result of
that is they overstate their foreign sales inconme. And in
this case, they do it by $2 billion over the period that's
at stake. They overstate their foreign source inconeg,
whi ch has the direct consequence of overstating the -- the
DI SC and FSC benefits that they cal cul ate based on that
amount of conbi ned taxabl e incone.

QUESTION: But isn't it true, just going back to
Justice O Connor's thought, that -- that the
consequence -- the Governnment's position is that al
research and devel opnment cost gets allocated to the DI SC

when you're in a business like they are?

MR. JONES: | think that's -- | don't understand
the factual context of that statenent, but the -- the
answer is all research costs, |ike every other type of
cost gets charged against the incone -- against foreign
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sales inconme to the extent that --

QUESTION:  Proportionately.

MR. JONES:. Proportionally, yes, thank you.
Pro rata if it's not current -- you know, if it's

currently clainmed and not capitalized and anorti zed.

If it's capitalized and anortized -- | should
just point out because it's -- it is a factual point that
is worth knowing. |If it's capitalized and anortized, then

the costs are recovered as part of the cost of goods
sold --

QUESTION. No. | -- | understand the
di stinction between capitalizing it and -- and taking it
in the current year. But it seens to ne that -- that
the -- the net result of the Governnent's approach is
that -- that all of the -- all of the research and
devel opnent expense of the conmpany woul d be attri butable
to the DI SC

MR JONES: It would just be attributable to
the -- to -- well, | nmean --

QUESTION: If -- if the DISC is 25 percent of
its sales --

MR JONES: If all --

QUESTION. -- 25 percent of its R&D --

MR. JONES: Correct. |If all the sales were DI SC

sales, then -- then you would be right. But if -- if sone
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portion of the sales were donestic, which is certainly the
case with Boeing, then that portion would be allocated to
that portion of the income. | nean, this pro rata
allocation that |'ve been tal king about, that what you're
all ocating between is the sales that the DI SC nakes and
the sales that the DI SC doesn't nake.

QUESTI ON:  What are the -- just out of
curiosity, what are the rough proportions of -- of
overseas and donestic sal es?

MR. JONES: | believe the record says sonething
like two-thirds of Boeing's sales during this whole
10-year period were overseas and, therefore, | assune,
made t hrough the DI SC

QUESTION: But just as a housekeeping matter, if
Boeing were to prevail here, would it still be open for
the Governnent to say, well, all right, you can allocate
al ong your product lines, but the Blue Sky portion stil
has to be greatly increased?

MR, JONES: You nean, would it be open at this
stage --

QUESTION: | think I've got the right color.
The Red Sky and the Blue Sky. The Blue Sky is the
general. Correct?

MR JONES. Yes. At this stage of --

QUESTION:  And that was about some 20 percent.
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If -- if the -- if Boeing prevails, can you still go back
and say, okay, you get the product line, but you ve got to

add anot her 20, 30 percent to the Blue Sky?

MR, JONES: | hate to nmake a concession that |I'm
not 100 percent certain -- certain about, but --
especially since, you know, it -- it could be of
i mportance. | do not believe that issue is open, but
it -- but if it were, | would reserve our right to address
that. But | don't -- | don't know exactly how it would be

open.

QUESTION: M. Jones, | thought -- maybe |'m
confused, but | thought the Governnment's position was Bl ue
Sky, product-specific -- this is R& and we treat R&D a
certain way and we don't buy into that line, which is set
by the conpany.

MR JONES: Ch, | agree conpletely, but -- but I
under st ood Justice Kennedy to be saying that if the Court
adopt ed Boei ng' s approach, would there then be a factual
guestion about what part -- whether the Blue Sky anount
was accurately described in the record. And | just don't
know for certain. M assunption is that that's not stil
open.

QUESTION. Is -- is it open as to -- suppose
the -- you were to say the following. Were a taxpayer

can show that a particular R&D expense can be definitely
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all ocated to sone itemor class of gross income, other
than the DISC class in this situation or whatever, where
t hey can show that, then the conm ssioner cannot require
themto allocate it to a different item

MR JONES: Well, it -- 1 --

QUESTION:  That woul d be just taking the words
of the statute. Now, suppose you said that.

MR JONES: It sounds -- it sounds |ike you
correctly described the statute, and |l et me point out that

if they, for exanple, did their fish research or whatever

it was --

QUESTI ON:  Yes.

MR, JONES: -- and they capitalized and
anortized it to the -- to the appropriate products and

charged it, then -- then they would be entitled to --

QUESTION: So -- so that's what -- that's what |
find difficult to reconcile with the 861 -- 861-8 -- what
isit called? It's 861-8 --

MR JONES: (e) --

QUESTION:  -- (3) --

MR JONES: (3)(i).

QUESTION. -- et cetera -- sentence which says
but you have to use two-digit SIC categories because
| think they're so broad, those categories, that it should

be possible, like ny fish exanple, to find instances where
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you could. And why aren't they in that category?

MR, JONES: First, it only -- that only applies
if they' re deducted under 174. So -- so we've narrowed
the issue that much. And when they're deducted under 174,
as |'ve said, there were a series of reasonable
alternatives facing the Secretary based fromthe statutory
default case that you allocated across all incone.

Now, the reason | keep stressing that point is
because this Court's decisions are very clear that the
Court, especially in the context of Treasury regul ations,
doesn't sit here to decide the wi sdom of the particul ar
rule chosen. It only -- in the words of Correll -- |ooks
to see whether sone reasonabl e nethod was applied, not
whet her this was the best one, or the nost |ogical --

QUESTION: Yes, but it seens to ne that what
you're doing is -- is quarreling with the decision
Congress made under 174. Congress said R& is inherently
somet hi ng that ought to be capitalized, but we think it's
so inportant, it's going to be expensed. And you keep
saying that, well, you know, really it can't be expensed.
We're going to, in effect, nake themcapitalize it anyway.
That -- that's --

MR JONES: No. W're -- we're not making them
capitalize it. | nmean, | would cite, really, ny

expl anation of that as Justice Souter's question earlier,
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that -- which is that the -- the decision to allow this
current deduction is effective in determ ning taxable

i ncone for domestic purposes. W don't dispute that
there's a deduction, but I'll point out 861 -- the nere
fact there's a deduction doesn't tell you howto allocate
it. And the -- 861 says that if the deduction is not
definitely related to sone item of inconme, then you charge
it against all the itens of incone.

QUESTION: Can -- can | cone back to the Bl ue
Sky expenses? A question that was asked earlier caused ne
to question ny understandi ng of the case.

As | understand it, Boeing is willing to accept
a ratable portion of the Blue -- Blue Sky expenses in its
DISC. Right?

MR. JONES: VYes. They actually want to --

QUESTION:  Just a -- what it -- what it's
objecting to is -- is those expenses that -- you know,
that -- that go to fish research, those expenses that are
identifiable to a particul ar category.

MR JONES: Just to elaborate, that go to fish
research that that -- that were deducted currently rather
than anortized over the proper future inconme. That's --
that's what this case is really all about is this
peculiarity --

QUESTION:  But that's the whol e schene that
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Congress passed in the "70s to try to encourage exports.
So it just -- the interpretation of 861 in the regs seens
to go somewhat contrary to the overall purpose of the
schenme for D SCs.

MR. JONES: Several -- several courts have
correctly said that the purpose of the -- of the conbined
taxabl e incone calculation is to serve as a limt on the
DI SC and FSC benefits. Congress didn't intend unlimted
benefits. They didn't intend to all ow benefits of the
type that Boeing is seeking where they inflate their
foreign source incone by not -- not putting the costs
against that incone in calculating it.

And so, the answer to your question is no. The
Secretary's rule is designed to acconplish the correct, in
the Secretary's view, determ nation of conmbi ned taxable
i ncome for this very purpose.

Now, it -- | think that -- that the issue
that -- that nmay actually be the one the Court wants to

consider first is that in 1984, when Congress enacted the

FSC provision, it -- it in our viewratified and adopted
the very cost -- research cost allocation regulation that
we have in this case. 1In -- in the Deficit Reduction Act

of 1984, there are two provisions that relate to this
case. Congress adopted -- enacted the FSC which, of

course, is based on the provisions of the DI SC, and -- and
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it also contains the conbined taxable inconme nethod of
limting the -- the benefit. And -- and at the sane tine
that they adopted the FSC, they enacted a provision that
took one piece of this regulation out and suspended it.
That's the piece called geographic sourcing. That, for
pur poses of citation, is 1.861-8(e)(3)(ii).

This case is about 1.861-8(e)(3)(i), which is
the rule that cal cul ates conbi ned taxable inconme. And
when Congress took out -- said we're going to suspend this
geogr aphic sourcing rule in this regul ation, they said,
we' re not suspending this regulation for application in
cal cul ati ng conbi ned taxable inconme for DI SCs and FSCs.

Vel l, under this Court's decision in
Lorillard v. Pons, that is a ratification and adopti on of

the regulation. The Court made the point in Lorillard

that when a --

QUESTION:. Can | -- M. Jones, can | go back for
just a second -- and be sure | understand sonething
right -- to the fish/roses hypothetical? Am1 correct in
assumng that the fishes -- the research on the fishes

woul d be charged to the DISC only if fishes and roses were
in the same SIC groupi ng?
MR. JONES: Under any scenario, that's correct.
QUESTION:. OCh. So if they're in a different

groupi ng, then the rose farnmer woul dn't have to pay for
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the fish research

MR. JONES: That's correct. | was assum ng you

carefully constructed your question.

QUESTION:  But the -- but the grouping can be as

broad as -- as transportation equi pnent.

MR. JONES: It can be quite broad.

QUESTION: That's a pretty broad group.

MR JONES: It can be quite broad. But the
point is that it's not --

QUESTION: And it includes, by the way,
agriculture, forestry, and fisheries. That's one
cat egory.

(Laughter.)

MR JONES. It's not -- it's -- the point is
it's not as broad as the statutory default rule. The
statutory default rule is by definition reasonable, and
the -- the narrower rule that the -- that the --

QUESTION:  You've lost ne. The statutory
default rule --

MR JONES: |Is that you apply these costs

against all itenms of inconme because they're not definitely

related to an itemof incone. That's the statutory
default principle.

QUESTION:  VWhere is that?

MR. JONES: That's in 861(b) at page 26a of the

50

Alderson Reporting Company
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

petition appendix. It says that --
QUESTI ON: Got you.
MR JONES: Ckay.
Now, on the ratification point, Lorillard v.

Pons nmakes the point that when Congress enacts a statute

that's based upon a -- a prior -- the provisions of a
prior act, it is assuned to have adopted the -- the
adm ni strative interpretation. Now, that's not a -- by

itself an overpowering presunption, but what Lorillard
poi nted out was that when Congress, in doing that, |ooks
at the agency's interpretation and excised a portion of
it, the inference that it approved the remaining part is
very strong.
Now, here, it's strong not only because of that
i nference, but because Congress said -- I'msorry -- the
comrittee that made this amendnent said that they --
al t hough they were excising this part about geographic
sourcing, that the part about combi ned taxable incone
cal cul ations for DISCs and FSCs would remain in effect.
Now, petitioner says, but 2 years |ater Congress
di d somet hing that sonmehow negates at that ratification.
Wl |, of course, the sub -- Congress can't change the | aw
as ratified, but that's not what happened in '86 in any
event. Wat happened in '86 was that the -- the conmttee

what was -- that was renoving the suspension of the -- on
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the geographic sourcing rule said that we're not saying

whet her the regulation is valid or not. WlIl, the

regul ation that they were tal king about was the geographic

sourcing rule. Petitioner says, well, they were tal king

about the whole rule. No. They were tal king about the

geogr aphic sourcing rule as we know fromthe |ast part of

that sanme report which says that nothing in this act has

anything to do with the use of these -- of the -- of the

research cost allocation regulations for cal culating

CTl -- combined taxable incone -- for DI SC and FSC

pur poses.

QUESTION: Correct nme if I'"'mwong. In the

court of appeals opinion -- and it's the paragraph at

12(a).

think you'll be famliar with this one, where

the court of appeals said, the nore narrowy a taxpayer

chooses to define incones, the nore costs becone

indirectly or indefinitely related. Can | be excused from

trying to understand that, or --

(Laughter.)

MR JONES: Well, | can try to help, but I'm--

| can't promse results. It -- it |looked to ne |Iike what

they had in mnd was the thought that this -- that a

t axpayer who says ny research only relates to wing nuts

on -- on this plane is -- is defining it so narrowmy that

it's not

realistic. And -- and indeed, the record of this
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case reflects that -- that research on one type of plane
has applications on other types of planes. And -- and |
think what the court was addressing there was his view
that -- that this was an appropriate accommodation. This
was one of the choices that the Secretary had. It was a
reasonabl e choi ce.

QUESTION: It really was restating the problem
rather than offering a specific solution

MR JONES: | think it was restating the problem
in awy that indicated it felt that the Secretary's
choi ce was a reasonabl e one.

QUESTION: M. Jones, can you tell us this
continuing significance of this arrangenent? | -- we're
now past the successor of the FSC. Is that true?

MR. JONES: Yes. The FSCis no longer wth us.
It was replaced by the extraterritorial incone
provisions -- maybe in '98. |'mnot sure.

QUESTI ON:  What about the two-digit SIC? 1Is

that still with --
MR JONES. Two-digit is -- it was replaced by
the -- the narrower three-digit band in '94, | believe.

QUESTION: So if we thought the two-digit was a
little bit going too far, would that throw open all Kkinds
of clainms on the -- on the -- fromall kinds of people?

MR JONES: Well, | mean, again, if the Court
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wanted -- felt it needed to look at the two-digit versus
three-digit, although to ne they're just, you know,
spectruns al ong the --

QUESTI ON:  The degree of specificity -- well, at
| east three-digit would separate the roses fromthe fish.

MR. JONES:. This case really doesn't present the

question --
QUESTION: It doesn't.
MR. JONES: -- because, as | said, there's
just -- is -- there's no question that Boeing goes all the

way to SIC 4. And so if the standard is are the products
reasonably related, which -- which is --

QUESTION: So we don't have to consider it. Al
we' d have to --

MR JONES: | don't think you have to consider
it, but if you did, I think you would do it in the context
of realizing these are reasonable alternatives, and that
the Secretary didn't have to pick the best one. He just
had to pick one of them And | -- if you thought that
none of these were reasonable, then -- then, you know, it
woul dn't matter which one he picked.

QUESTION: At sonme point they certainly --

MR. JONES. |If there are no further questions,
t hank you.

QUESTI ON:  Thank you, M. Jones.

54

Alderson Reporting Company
1111 14th Street, N.W. Suite 400 1-800-FOR-DEPO Washington, DC 20005



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

M. Celler, you have a little over 2 m nutes

left.
REBUTTAL ARGUMENT OF KENNETH S. CGELLER
ON BEHALF OF THE PETI TI ONER
MR. GELLER: So nmuch to say.
Justice Kennedy, | think you put your heart on
the -- on the Governnment's -- the -- the problemw th the
Governnent's position here. It's sinply an unwillingness

to accept the fact that Congress created a nunber of
i ncentives here that were not designed sinply to raise
revenue. They had ot her purposes such as the export --
the -- the beneficial treatnent of export incone and al so
the i medi ate deductibility of -- of R&D
Now, the Governnent tries to defend this
regul ation here on the -- on the basis that there's this
tenporal msmatch and it's all the result of not
capitalizing. | should say a nunber of things about that.
First, this was not the basis for the regul ation
at the tinme the regulation was issued. It was not the
basis for defending this regulation in the |lower courts.
And it -- and the Governnent's position is not even
consistent with that regul ati on because if the whole
problem here is the lack of a tenporal m smatch, you would
think that if you had a class of gross inconme in which in

a particular year there was both revenues and R&D
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expenses, well, in that situation there's no tenpora

m smatch. They would at | east allow you to allocate those
R&D expenses to that revenue in that year. No. Even if
there's revenue in a class of gross income in a particul ar
year, they still insist that those R& expenses be spread
across all of the income in that SIC code.

Now, | want to nmention St. Jude, because in this
case we're dealing with airplanes and airplanes, and while
the -- the costs are specifically allocated only to
particular prograns, it gets a little nore conplicat ed.

But | ook at St. Jude. In St. Jude, you had a
manuf act urer who was exporting artificial heart val ves.
That's all it was doing, is manufacturing and exporting
artificial heart valves. In the same year, it was
engaging in R& for insulin punps, and for pacemakers.

The Governnent insisted that the export inconme fromthe
sal e of those heart val ves be reduced, and that the DI SC
benefit be reduced because of the R&D spent on these ot her
products that obviously had no basis or relevance to the
sal e of the heart valve sinply because they were all
within the broad -- sanme broad SIC code.

And | shoul d say, Justice Kennedy, the N nth
Crcuit's opinion | think is somewhat unintelligible.

The -- the part that you -- you referred to, we all

stunbl ed over because it nmakes no sense. The nore
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narromy -- the nore narrowy you define your classes of
gross incone, the nore that -- that costs will be directly
allocated to nore than one class of incone. It's not a
guestion of anything being indirectly all ocated.

And there's no default rule at issue here either
because all of our costs are directly allocable to
specific prograns. That's all we ask that we be all owed
to do.

We ask that the judgnment in the Ninth Crcuit be
reversed. Thank you

JUSTI CE STEVENS: Thank you, M. Celler.

The case is submtted.

(Wher eupon, at 11:03 a.m, the case in the

above-entitled matter was submtted.)
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