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STATE OF SOUTH CAROLINA
ADM]NISTRATIVE LAW COURT

Rent-A-Center- West Inc., Docket No. 09-ALJ-17- 0204 CC
Petitioner, - .
FINAL ORDER AND DECISION
VS.

South Carolina Department of Revenue,

Respondent.

/

APPEARANCES: For the Petitioner: John C. von Lehe, Esqulre and Bryson M. Geer,
Esquire

For the Respondent: Sean G. Ryan, Esquire

STATEMENT OF THE CASE
This matters comes before the Administrative Law Court (ALC or Court) for a contested
case hearing pursuant to S.C. Code Ann. § 12-60-460 (Supp. 2010). The South Carolina
Department of Revenue (Department) issued a Department Determination finding that Rent-A-

Center West, Inc. (RAC West) owes additional corporate income tax, interest, and penalties for

the period of 2003 through 2005. RAC West requested a contested case hearing before this
Court to dispute the Department’s Determination. After notice of the date, time, place, and

' nature of this hearing was timely g1ven to all partxes a hearmg was held before me on August 10

and 11, 2011, at the offices of the ALC.

ISSUES

1. Did the Department properly determine RAC West’s South Carolina income for
the period of 2003 through 2005?

2. Is RAC West entitled to expenses or deductions beyond those allowed by the
Department?

3. Is RAC West subjeét to substantial understatement penalties?
, FINDINGS OF FACT
Having observed the witnesses and exhibits presented at the héaring and taking into

consideration the burden of proof and the credibility of the w1‘messes I make the following

findings of fact by a preponderance of ev1dence. F I L E D
January 6, 2012

SC ADMIN. LAW COURT
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thkground
The Rent-A-Center (RAC) business is a rent-to-own business that rents and sells
appliances, furniture, electronics, computers, televisions, etc. RAC stores are located in all 50
states. The ownership of these stores is split between three entities:

e  Rent-A-Center East (RAC East) owns and operates retail stores in eastern states
(including South Carolina),

e  The taxpayer in this case, RAC West, owns and operates retail stores in western states
and

"~ o Rent-A-Center Texas (RAC Texas) owns and operates. retail stores in Texas.
-The Department audited RAC West’s 2003-2005 initial returns, which were filed using |
the three factor apportionment formula set forth in S.C. Code Ann. § 12-6-2250 (Supp. 2000),"
and iséued an assessment finding that RAC West owed an additional $144,971 in corporate
income tax, $35,086 in interest, and $36,243 in penalties for the pefiod of 2003 through 2005.2
At issue in this case is the proper methed of reporting RAC West’s royalty income earned in
- South Carolina as a result of its licensing of intellectual property to RAC East for use in RAC
Eaét’s South Carolina stores. .
| Rent-A-Center Trademark
RAC West, a Delaware corporation, does not operate any retail stores in South Carolina..
While RAC West does not operate any retail stores in this State, it owns and licenses the “Rent-
A-Center” intellectual property, which primarily consists of Rent-A-Center trademarks/trade
names (trademarks), to all Rent-A-Center companies. One of those operating entities is RAC
East which owns and operates retail stores in South Carolina.’ |
Pursuant to licensing agreements between RAC West and the opérating entities, each
entity pays a royalty of 3% of its “Net Sales of Licensed Services” to RAC West for use of Rent-
A-Center related trademarks.- RAC West’s only activity in South Carolina is its receipt of those

' July of 201 1, two years after the Department issued its Determination, and after this matter was before this
Court, RAC West filed amended tax returns for the period in dispute. In its amended returns, the taxpayer changed
its method of apportionment from three factor apportionment to gross receipts apportionment pursuant to S.C. Code
Ann, § 12-6-2290 (Supp. 2010).

2 Period Ended: Income Tax Interest Penalty Totals
12/31/03 $44,887 $14,016 $11,222 - -$70,125
12/31/04 © $46,607 $11,748 $11,652 $70,007
12/31/05 $53,477 $9,322 $13,369 $76,168
Totals $144,971 $35,086 $36,243 $216,300

3 Aswill be discussed later, RAC West also owns and operates retail stores in other states.

2
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royalties for use of the Rent-A-Center related trademarks by the operating entities. Inversely,

RAC East claimed the roYaIty payment as an expense on their tax returns, thereby reducing their
income, including their income in South Carolina. '
, Royalty Income Attributable to South Carolina

Wilen this matter began, RAC West filed South Carolina corporaté income tax returns
reporting a portion of its royalty income atiributable to South Carolina. In determining its South
Carolina income, RAC West utilized three factor apportionment, consisting of property, payroll,
and (double weighteci) sales. After this matter was filed with this Court, RAC West filed
amended tax returns for the period in dispute. In its amended returns, RAC West changed its
method of apportionment from three factor apportionment to gross receipts apportionment
pursuant to S.C. Code Ann. § 12-6-2290 (Supp. 2010).

Pursuant to Section 12-6-2290, a taxpayer apportions its net income by using a ratio in
which the numerator is gross receipts from within this State dufing the taxable year and the
denominator is total gross receipts from everywhere during the taxable year. Here; however,
RAC West’s only business in South Carolina is its trademark business. As noted above, RAC
West operates retail stores in other states, but not in South Carolina. The revenue from those
retail store operations are unrelated to the trademark business RAC West operates in South
Carolina. | |

The Department thus chose to deviate from standard appoﬁionﬁent methods,
determining that RAC West’s South Carolina taxable income should be apportioned using an
alternative accounting method pursuant to S.C. Code Ann. § 12-6-2320(A) (2000). The
alternative method the Depértment chose was to calculate RAC West’s South Carolina income
based upon the three percent (3%) ea_ch entity pays to the taxpayer for use of Rent-A-Center
related trademarks. Significantly, this method calculates RAC West’s South Carolina income in
accordance with the licensing agreements that RAC West entered into with the retail entities
operating in South Carolina — thus, it is a formula created by RAC West itself. Therefore, for
each of the three South Carolina entities, the Depéitment apportioned 3% of the amounts listed
as South Carolina sales and rental revenue to RAC West. The amounts determined for each of
the three entities were then combined to determine RAC West’s South Carolina income.

This method of apportionment both fairly and accurately reflects RAC West’s South
Carolina income in accordance with the licensing agreements created by the taxpayer.

Importantly, the Department’s method does not include the retail income earned by RAC West
3
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 from its retail operations which are not connected to South Carolina. Furthermore, applying the
Department’s method of apportionment to all states operates to apportion 100% of the royalty
revenue, without any revenue being taxed twice. It thus treats each state equally and
c_onsis’cently.4 Moreover, the Department’s method does not tax more than 100% of the income
generated in South Carolina. '

Conversely, RAC West’s chosen apportionment formula did not fairly represent its
business activities in South Carolina. For instance, in 2004, RAC West had gross receipts from
South Carolina in the amount of $861,437.00 and total gross receipts from all sources in the
amount of $424,004,077.06. Additionally, RAC West had total trademark royalty receipts of
$55,221,912.35. Given that RAC West’s gross receipts from trademark royalties totaled
$55,221,912.35, then its trademark business was only 13% of its total gross receipts. The other -
87% of RAC West’s total gross receipts came from its out-of-State retail operations.” Clearly,
RAC West’s retail business brought in substantially more gross receipts than its trademark
operations did, thereby diluting the impact of RAC West’s royalty income on its net income.

Moreover, despite the fact that RAC West’s retail stores generated $368,782,164.65 in
gross receipts in 2004, RAC West’s total adjusted net inc'ome was only $19,840,800. As a result
of the large difference in these two figures, under the gioss receipts apportionment method used
by RAC West, only $40,317 (or 4.7%) of the $861,437 in gross receipts that RAC West received

from South Carolina was deémed taxable, as the following table reflects:®

* Percentage
, of S.C.
2004 S.C. S.C RAC West’s 2004 | S.C.
2004 Total . . Gross
Gross . Apportionment Total Adjusted Taxable .
Recei Gross Receipts . Receipts
eceipts : Ratio Net Income Income X
_ _ Determined
_ Taxable
$861,437 $424,004,077 | 0.2032% $19,840,800 $40,317 4.68%

* The federal tax filings for each opcratmg entity provide a state by state breakdown of the amount of sales and
rental revenue received by each entity.

5 The percentage split of 13% royalties gross receipts and 87% retail gross receipts occurred in all tax years covered
by the audit.

5 The results were even more dramatic when RAC West used the three factor apportionment method. Under that
.method, RAC West calculated that its 2004 taxable income in South Carolina was only $20,158, or 2.34% of its
South Carolina gross receipts.

4
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The results were even more striking for the 2003 and 2005 tax years, as the tables below

demonstrate:
. Percentage
2003 5.C : s.C RAC West’s 2003 | S.C of 5.C.
e 2003 Total L . c Gross
Gross . . Apportionment Total Adjusted Taxable .
X Gross Receipts . . Receipts
Receipts Ratio Net Income Income :
Determined
Taxable
$830,247 $411,403,419 | 0.2018% $6,303,906 $12,721 1.53%
_ Percentage
2005 8.C - s.C RAC West’s 2005 | S.C of S.C.
e 2005 Total -— . o Gross
Gross - Apportionment Total Adjusted Taxable .
. Gross Receipts . Receipts
Receipts Ratio Net Income Income N
S . Determined
Taxable
$844,348.13 | $426,296,541 0.1981% -$9,905,982 . -$19,624 0%

'Although RAC West stresses that the “gross receipts” figures do not account for
expenses, RAC West failed to adequately establish that it incurred expenses in conducting its
trademark business, which was the only economic activity it performed.in South Carolina.
Certainly, there is nb evidence showing that RAC West’s trademark-related expenses constituted
more than 95% of its gross receipts, as the gross receiPts apportionment method would suggest.
For these reasons, I find that including the gross receipts from RAC West’s retail operations in
determining its taxable South Carolina income would so dilute the gross receipts received from
South Carolina as to extensively distort RAC West’s actual economic activity in this State.

RAC West nevertheless argues that an alternative method of apportionment is not ,
appropriate in this case because RAC West is a “unitary business” and, consequently, no portion
of its business can be separately considered. According to RAC West’s expert, there is an »
“inextricable link” between the retail operations and the trademark operations. He further
testified that there are flows of value and interdependencies between its retail operations and its
trademark operationé which make them dependant on each other. In his estimation, if the retail
stores do well, the trademarks are more valqable, and if the retail stores do not do well, the

trademark’s value declines. Stated another way, the retail sales activities and the intellectual
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property activities of RAC West contribute to and depend on one another, and there is a flow of
value between the two activities.’ ‘

However, RAC West simply failed to establish that the retéil to trademark relationship is
“inextricable” in this case. It is clear that a value can be placed on the trademark business as
evidenced in the transfer pricing study which RAC West asserts provides an arms-length amount
for use of the trademarks. The fact that each Rent-A-Center entity specifically pays a three
percent (3%) royalty of its revenue to RAC West for use of Rent-A-Center related trademarks
negates RAC West’s contention from a taxing perspective of an “inextricable” relationship. The
~ proportioning of the revenues via the set royalty payment allocates the revenue influences of the
trademark up_oh the Rent—A-Ccnter companies. Clearly, other subsidiaries of Rent-A-Center,
including RAC East and RAC Texas operate retail stores in other parts of the United-States and
utilize the very same trademarks. The retail operations of those subsidiaries depend upon the
. trademarks exactly the same way that RAC West’s retail operations depend upon the trademarks.
The retail to trademark relatibnship is exactly the same between the other subsidiaries and RAC
West as it is between its retail business and its trademark business. Yet, RAC West prdvided no
explanation as to why the trademark to retail relationship could be separated as to these other
subsidiaries, but cannot be separated with respect to itself.

Similarly, RAC West argues that its retail operations and its trademark operations share
common management thereby making them unitary and not subject to separation. The facts do
not support this assertion. For instance, no evidence reflected that RAC West actually manages
the trademarks that it owns. Rather, RAC Texas manages RAC West’s trademarks and RAC
West’s employees manage its retail operations. Based upon the evidence, I find that RAC West
is reasonably able to separate the management retail business from the trademark business.

In conclusion, the allocation and apportionment methods proposed by RAC West and in
particular the provisions of Sections 12-6-2250 and 12-6-2290 do not fairly represent the extent
of RAC West’s business activity in this State. Because RAC West has no South Carolina
property or payroll, the use of Section 12-6-2250 significantly diluted its South Carolina taxable

7 RAC West also argued that all income from the retail sales and the royalties is placed in a general account and is
used for the benefit of the company as a whole and that it did not separately track the costs of the intellectual
property alone. The fact that RAC West chooses to place sales and the royalties in the same account and not track
the intellectual property cost doesnot establish that the Department’s proposed method of apportioning income is
flawed or that RAC West’s method is preferable. It simply reflects that RAC West currently chooses to consolidate
its accounts and not obtain the data.

6
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income. Moreover, because RAC West’s gross receipts from its retail stores are substantially
larger than its gross receipts from its trademark business, the use of 12-6-2290 aiso caused a
distorting result. On the other hand, the alternative accounting method used by the Department
fairly reflects RAC West’s activities in South Carolina. I therefore find the Department met its
bﬁrden_ of establishing tﬁat the standard formulas of Title 12, Chapter 6 failed to fairly represent
RAC West’s business in South Carolina and that the Department’s allocation method fail'iy and
accurately reflected RAC West’s activity in this State. o
Penalties

~ In its Determination, the Department included $36,243.00 in substantial understatement
penalties because RAC West’s use of the three factor apportionment method (rather than the
separate accounting method utilized by the Department) resulted in a substantial understatement
of taxes in an amount greater than $10,000 and in excess of 10% of the tax owed.

However, at the hearing, the Department’s auditor testified that he was not aware of
anything in the tax return’s instructions that would have indicated to RAC West that it should
have used the Department’s separate accounting method. He further testified that it would have
made a difference in his decision to assess a penalty if RAC West had used the gross receipts |
formula-initially (rather than the three factor formula) because the gross receipts formula “would
have been the correct method.” .

A comparison of the results under the three factot method and the gross receipts method
demonstrates that the difference in taxes under these two methods was $318.00 for tax year 2003

and $1,008.00 for tax year 2004, and that there was no difference for tax year 2005.

* CONCLUSIONS OF LAW

Based upon the above Findings of Fact, this Court concludes the following as a matter of

law:
_General Conclusions ‘

S.C. Cc;de Ann § 1-23-600 (Supp. 2010) grants jurisdiction to the ALC to hear contested
cases under the Administrative Procedures Act. Additionally, § 12-60-460 grants the ALC the
authority to conduct contested case hearings in matters concerning tax assessment.

The standard of proof in administrative proceedings is generally a preponderance of the
* evidence. Anonymous v. State Bd. of Med. Exam’rs, 329 8.C. 371, 496 S.E.2d 17 (1998). RAC

West nonetheless argued in its Pre-Trial Brief that in this case the Department must first prove,

7
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by clear and convincing evidence, that its chosen method of accounting'does not accurately
reflect its business activities in this State: RAC West cited The Limited Stores, Inc. v. Franchise
Tax Board, 152 Cal. App. 4th 1491 (Ct. App. 2007) as supporting that pfoposition. Quite to the .
contrary, S.C. Code Ann. § 1-23-600(A)(5) (Supp. 2010) provides that: “Unless otherwise
provided by statute, the standard of proofin a contested Casé [before the ALC] isby a

preponderance of the evidence.” No statute in the South Carolina Income Tax Act sets forth the
standard of proof as clear and convincing. See S.C. Code Ann. §§ 1‘_2-6-10 et. al. (2000 & Supp.
2010). In fact, only two statutes in all of Title 12 set forth that standard and both of those
statutes are clearly not applicable to this case. See S.C. Code Ann. §§ 12-22-740 (2000) and 12-
45-185 (Supp. 2010).

~ Additionally, the burden of proof is generally updn the party asserting the affirmative in
an adjudicatory administrative proceeding. 2 Am. Jur. 2d Administrative Law § 354 (2004).
Nevertheless, in this case the Department seeks to deviate from the standard apportionment
formula establish by the General Assembly. In St. J ohnsbu_fy Trucking Co. v. New Hampshire,
118 N.H. 209, 385 A.2d 215 (N.H. 1978), the New Hampshire Supreme Court addressed
whether under a similar law the burden of proof is placed upon the party seeking to invoke an
- alternative formula. The Court held that:

The statutory provisions require that the three-factor formula will be used for
apportioning business profits, and an alternative formula may be used if the
statutory method of apportionment “does not fairly reflect the extent of the
business activities of a business organization within this state.”" The legislature
has, therefore, specified that an alternative formula is the exception, and the party
who wants to use an alternative formula accordingly has the burden of showing
that the alternative is appropriate. ‘

118 N.H. at 212, 385 A.2d at 217.% Therefore, in this case, the burden shifted to the Department

to show why the standard apportionment formula should not be followed and that its alternative

formula is reasonable. For all other issues, RAC West bore the burden of proof.

8 The following states have followed the holding in St. Johnsbury Trucking: Idaho - Union Pac. Corp. v. Idaho
State Tax Comm’n, 83 P.3d 116, 120 (Idaho 2004); Tennessee - Am. Tel. & Tel. Co. v. Huddleston, 880 S.w.2d
682, 692 (Tenn. Ct. App. 1994); and Kentucky - Ruby Const. Co., Inc. v, Dep’t of Revenue, 578 S.W.2d 248, 253
(Ky. Ct. App. 1978). See also Deseret Pharm. Co., Inc. v, State Tax Comm’n, 579 P.2d 1322, 1327 (Utah 1978);
Donald M. Drake Co. v. Dep’t of Revenue, 500 P.2d 1041, 1044 (Or. 1972) (en banc); and Larry D. Scheafer,
Annotation, Construction and Application of Uniform Division of Income for Tax Purposes Act, 8 A.L.R. 4th 934

(originally published in 1981).
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Apportionment of RAC West’s Income '

Application of S.C. Statutory Provisions

The central issue iﬁ this case is the proper method to use in determining RAC West’s
taxable income in this State du_ﬁng the audit period (tax years ending 2003 through 2005A). The
dispute between the parties Boils down to whether in computing a reasonable representation of
the proportion of RAC West’s business done within this State, the-income from its retail sales
should be included in the denominator of the apportionment formula along with its royalty
income (RAC West’s position) or whether the denominator should be limited to only income
from royalty receipts (the Department’s position). I find that the statutory scheme and the
evidence presented at trial support the Department’s position,

* When interpreting a statute, the sole function of the Court is to determiné and give effect.
to the intent of the legislature. Hodges v. Rainey, 341 5.C 79, 85, 533 S.E.2d 578, 581 (2000).
The starting point in doing so should always be the text of the statute itself. Id. (holding that

“[w]hat a legislature says in the text of a statute is considered the best evidence of the legislative
intent of will”); Wigfall v, Tideland Utilities, Inc., 354 S.C. 100, 110, 580 S.E.2d 100, 105
(20035. In interpreting the text, the plain meaning rule requires that “words must be given their
plain and ordinary meaning without resort to subtle or forced construction to limit or expand that
statute’s operation.” State v. Leopard, 349 S.C. 467, 471, 563 S.E.2d 342, 344 (Ct. App. 2002).
Finally, “[w]here the statute’s language is plain and unambiguous, and conveys a clear and
definite meaning, the rules of statutory interpretation are not needed and the court has no right to
impose another meaning.” Hodges, 341 S.C. at 85, 533 S.E.2d at 581.°

RAC West utilized standard apportionment formulas delineated by statutes in both its
original and amended returns for the years at issue to reflect the extent of RAC West’s business
~ in South Carolina. Specifically, it utilized S.C. Code Ann. § 12-6-2250 (2000) in its original
) return and S.C. Code Ann. § 12-6-2290 (2000) in its amended returns. I find that neither method - -
fai;'ly reflected the extent of RAC West’s busines.s in South Carolina. -

Section 12-6-2250 is not applicable to the revenue emanating from RAC West’s business

in this State. Section 12-6-2250 pertains to.taxpayers “whose principal business in this State is

? See also State v. Leopard, 349 S.C. 467, 471, 563 S.E.2d 342, 344 (Ct. App. 2002) (holding when the language of
the statute is clear, “a court cannot rewrite the statute and inject matters into it which are not in the legislature’s
language. . . .”); Rosmer v. Pfizer, 263 F.3d 263 (4™ Cir. 2001) (holding that when a statute is'plain on its face, the
court's inquiry is at an end). }

9
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(a) manufacturing or any form of collecting, buying, assembling, or processing goods and
materials within this State, or (b) selling, distriButing, or dealing in tangible personal property-
within this State.” As explained above, RAC West’s only business within South Carolina is its
licensing of trademarks to the operating entities. Since RAC West’s principal business in South
Carolina is not manufaéturing, selling, or distributing tangible personal property, Section 12-6-
2250 is simply not appl'icable.

Section 12-6-2290 thus appears on its face to be applicable to the income RAC West
receives from this State. Section 12-6-2290 provides that: '

If the principal profits or income of a taxpayer are derived from sources other
than those described in Section 12-6-2250 or Section 12-6-2310, the taxpayer
shall apportion its remaining net income using a fraction in which the numerator
is gross receipts from within this State during the taxable year and the
denominator is total gross receipts from everywhere during the taxable year.

(emphasis added). As explained above, the source of RAC West’s income was from sources
other than those identified in Sections 12-6-2250.'° Nevertheless, apportioning RAC West’s
income using a ratio in which the numerator is gtoss receipts from within this State during the
taxable year and the denominator is total gross receipts from everywhere during the taxable year
would not accufately reflect RAC West’s business in South Carolina.

S.C. Code Ann § 12-6-2210(B) (2000) sets forth that: “If a taxpayer is transacting or
conducting business partly within and partly without this State, the Sbuth Carolina income tax is
impoéed upon a base which reasonably represents the proportion of the trade or business carried
on within this State.” (emphasis added). Furthermore, 27 S.C. Code Ann. Regs. 117-710.1

(Supp. 2010) provides:

The phrase “transacting or conducting his business partly within and partly
without this State” as used in Section 12-6-2210, is applicable to a single business
operation, which is unitary or homogenous and is catried on both within and -
without the State. A taxpayer operating two or more unrelated businesses, each of
which is entirely within and without the State, is not subject to the provisions of
this section, but each business determines its South Carolina net income
separately. A taxpayet operating a unitary or homogenous business within and
without the State and an unrelated business either entirely within or without is
subject to the apportionment formulas with respect to the unitary or homogenous
business but not with respect to the unrelated business. The income from the

10 1t is also indisputable and uncontested that the provisions of S.C. Code Ann. § 12-6-2310 (2000) do not apply to
this case. . '

10
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unrelated business is allocated and apportioned separately as appropriate to the
State where such business is conducted.

Here, RAC West’s 6nly business in South Carolina is its trademark business. In other
states, RAC West’s operates retail stores. Though Petitioner attempted to interrelate the revenue
. from the operation of those stores and its trademark business, the facts clearly reflect the revenue
from the operation of those stores is unrelated to the trademark business RAC West operates in
South Carolina. | ‘

Moreover, when Section 12-6-2290 is utilized, the unrelated revenue from the retail
operations increases the denominator of the apportionment ratio, but adds nothing to the
numerator. The evidence in this matter clearly shows that RAC West’s business is
predominantly its retail operations and the taxpayer brings in significantly more revenue from its
retail operations than it does from its trademark operations. Additionally, the evidence does not
~ show that RAC West’s retail operations, which generate a very large portion of its gross receipts,
contribute a comparable amount to RAC West’s net income. Accordingly, inclusion of RAC
" West’s gross receipts from its retail operations in the denominator of the apportionment ratio
would so dilute the gross receipts recei\-/ed from South Carolina as to distort the taxpayer’s actual

economic activity in this State. Cf. Microsoft Corp. v. Franchise Tax Bd., 139 P.3d 1169, 1178-

79 (Cal. 2006) (finding that including the taxpayer’s investment income from short-term
secuﬁties distorted the results of the standard formula’s apportionment method becanse the
invcstrnénts produced less than 2% of the company’s business income, but 73% of its gross
receipts). _

In instances in which the facts establish that the standard formulas do not accurately
reflect a business’s South Carolina income, the Department may utilize an alternative formula in
limited circumstances. S.C. Code Ann. §12-6-2320(A) (2000 and Supp. 2009) provides

If the allocation and apportionment provisions of this chapter do not fairly
represent the extent of the taxpayer’s business activity in this State, the taxpayer
may petition for, or the department may require, in respect to all or any part of the
taxpayer’s business activity, if reasonable:

(1) separate accounting;

(2) the exclusion of one or more of the factors;

(3) the inclusion of one or more additional factors which will fairly
represent the taxpayer’s business activity in the State; or

(4) the employment of any other method to effectuate an equitable
allocation and apportionment of the taxpayer’s income.
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Under Section 12-6-2320(A), there are two significant checks on the Department’s ability
to deviate from statutory formulas. First, the stétutory authority of the Department to require an
alternative method is triggered only if the standard formulas of Title 12, Chapter '6 fail to fairly
represent tﬁe taxpayer’s business in South Carolina. Second, whatever method the Department
proposes: it must be reasonable. This-Court further recognizes the significance of permitting
such a deviation. As noted by the United States Supreme Court, separate accounting is “subjec;t
to.manipulation and imprecision, and often ignores or captures inadequately the many subtle and
-largely unquantifiable transfers of value that take place among the components of a single
enterprise.” Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 164-65 (1983)."!

Obviously, the tax laws of South Carolina are concerned with the taxpayer’s business in
this State. See, e.g.. S.C. Code Ann. § 12-6-2320. However, as explained pfeviously, the
evidence in this casé_demonstrates that the standard formulas for apportionment (and, in 4
particular, use of Section 12-6-2290) did not reasonably represent the proportion of trade or
business that RAC West carried on in South Carolina. Furthermore, the facts established that the
Department’s method of apportioﬁmcnt is reasonable. In fact, the Department’s method
calculates RAC West’s South Carolina income in accordance with a formula created by the
taxpayer itself through its licensing agreements. The method is also fair because it treats each
state equally and consistently. Applying the Dcpaltment’s method of apportionment to all states
operates to apportion 100% of the royalty revenue, without any revenue being taxed twice.
Moreover, the Departnient’s method does not tax more than 100% of the i_ricorhe generated in
South Carolina, whereas RAC West’s method includes income from its retail operations which is
not connected to South Carolina in any way. In sum, application of the Department’s method of

appbrtionment pursuant to Section 12-6-2320 is fair and accurate.

11 RAC West also asserted that an alternative apportionment method should only be used in unique and non-
recutring circumstances. Contrary to that assertion, South Carolina law does not limit application of its alternative
apportionment provisions to “unique and non-recurring” circumstances. Though that view was propounded in
proposed regulations to the Uniform Division of Income For Tax Purposes Act, it was never adopted by South
Carolina. To the contrary, Section 12-6-2320(A) was enacted after the proposed regulations were issued and
“unique and non-recurring” circumstances language is not included in § 12-6-2320(A). However, even if this were
the law of South Carolina, the facts of this case (a business which operates distinct retail operations in other states

_but none in this state, yet has income occurring from intellectual property in all States) reflect unique circumstances

which are unlikely to reoccur.

12

ROA 0014




Unitary Business

Although taxpayers have traditionally used separate accounting to challenge State
.~ division-of-income determinations based on formulary apportionment,'? RAC West fakes the
opposite position in this case. It argues that separate accounting is not appropriate here because
it is a unitary business. The Department, however, contends that South Carolina does not
expressly disallow separate accounting for unitary businesses and that separate accounting is |
appropriate under Section 12-6-2320. As-discussed below, I find that the use of séparate
accounting is proper here.

“Separate accounting” is a technique of carving out of the overall business of the
taxpayer the income derived - from sources within a single State and ascertaining the profits

attributable to that portion of the business. See, Hellerstein, supta, at § 8.03. Itisa

“geographically oriented method which is analytically suited to the case ofa single taxable entity .
carrying on separate and distinct businesses in each taxing jurisdiction.” Citizens Utilities Co. of
Illinois v. Dep’t of Revenue, 488 N.E.2d 984, 986 (1986).

“Unitary business,” on the other hand, is a concept that functions as a tool in determining

whether a taxpayer may be subject to income tax on a formulary apportionment basis. 71 Am.

Jur. 2d State and Local Taxation § 511 (updated Nov. 2011). Under the uhitary business

principle, “a State need not ‘isolate the intrastate income-producing activities from the rest of the
- business’ but ‘may tax an apportioned sum of the corporation’é multistate business if the
business is unitary.”” MeadWestvaco Corp. ex rel. Mead Corp. v. Illinois Dep’t of Revenue, 553
U.S. 16, 25 (2008) (quoting Allied—Signal, Inc. v. Director, Div. of Taxation, 504 U.S. 768, 772

(1992)). In contrast to separate accounting, the formulary apportionment method authorized

under the unitary business principle “rejects geographical or transactional accounting.”
Lowenstein 298 S.C. at 101, 378 S.E.2d at 276 (quoting Container Corp. of Americav. =
Franchise Tax Bd., 463 U.S. 159, 165 (1983)). Instead, it “calculates the local tax base by first

defining the scope of the ‘unitary business’ of which the taxed énterprise’s activities in the taxing

jurisdiction form one part, and thén apportioning the total income of that ‘unitary business’

between one taxing jurisdiction and the rest of the world on the basis of a formula taking into

24 erome R, Hellerstein & Walter Hellerstein, State Taxation 9 8.03[1] (2d. ed. 1993); see also Exxon Corp. v,

S.C. Tax Comm’n, 273 8.C. 594, 258 S.E.2d 93 (1979); Texaco v. Wasson, 269 S.C. 255, 237 S.E.2d 75 (1977);
Lowenstein Corp. v. SC Tax Comm’n, 298 8.C. 93, 378 S.E.2d 272 (Ct. App. 1989).
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account objective measures of the corporation’s activities within and without the jurisdiction.”
Id. at 101, 378 S.E.2d at 276.

As the Department correctly points out, Section 12-6-2320 does not expressly prohibit
separate accounting for unitary businesses. Rafher, it allows separate accountiﬁg whenever “the
 allocation and apportionment provisions of this chapter do not fairly represent the extent of the
taxpayer’s business activity in this State.” § 12-6-2320. Nonethelesé, courts and legal

commentators have generally recognized that separate accounting can have drawbacks when

- applied to unitary businesses. See, e.g., Mobil Oil Corp. v. Comm’r of Taxes of Vermont, 445
U.S. 425, 438 (1980) (“[TThe Court has noted that separate accounting, while it purports to
isolate portions of income received in various States, may fail to account for contributions to
income resulting from functional integration, centralization of management, and 'economiés of
scale.”); Hellerstein, supra, at 8.10[1][a] (stating that separate accounting is vulnerable on its

- merits when applied to unitary businesses because “the essence of the separate accounting

téchnique of dividing the income of a unitary business is to ignore interdependence and

integration of the business operations conducted in the various taxing jurisdictions™).
The issue of the appropriateness of applying separate accounting to a unitary business
was addressed by the South Carolina Supreme. Court in Eastman Kodak Co. v. South Carolina

Tax Commission, 308-S.C. 415, 418 S.E.2d 542 (1992). In that case, the Tax Commission '

argued, and the trial court found, that Kodak’s income from safe harbor lease transactions

involving properties in other states should have been computed separately from its camera and
film income because it was not part of Kodak’s unitary business. Id. at 419-20, 418 S.E.2d at
544. On appeal, the Supreme Court disagreed, finding that the safe harbor lease transactions
were paft of Kodak’s unitary business. Id. at 420, 418 S.E.2d at 544. In making that
determination, the court set forth the following test:

[W]hether or not a business in unitary in nature is given in terms of whether or not
the business possesses the characteristics of unity of ownership, unity of
management and unity of operation and whether or not the activities of the
business in question contribute to or depend on the other activities of the business.

Id. at 420, 418 S.E. 2& at 544 (quoting Exxon, 273 S.C. at 600, 258 S.E.2d at 96). It then held:

[W]e find the safe harbor lease transaction to be part of Kodak’s unitary business.
Based on Exxon and the testimony of record here, the safe harbor lease
transactions cannot be segregated from Kodak’s general business operations
since: (1) the funding for the safe harbor leases came from the general corporate
treasury; (2) no separate staff supervised the transactions; and (3) the magnitude
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of the transactions and resulting tax benefits suggest a significant contribution to
Kodak’s general business. '

Id. at 420. 416 S.E.2d at 544.
Applying the factors quoted above to the facts of this case, I find that Eastman Kodak is

distinguishable. Unlike in Eastman Kodak, RAC West’s retail operations are not funded by the

trademark operations, nor are the trademark operations funded by the retail operations. To the

” contrary, each line of business generates its own distinct income from different sources. RAC
West’s income from its retail stores is derived frorﬁ the customers of those stores, none of which
are located in South Carolina. On the other hand, RAC West’s income from its trademark
business comes from licensing agreements it has entered into with other Rent-a-Center affiliates.
The customers of those affiliates are thus ultimately the source of RAC West’s trademark
revenues. See Geoffrey, Inc. v. 8.C. Tax Comm’n, 313 S.C. 15, 22, ‘437 S.E.2d 13, 18 (1993)

(finding that the “real source” ofa foreign corporation’s income from licensing “Toys R Us”

trademarks to South Carolina stores was “South Carolina’s Toys R Us customers.”). _
Furthermore, unlike in Eastman Kodak, RAC West’s trademark business and retail business have
separate staffs handling the different lines of business. A separate subsidiary, Rent-A-Center
Texas, L.P., manages RAC West’s royalty operations. Although RAC West receives revenue

" from the royalty 6perations, it is the staff of Rent-A-Center T_éxas, L.P. that actually operates the
trademark business. For these reasons, I find that Eastmén Kodak is distinguishable from the
present case. .

AJust as Eastman Kodak is distinguishable from the pfesent case, many of the drawbacks
that usually accompany separate accounting are not present here. The evidence does not
demonstrate the existence of any “centralization of management” or “economies of scale”
between RAC West’s retail operations and its trademark business. Moreover, it is clear that a
value can be placed on the trademark business. RAC West’s income transfer pricing study and
the trademark agreements show how the income of the trademarks is determined and that. such
reflects an‘arms-length value for the trademarks. *For these ‘reasons, I find that the separate
accounting method employed by the Department here is appropriate. ' |

RAC West’s Constitutional Rights

RAC West argues that the tax imposed by the Department violates its rights under the
Commerce Clause of the United States Constitution because it fails the four-part test set forth in ‘
Complete Auto Transit v. Brady, 430 U.S. 274 (1977). 1 disagree. | |
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In Complete Auto Transit, the U.S. Supreme Court held that a tax will survive challenge

under the Commerce Clause so long as it (1) is applied to an activity with a substantial nexus
with the taxing state; (2) is fairly apportioned; (3) does not discriminate against interstate
commerce; and (4) is fairly related to the services provided by the State. Id. at 279. In the

present case, RAC West contends that the tax at issue here fails the Complete Auto Transit test

because it is not fairly apportioned, discriminates against interstate commerce, and is not fairly
‘related to the services provided by the taxing state.
4. Fairly Apportioned
The purpose of the apportionment requirement is to “ensure that each state taxes only its
fair share of an interstate transaction.” Travelscape, LLC v. S.C. Dep’t of Revenue, 391 S.C. 89,
107, 705 S.E.2d 28, 37-38 (2011) (quoting Goldberg v. Sweet, 488 U.S. 252, 260-61 (1989)).

To be fairly apportioned, a tax must be both internally and exterhally consistent. Id. An income

tax is internally consistent where it is structured such that if it were applied by every State, it
would result in no more than all of the business’s income being taxed. Container Corp. of Am.

v. Franchise Tax Bd., 463 U.S. 159, 169 (1983). To meet the external consistency test, “the

factor or factors used in the apportionment formula must actually reflect a reasonable sense of
how income is generated.” Id. In other words, the State’s tax must not reach “beyond that .
portien of value that is faitly attributable to economic activity within the taxing State.”

Oklahoma Tax Comm’n v. Jefferson Lines, Inc., 514 U.S. 175, 185 (1995); see also Goldberg,

488 U.S. at 262 (“The external consistency test asks whether the State-has taxed ohly that portion

of the revenues from the interstate activity which reasonably reflects the in-state component of

the activity being taxed.”).

Here, the tax is internally consistent because only the royalties paid by the South Carolina

stores are being taxed. If every State imposed a similar tax, no multiple taxation would occur. '

B3 Although RAC West does not appear to argue that it lacks substantial nexus with South Carolina, it should be
noted that in Geoffrey, 313 S.C. at 23-24, 437 S.E.2d at 18, the South Carolina Supreme Court held that a foreign
corporation with no property or employees in South Carolina had a substantial nexus with the State because it
licensed trademarks and trade names for use in the State and derived income from their use there. Consequently,
because RAC West, like the foreign corporation in Geoffrey, derives income from licensing trademarks for use in
South Carolina, there is little doubt that a substantial nexus exists between RAC West and South Carolina.

) 1 Although it is possible that multiple taxation could occur if other states did not use the same apportionment
method utilized by the Department, such “speculative concerns with multiple taxation” are insufficient to invalidate
the tax on Commerce Clause grounds. See Moorman Mfp. Co. v. Bair, 437 U.S. 267, 277-280 (1978).
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As to external consistency, because the tax is assessed only on income derived from South
Carolina stores, it “reasonably reflects” the South Carolina component of RAC West’s economic
activity. Accordingly, I find that the tax is both internally and externally consistent.
B. Discrimination Against Interstate Commerce
Discrimination against interstate commerce occurs where a tax favors local businesses or
the activity taxed lends itself to repeated taxes in other states. See Int’] Harvester Co. v. Wasson,

281 8.C. 458, 461, 316 S.E.2d 378, 380 (1984). With r'eépect to the interstate commerce context,

“the anti-discrimination principle has not in practice required much in addition to the
requirement.of fair apportionment.” Container Corp., 463 U.S. at 171.

In this case, RAC West failed to establish that it was treated differently than a similarly
situated taxpayer doing business in this State. Moreover, as discussed above, the tax is internally
consistent, and thus it does not lend itself to repeated taxes in other states. Although RAC West
contends that the tax is discriminatory because it does not reflect a reasonable sense of how
income is generated by RAC West, as discussed above, I find tﬁat the tax is externally consistent,
For these reasons, I do not find that the tax unconstitutionally discriminates against interstate
commerce.

' C. Fairly Related To Services Provided By The State
The purpose of the “fairly related” prong of the Complete Auto Traﬁsif test is “to ensure

that a State’s tax burden is not placed upon persons who do not benefit from services provided
by the State.” Goldberg, 488 U.S. at 266-67. In Geoffrey, the Supreme Court held that a foreign
corporation which received royalty income by licensing ﬁadeﬁarks and trade names to a South
Carolina corporation benefitted from the services of South Carolina and that Soufh Carolina’s tax
on the royalty income was “rationally related” to those benefits. Geoffrey, 313 S.C. at 21-22,

437 S.E.2d at 17. It explained:

By providing an orderly society in which Toys R Us conducts business, South
Carolina has made it possible for Geoffrey to earn income pursuant to the royalty
agreement. That Geoffrey has received protection, benefits, and opportumtles
from South Carolina is manifested by the fact that it earns income in this state.
That the tax is rationally related to these protections, benefits, and opportumtles is
evidenced by the fact that the State seeks to tax only that portlon of Geoffrey’s
income generated within its borders.

Id. at 22, 437 S.E.2d at 18.
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Although, in Geoffrey, the South Carolina Supreme Court was addressing the taxpayer’s
due process challenge to the tax, the same reasoning applies here.'* RAC West is able to earn
royalty income from the South Carolina stores because of the sales that those stores make to
South Carolina customers. Moreover, the stores are able to make those sales because of the
“orderly society” provided by South Carolina. Furthermofe, there is a “fair” relationship
between the tax and the services provided by South Carolina because the tax is imposed only on
income generated within this State. Accordingly, I find that the tax fairly relates to the services
providéd by South Carolina. . ' '

For the foregoing reasons, I ﬁﬁd that the Department’s method of taxing RAC West’s
South Carolina income is not barred by 