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THE STATE OF SOUTH CAROLINA
In The Court of Appeals

Rent-A-Center West Inc., Appellant,

V.

South Carolina Department of Revenue, Respondent.

Appellate Case No. 2012-208608

Appeal From The Administrative Law Court
Ralph King Anderson, III, Administrative Law Judge

Opinion No. 5447
Heard March 16, 2016 — Filed October 26, 2016

REVERSED

John C. Von Lehe, Jr. and Bryson Moore Geer, both of
Nelson Mullins Riley & Scarborough, LLP, of
Charleston, for Appellant.

William J. Condon, Jr. and Sean Gordon Ryan, both of
the South Carolina Department of Revenue, of Columbia,
for Respondent.

KONDUROS, J.: Rent-A-Center West Inc. (RAC West) appeals the
administrative law court's (ALC) finding the standard statutory apportionment
formula did not fairly represent its business activities in South Carolina and the
Department of Revenue's (the DOR) alternative apportionment method for
calculating its income tax was reasonable. It also maintains the ALC erred in
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finding it was not a unifary business. It further asserts the ALC erred by
concluding the DOR did not violate its constitutional rights. We reverse.

FACTS/PROCEDURAL HISTORY

This case involves the assessment of corporate income tax on RAC West, a
subsidiary of the Rent-A-Center Inc. business. Rent-A-Center is a rent-to-own
business, providing consumer goods to customers for rent. Rent-A-Center East
Inc. (RAC East) owns and operates retail stores in eastern states including South
Carolina and is a wholly-owned subsidiary of Rent-A-Center. RAC East has two
wholly-owned subsidiaries: RAC West, which owns and operates retail stores in
western states, and Rent-A-Center Texas LP, which owns and operates retail stores
in Texas and provides management services. RAC West does not operate any
retail stores in South Carolina, but it owns and licenses the Rent-A-Center
intellectual property, including the trademarks and trade names to all other Rent-A-
Center companies. These royalty payments for the use of the intellectual property
by the South Carolina stores are RAC West's only activity in the state. This
arrangement was formalized in a licensing agreement between RAC West and
RAC East. The licensing agreement sets the amount of a royalty fee equal to 3%
of the gross revenues of the RAC East stores, an amount based upon a transfer
pricing study.'

RAC West filed their corporate income tax returns for 2003, 2004, and 2005 using
the three-factor apportionment formula, consisting of property, payroll, and sales.

The DOR audited RAC West's 2003-2005 initial tax returns and found RAC West
owed an additional $144,971 in corporate income tax; $35,086 in interest; and
$36,243 in penalties for the period of 2003-2005. According to the DOR, RAC
West's only income in South Carolina was the royalty income it obtained from
RAC East. The DOR applied an alternative apportionment method pursuant to
section 12-6-2320(A) of the South Carolina Code, which it stated "more fairly
represent[ed] the taxpayer's activity in South Carolina." The DOR based this

alternative apportionment method on RAC West's 3% royalty agreement with RAC
East.

" In the relevant years, this 3% amounted to $830,247 in 2003; $861,437 in 2004;
and $844,348.13 in 2005. )
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RAC West filed an appeal and requested a hearing before the ALC. One month
prior to the hearing, RAC West filed amended South Carolina income tax returns,
changing the method from the three-factor apportionment formula for dealers of
tangible personal property to the gross-receipts method under section 12-6-2290 of
the South Carolina Code.? This single-factor apportionment formula required RAC
West to pay an additional $1,326 in taxes to what it had previously paid.

The ALC held a hearing on August 10 and 11, 2011. The DOR argued RAC West
diluted the sales/gross receipts ratio by including the retail sales of RAC West in
the denominator because no retail sales are in the numerator, as RAC West's only
activity in South Carolina is the licensing of the intellectual property. According
to testimony from Dr. Glenn Harrison, the DOR's expert witness on law and
economics, the gross receipts ratio did not provide an accurate reflection of the
economic connection of RAC West to South Carolina. Dr. Harrison indicated
including royalty receipts in the numerator of the ratio while including both total
royalty and total retail receipts in the denominator was like putting apples in the
numerator and apples and oranges in the denominator. He further testified the
DOR's alternative method was economically reasonable and excluding the retail
operations from the calculations was essential in order to "come up with a tax
burden that fairly represented the economic nexus of the entity with South
Carolina." Additionally, Dr. Harrison indicated even if RAC West was a unitary
business, it should still be able to separate its accounts.

RAC West argued there is a unitary relationship between the business activities of
the retail stores in the western states and the licensing of intellectual property in
other states because the same management is over both businesses and the stores
contribute to the profitability of the intellectual property and vice versa. Further, it
argued it does not separately track the costs of the intellectual property alone and
this South Carolina audit was the first time it had been asked to do so.

According to RAC West's expert economist, Dr. Ronald P. Wilder, and tax policy
expert, Professor Richard Pomp, RAC West was a single unitary business based
upon the mutual interdependence of the trademark and retail business. Dr. Wilder

2 Under section 12-6-2290 of the South Carolina Code (2014), a taxpayer
apportions its net income by using a ratio in which the numerator is its gross
receipts from within South Carolina during the taxable year and the denominator is
its total gross receipts from all states during the taxable year.
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was asked his opinion of whether or not the standard apportionment formula fairly
represented the extent of RAC West's activities in the state, and he responded that
it did. Dr. Wilder based this "conclusion on the fact that RAC West uses its total
corporation income as what is to be apportioned [and t]hat the use of corporation
net income corresponds to the economic concept of profit on which taxable income
should be based." When asked what would result if the retail sales from RAC
West were not included in the denominator of the apportionment formula, Dr.
Wilder explained that because RAC West is a unitary business, the "separate
accounting cannot accurately measure the activities of RAC West." Professor
Pomp explained the standard apportionment worked the way it was supposed to in
this case. He stated, "That's not a defect. That's not anything unusual, out of the
ordinary." Further, he found an "inextricable link" and "synergy" between the
value of the intellectual property and the profitability of the retail store business.

Joseph P. Southard, a former employee of the DOR who worked specifically on the
RAC West audit, testified the audit began as a routine audit of Rent-A-Center as a
whole. When asked why the DOR did not make an assessment based on the
standard apportionment formula, Southard responded the gross receipts formula
"didn't fit into the definition," so the DOR "had to come up with kind of a hybrid."

The ALC found for the DOR on all issues except the penalty, which it dismissed.
Specifically, the ALC found (1) the DOR demonstrated RAC West's
apportionment formula failed to fairly represent its business in South Carolina; (2)
the DOR's proposed alternative apportionment method was reasonable in light of
RAC West's business activities in South Carolina; (3) the imposition of an
alternative method in this case did not violate the Constitution; (4) RAC West did
not substantiate any expenses, therefore it was not entitled to deduct any expenses;
and (5) RAC West was not liable for substantial understatement penalties.

RAC West filed a motion for reconsideration, which the ALC denied. RAC West
filed a Notice of Appeal and shortly thereafter requested, with the DOR's consent,
a stay of the matter until a final decision was made in Carmax Auto Superstores
West Coast, Inc. v. South Carolina Department of Revenue (Carmax I), 397 S.C.
604, 725 S.E.2d 711 (Ct. App. 2012), aff'd as modified, 411 S.C. 79, 767 S.E.2d
195 (2014). The parties asserted some or all of the issues could be decided or
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affected by the final decision in that case. This court granted the stay on April 16,
2012. Following a decision by the supreme court,” this appeal proceeded.

STANDARD OF REVIEW

The review of the [ALC]'s order must be confined to the
record. The court may not substitute its judgment for the
judgment of the [ALC] as to the weight of the evidence
on questions of fact. The court of appeals may affirm the
decision or remand the case for further proceedings; or, it
may reverse or modify the decision if the substantive
rights of the petitioner have been prejudiced because the
finding, conclusion, or decision is:

(a) in violation of constitutional or statutory provisions;
(b) in excess of the statutory authority of the agency;
(c) made upon unlawful procedure;

(d) affected by other error of law;

(e) clearly erroneous in view of the reliable, probative,
and substantial evidence on the whole record; or

(f) arbitrary or capricious or characterized by abuse of
discretion or clearly unwarranted exercise of discretion.

S.C. Code Ann. § 1-23-610(B) (Supp. 2015).

"In reaching a decision in a contested violation matter, the ALC serves as the sole
finder of fact in the de novo contested case proceeding." S.C. Dep't of Revenue v.
Sandalwood Soc. Club, 399 S.C. 267,279, 731 S.E.2d 330, 337 (Ct. App. 2012).
"The Rules of Procedure for the Administrative Law Judge Division require that
the AL[C] make independent findings of fact in contested case hearings, and the
Administrative Procedures Act clearly contemplates that the AL[C] will make [its]

3 Carmax Auto Superstores W. Coast, Inc. v. S.C. Dep't of Revenue (Carmax II),
411 S.C. 79, 767 S.E.2d 195 (2014).
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own findings of fact in a contested case hearing." Reliance Ins. Co. v. Smith, 327
S.C. 528, 534, 489 S.E.2d 674, 677 (Ct. App. 1997) (citation omitted). When the
evidence conflicts on an issue, the court's substantial evidence standard of review
defers to the findings of the fact-finder. Risher v. S.C. Dep't of Health & Envtl.
Control, 393 S.C. 198, 210, 712 S.E.2d 428, 435 (2011).

"The decision of the [ALC] should not be overturned unless it is unsupported by
substantial evidence or controlled by some error of law." Original Blue Ribbon
Taxi Corp. v. S.C. Dep't of Motor Vehicles, 380 S.C. 600, 604, 670 S.E.2d 674, 676
(Ct. App. 2008). "A reviewing court may reverse or modify an administrative
decision if the findings of fact are not supported by substantial evidence." Risker,
393 S.C. at 210, 712 S.E.2d at 434. "Substantial evidence is 'evidence which,
considering the record as a whole, would allow reasonable minds to reach the
conclusion that the administrative agency reached." Se. Res. Recovery, Inc. v. S.C.
Dep't of Health & Envtl. Control, 358 S.C. 402, 407, 595 S.E.2d 468, 470 (2004)
(quoting Lark v. Bi-Lo, 276 S.C. 130, 135,276 S.E.2d 304, 306 (1981)).
Substantial evidence . . . is more than a mere scintilla of evidence." Original Blue
Ribbon Taxi Corp., 380 S.C. at 605, 670 S.E.2d at 676.

"A statutory provision should be given a reasonable and practical construction
consistent with the purpose and policy expressed in the statute." Lockwood Greene
Eng'rs, Inc. v. S.C. Tax Comm'n, 293 S.C. 447, 449, 361 S.E.2d 346, 347 (Ct. App.
1987). "[T]he construction of a statute by the agency charged with its
administration will be accorded the most respectful consideration and will not be
overruled absent compelling reasons." Brown v. S.C. Dep't of Health & Envil.
Control, 348 S.C. 507, 515, 560 S.E.2d 410, 414 (2002) (alteration by court)
(quoting Dunton v. S.C. Bd. of Exam'rs in Optometry, 291 S.C. 221, 223, 353
S.E.2d 132, 133 (1987)).

LAW/ANALYSIS

RAC West argues the ALC erred by finding the standard statutory apportionment
formula did not fairly represent RAC West's business activities in South Carolina.
We agree.

If a taxpayer is transacting or conducting business partly
within and partly without this State, the South Carolina
income tax is imposed upon a base which reasonably
represents the proportion of the trade or business carried
on within this State. A taxpayer subject to taxation under
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this section is considered to have been transacting or
conducting business partly within and partly without the
State if the taxpayer is subject to a net income tax or a
franchise tax measured by net income in another state,
the District of Columbia, a territory or possession of the
United States, or a foreign country, or would be subject
to the net income tax in any other taxing jurisdiction if
the other taxing jurisdiction adopted the net income tax
laws of this State.

S.C. Code Ann. § 12-6-2210(B) (2014).

For profits or income of a taxpayer derived from sources like those here, "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." S.C.
Code Ann. § 12-6-2290 (2014).

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.

S.C. Code Ann. § 12-6-2320(A) (2014).

In South Carolina, corporate income tax "is imposed
annually at the rate of five percent on the South Carolina
taxable income of every corporation . . . transacting,
conducting, or doing business within this State or having
income within this State, regardless of whether these
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activities are carried on in intrastate, interstate, or foreign
commerce."

Carmax II, 411 S.C. at 85-86, 767 S.E.2d at 198 (alteration by court) (quoting S.C.
Code Ann. § 12-6-530 (2014)). "A corporation's taxable income in South Carolina
is computed using the Internal Revenue Code with modifications as provided by
South Carolina law, and this amount is 'subject to allocation and apportionment as
provided in Article 17 of this chapter."" Media Gen. Commc'ns, Inc. v. S.C. Dep't
of Revenue, 388 S.C. 138, 145, 694 S.E.2d 525, 528 (2010) (quoting S.C. Code
Ann. § 12-6-580). "When 'a taxpayer is transacting or conducting business partly
within and partly without this State, the South Carolina income tax is imposed
upon a base which reasonably represents the proportion of the trade or business
carried on within this State."! Carmax II, 411 S.C. at 86 767 S.E.2d at 198
(quoting § 12-6-2210(B)).

"Article 17, entitled 'Allocation and Apportionment,'
provides certain income that is not related to business
activity in South Carolina must be directly allocated to a
taxpayer and is not subject to apportionment." Any
income "remaining after allocation is apportioned in
accordance with the general apportionment statute,
section 12-6-2250, or one of the special apportionment
formulas" provided in [s]ections 12-6-2290 through 12-
6[-]2310.

Id. (quoting Media Gen. Commc'ns, 388 S.C. at 145, 694 S.E.2d at 528).

"The purpose of the allocation statutes is to provide for imposition of South
Carolina income tax 'upon a base which reasonably represents the proportion of the
trade or business carried on within this State."" Lockwood Greene Eng'rs, Inc. v.
S.C. Tax Comm'n, 293 S.C. 447, 449, 361 S.E.2d 346, 347 (Ct. App. 1987)
(quoting Hertz Corp. v. S.C. Tax Comm'n, 246 S.C. 92, 95, 142 S.E.2d 445, 446
(1965)). Our supreme court has held that "the apportionment formula is a
reasonable basis for establishing the income tax of corporations which . . . do
business on a multistate level." Eastman Kodak Co. v. S.C. Tax Comm'n, 308 S.C.
415,419,418 S.E.2d 542, 544 (1992).

"[T]he statutory apportionment method found in section 12-6-2290 of the South
Carolina Code . . . [is] commonly referred to as the 'gross receipts method' . . . ."
Carmax 11, 411 S.C. at 83, 767 S.E.2d at 197. "This method . . . calculates a
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multistate taxpayer's taxes due by creating an apportionment ratio that divides the
taxpayer's receipts from financing and intangibles in South Carolina by the
taxpayer's receipts from financing, intangibles, and retail sales everywhere else the
taxpayer does business." Id.

In CarMax, the corporate structure of CarMax was somewhat similar to Rent-A-

Center's.

Id. at 81-82,

In 2002, CarMax became a separate, publicly-traded
holding company of CarMax Auto Superstores, Inc.,
(CarMax East) and CarMax West, two wholly owned
subsidiaries, which primarily performed retail automobile
sales. CarMax East owned and operated the used car
superstores on the East Coast and in the Midwest,
including South Carolina, and managed all of the
financial operations and corporate overhead of CarMax.
CarMax West owned and operated the used car
superstores on the West Coast and owned all of the
intellectual property. From 2002-2004, CarMax East
paid royalties to CarMax West for the use of this
intellectual property in accordance with a licensing
agreement.

767 S.E.2d at 196.

In 2004, CarMax reorganized its corporate structure, and
created CarMax Business Services, LLC (CBS), a multi-
member limited liability company with two members:
CarMax East and CarMax West. CarMax East
contributed the financing operations and corporate
overhead management to the partnership, and CarMax
West contributed the intellectual property. Ownership
percentages of CBS were based on the value of the assets
contributed, and the members' income derives from their
respective percentages of ownership.

After the restructuring, CarMax East and CarMax West
became vehicle retailers only, and CBS began to provide
all of the corporate overhead services, house financing
operations through its financing arm (CAF), and manage
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the intellectual property for its members. Both CarMax
East and CarMax West pay CBS a management fee for
these services.

Id at 82, 767 S.E.2d at 196 (footnote omitted).

CarMax West claim[ed] that it ha[d] no financial
connection to South Carolina outside of royalty payments
from CarMax East. From 2002-2004, CarMax East made
direct payments to CarMax West for use of the
intellectual property; and since 2004, CarMax East has
made management fee payments to CBS on a per-
vehicle-sold basis, and CAF has generated further
financing revenue in South Carolina. Because of its
status as an LLC, CBS is taxed as a partnership;
therefore, both sources of revenue "flow through" CBS to
its members, and thus indirectly, to CarMax West.

1d.

"CarMax West filed the amended tax returns in question, using the statutory
apportionment method found in section 12-6-2290 of the South Carolina Code."
Id. at 83,767 S.E.2d at 197. That method "requires a taxpayer to 'apportion its . . .
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."" Id. at 86, 767 S.E.2d at 198 (alteration by
court) (quoting S.C. Code Ann. § 12-6-2290). "CarMax West then multiplied its
net income by the apportionment ratio, and multiplied that number by South

Carolina's income tax rate to arrive at its South Carolina income tax." Id. at 83,
767 S.E.2d at 197.

The DOR "rejected CarMax West's use of the gross receipts method, claiming it
did not fairly represent the extent of CarMax West's business dealings in South
Carolina. Rather, the [DOR] proposed an alternate apportionment method
pursuant to section 12-6-2320(A)(4) of the South Carolina Code." Id.

The [DOR]'s proposed alternative formula employed an
apportionment ratio of CarMax West's South Carolina
income from intangibles and financing divided by
CarMax West's intangibles and financing income from
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everywhere else that it does business. According to the
[DORY], this alternative formula focused on CarMax
West's actual business activity in South Carolina. The
[DOR] sought to prevent CarMax West from diluting its
income by inflating the denominator of its apportionment
ratio with sales from its Western retail operations.
Furthermore, the [DOR] sought to include the income
from the sale of securitized consumer lending contracts
in CarMax West's South Carolina income.

Id at 84,767 S.E.2d at 197.

"[T]he statutory language of section 12-6-2320(A) clearly evinces a two-part
analysis . ..." Id at 88, 767 S.E.2d at 199.

[W]hen a party seeks to deviate from a statutory formula
under section 12-6-2320(A), the proponent of the
alternate formula bears the burden of proving by a
preponderance of the evidence that: (1) the statutory
formula does not fairly represent the taxpayer's business
activity in South Carolina and (2) its alternative
accounting method is reasonable.

Id at 89, 767 S.E.2d at 200.

[W1he[n] the [DOR] alone is arguing that the statutory
formula does not fairly represent the taxpayer's business
in South Carolina[, Jthe [DOR] bears the burden to prove
(1) that the statutory formula does not fairly represent
CarMax West's business activity in South Carolina and
(2) that the proposed alternative formula is reasonable.

Id. at 89-90, 767 S.E.2d at 200 (citing St. Johnsbury Trucking Co. v. State, 385
A.2d 215,217 (N.H. 1978) (holding "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"); Donald M. Drake Co. v. Dep't of
Revenue, 500 P.2d 1041, 1044 (Or. 1972) (holding "the use of any method other
than apportionment should be exceptional” and the party seeking to use an
alternative method bears the burden of proof)). The threshold issue is whether the
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statutory formula fairly represents a taxpayer's business activity within South
Carolina. Id. at 90, 767 S.E.2d at 200.

In Eastman Kodak Co., the court determined:

Since the safe harbor lease transactions were a part of
Kodak's general business, they were properly included in
the denominator of the apportionment formula in
computing Kodak's national net income from payroll,
property, and sales. The fact that a very small percentage
of the leased assets are located in South Carolina is

- accounted for in the numerator of the apportionment
formula in which Kodak's payroll, property, and sales in
this state are computed. Therefore, the apportionment
formula reflects a "reasonable representation” of Kodak's
business in this state.

308 S.C. at 419, 418 S.E.2d at 544.
In arriving at its decision in CarMax,

the ALC relied on testimony from an auditor that the
business structure of CarMax West and CBS is often
"linked with tax minimization strategies." Furthermore,
the ALC relied on evidence regarding the sourcing of
income, and the fact that CarMax West's apportionment
ratio yielded a significantly lower tax than that of
CarMax East, to support its determination that CarMax
West's income was diluted. This was the extent of the
evidence offered by the [DOR] to prove the contention
that the statutory formula did not fairly represent CarMax
West's business activity in South Carolina, other than
bald assertions by its witnesses that it satisfied this
threshold question.

Even if these findings accurately characterize CarMax
West's motives, they do not provide a sound evidentiary
basis to support the conclusion that the statutory formula
did not fairly represent CarMax West's business in South
Carolina. See St. Johnsbury Trucking Co., 385 A.2d at
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217 ("Merely because the use of an alternative form of
computation produces a higher business activity
attributable to New Hampshire, is not in and of itself a
sufficient reason for deviating from the legislatively
mandated formula." (citations omitted)).

Carmax II, 411 S.C. at 90-91, 767 S.E.2d at 201.

In this case, the burden was on the DOR to show the statutory formula did not
fairly represent RAC West's business activity in South Carolina. The DOR
presented the same level of evidence in this case as in CarMax. Based on the
supreme court's holding in CarMax the evidence was insufficient to meet the
DOR's burden for the threshold issue, we likewise conclude the DOR failed to
meet its burden here. Substantial evidence does not support finding the statutory
apportionment method fairly reflected RAC West's business activities in South
Carolina. The DOR auditor, Southard, testified the investigation started because
Rent-A-Center was comprised of multiple entities and he believed a management
services fee was too high. He did not point to any specific evidence the standard
apportionment method did not fairly represent RAC West's business activities.
Additionally, the DOR's expert, Dr. Harrison, indicated excluding the retail
operations from the calculations was essential to "come up with a tax burden that
fairly represented the economic nexus of the entity with South Carolina." See id. at
91, 767 S.E.2d at 201 (holding bald assertions by the DOR's witnesses that it
satisfied the threshold question was not enough to meet its burden). Dr. Harrison
testified that using the standard apportionment method would be like having apples
in the numerator, while having apples and oranges in the denominator. However,
this is how the apportionment method is intended to work, as Professor Pomp
testified. A very small amount of RAC West's business comes from the royalties;
therefore, this should only comprise a small amount of its taxes. See Eastman
Kodak Co., 308 S.C. at 419, 418 S.E.2d at 544 ("The fact that a very small
percentage of the leased assets are located in South Carolina is accounted for in the
numerator of the apportionment formula in which Kodak's payroll, property, and
sales in this state are computed. Therefore, the apportionment formula reflects a
'reasonable representation' of Kodak's business in this state."). Accordingly,
substantial evidence does not support the ALC's finding the DOR met its burden.

Additionally, because the DOR did not meet its burden in proving the threshold
issue of whether the statutory formula fairly represented RAC West's business
activities in the state, we need not decide whether the ALC erred in finding the
DOR's alternative method was reasonable. See Carmax 11, 411 S.C. at 90, 767
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S.E.2d at 200 (holding the threshold issue is whether the statutory formula fairly
represents a taxpayer's business activity within South Carolina); see also Futch v.
MecAllister Towing of Georgetown, Inc., 335 S.C. 598, 613, 518 S.E.2d 591, 598
(1999) (holding an appellate court need not review remaining issues when its
determination of a prior issue is dispositive of the appeal). Accordingly, the ALC's
decision is

REVERSED. *

HUFF and GEATHERS, JJ., concur.

* RAC West also argues the ALC erred in (1) finding RAC West did not operate a
unitary business when the uncontested evidence established it was unitary; (2)
allowing the DOR to apply a separate accounting to a unitary business; and (3)
concluding the DOR did not violate RAC West's constitutional rights by applying
separate accounting, to a unitary business. In CarMax, similar additional issues
were raised. See Carmax II, 411 S.C. at 84-85, 767 S.E.2d at 197 ("On appeal,
CarMax West argued the ALC erred in . . . failing to consider that CarMax West
operates a unitary business and permitting the [DOR] to use separate accounting
procedures when calculating tax liability of a unitary business . . . and . . . finding
that the [DOR] did not violate CarMax West's constitutional rights by applying a
separate accounting to a unitary business and by sourcing financing receipts to
South Carolina."). The court in Carmax II determined it did not need to reach
these issues based on its decision. Based on our decision above, like Carmax 11,
we need not address RAC West's remaining issues. See id. at 91 n.11, 767 S.E.2d
at 201 n.11 ("We need not reach . . . CarMax West's remaining issues on appeal, as
they were all raised as defenses to the [DOR]'s use of an alternative apportionment
method, and the proper allocation of the burden of proof resolves this appeal.”
(citing Futch, 335 S.C. at 613, 518 S.E.2d at 598)).
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Pursuant to Rules 221(a), 219, and 240 of the South Carolina Appellate Court Rules,
Respondent, South Carolina Department of Revenue (“Department” or ‘“Respondent”), hereby
files this Petition for Rehearing in the above-referenced matter, which resuited in Opinion .
number 5447 filed on October 26, 2016 (the “Opinion”). The Department respectfully submits
that rehearing and/or issuance of a new opinion denying the relief sought by the Appellant and
affirming the decision of the Administrative Law Court (“ALC”) is warranted. This Petition for
Rehearing is based on the grounds that the Court overlooked and/or misapprehended the
substantial evidence in the record that the Department satisfied its burden and that Appellant’s
retail and trademark businesses are not unitary businesses.

INTRODUCTION

As this Court is éware, the primary issue in this matter has been whether the Department
satisfied its burden of proof to demonstrate that the statutory apportionment method used by the
Appellant, Rent-A-Center West, Inc., did not fairly reflect the extent of Appellant’s business
activity in South Carolina. Another issue is whether Appellant’s retail and trademark activities
are non-unitary activities such that Appellant’s inclusion of both of the non-unitary activities in
one gross-receipts formula was improper.

On Janu@ 6, 2012, the ALC issued its Final Order and Decision (“ALC Order”) in this
matter and concluded that the Department satisfied its burden with sufficient evidence. (See R.

pp. 3-23.)' The ALC, who is in trier of fact in this matter, found that “the evidence in this case

'"The ALC in this case appropriately placed the burden on the Department to show 1) that
the standard apportionment method used by the taxpayer did not fairly represent the taxpayer’s
business activity within SC and 2) that the Department’s alternative method was reasonable. As
will be discussed, this is what distinguishes the instant case from the outcome in CarMax Auto
Superstores W. Coast, Inc. v. S.C. Dep't of Revenue, 411 S.C. 79, 767 S.E.2d 195 (2014), where
the trial judge placed the burden on the taxpayer to disprove the appropriateness of the
Department’s alternative apportionment formula.
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demonstrates that the standard formulas for apportionment (and, in particular, use of Section 12-
6-2290) did not reasonably represent the proportion of trade of business that RAC West carried
on in South Carolina. Furthermore, the facts established that the Department’s [alternative]
method of apportionment is reasonable.” (R. p. 14.)

The ALC also found that the facts demonstrated that Appellant’s retail operations were
“unrelated” to its trademark business. (R. p. 13.) Accordingly, the ALC concluded that
including Appellant’s gross receipts from its out-of-state retail operations in the denominator of
the combined gross-receipts formula diluted and distorted Appellant’s actual economic activity
in South Carolina. (R.p. 13.)

LAW

During the years at issue in this case, South Carolina law allowed two standard statutory
formulary apportionment methods to apportion a taxpayer’s apportionable income from within
and without South Carolina. The first standard method used a three-factor apportionment
formula set forth in S.C. Code Ann. § 12-6-2{50 (Supp. 2000). This three-factor formula applied
to manufacturers and dealers in tangible personal property, so it was not applicable to Appellant.
The second standard method used a gross-receipts apportionment formula set forth in S.C. Code
Ann. § 12-6-2290 (2014). The gross-receipts formula applied to all other multi-state taxpayers

other than manufacturers or dealers in tangible personal property.2

?Despite not being a manufacturer or a dealer in tangible personal property, Appellant
initially filed its corporate income tax returns for the years at issue using the three-factor
formula. After litigation commenced, Appellant filed amended income tax returns that used the
gross-receipts apportionment formula. (R. p. 4 n.1.) The ALC found that the three-factor
formula was not applicable to the Appellant and its business. (R. pp. 11-12.) Therefore, the

dispute in this case is whether the gross-receipts formula fairly represents the extent of the
Appellant’s business activity in South Carolina.

APP 018



If the standard apportionment formula for a taxpayer does not fairly represent the extent
of the taxpayer’s business activity in South Carolina, the taxpayer may petition for or the
Department may require the use of an altermative apportionment method, if that alternative
apportionment method is reasonable. S.C. Code Ann. § 12-6-2320(A) (2014); see CarMax Auto
Superstores West Coast, Inc. v. S.C. Dep't of Revenue, 411 S.C. 79, 86-87, 767 S.E.2d 195, 198-
99 (2014). “[T}he proponent of the altermative formula bears the burden of proving by a
preponderance of the evidence that: (1) the statutory formula does not fairly represent the
taxpayer’s business activity in South Carolina and (2) its alternative accounting method is
reasonable.” CarMax, 411 S.C. at 89, 767 S.E.2d at 200.

Upon an appeal from the ALC, a South Carolina appellate court:

[M]ay not substitute its judgement for the judgement of the agency
as to the weight of the evidence on questions of fact. The Court
may affirm the decision of the agency or remand the case for
further proceedings. The court may reverse or modify the decision
if substantial rights of the appellant have been prejudiced because
the administrative findings, inferences, conclusions, or decisions
are:

(a) in violation of constitutional or statutory provisions;

(b) in excess of the statutory authority of the agency;

(c¢) made upon unlawful procedure;

(d) affected by other error of law;

(e) clearly erroneous in view of the reliable, probative, and substantial
evidence on the whole record; or

(f) arbitrary or capricious or characterized by abuse of discretion or
clearly unwarranted exercise of discretion.

S.C. Code Ann. § 1-23-380(5) (Supp. 2015).

In a contested case hearing such as the one in this case, “the ALC serves as the sole

finder of fact in the de novo contested case proceeding.” (Opinion, p. 5 (citation omitted).)

“When the evidence conflicts on an issue, the court’s substantial evidence standard of review

defers to the findings of the fact-finder. (Opinion, p. 6 (citation omitted).) “The decision of the
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[ALC] should not be overturned unless it is unsupported by substantial evidence or controlled by
some error of law.” (Opinion, p. 6 (citation omitted).) “Substantial evidence is ‘evidence which
considering the record as a whole, would allow reasonable minds to reach the conclusion that the
administrative agency reached.”” (Opinion, p. 6 (citation omitted).) “Substantial evidence . . . is
more than a mere scintilla of evidence.” (Opinion, p. 6 (citation omitted).)

LEGAL ANALYSIS

The Court overlooked or misapprehended the substantial evidence that exists in the
record to support the ALC’s finding that the Department satisfied its burden to prove that the
statutory gross-receipts formula did not fairly reflect Appellant’s business activity in. South
Carolina. Further, this Court overlooked or misapprehended the substantial evidence that exists
in the record demonstrating that Appellant’s out-of-state retail business and its trademark
business are unrelated and not unitary. Given this substantial evidence, this Court should defer
to the facts as found by the ALC and issue a new opinion affirming the ALC Order.

I The Department Presented Substantial Evidence to Satisfy its Burden of

Proof to Demonstrate that the Standard Gross-Receipts Apportionment
Formula Did Not Fairly Reflect the Extent of Appellant’s Business Activity
in South Carolina.

The record is replete with evidence that supports the'ALC’s finding that the Department
satisfied its burden to prove that the statutory gross-receipts apportionment formula used by
Appellant did not fairly rep?esent the extent of Appellant’s business activity in South Carolina.
Accordingly, this Court should modify its Opinion to affirm the ALC Order or should rehear this
matter.

The ALC, who was the trier of fact in this case, was in the best position to determine the
facts in this case, (see Opinion, p. 6 (citing Risher v. S.C. Dep’t of Health & Envtl. Control, 393

S.C. 198, 201, 712 S.E.2d 428, 435 (2011)), and found that “the evidence in this case
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demonstrates that the standard formulas for apportionment (and, in particular, use of Section 12-
6-2290) did not reasonably represent the proportion of trade of business that RAC West carried
on in South Carolina,” (R. p. 14). | This evidence relied on by the ALC constituted sufficient
evidence as it was specific and more than mere bald assertions; however, this Court relied upbn
only one statement by the Department’s auditor and two statements by the Department’s expert
witness (Opinion, p. 13) and overlooked the additional and sufficient evidence in the record that
supports the Department’s position. By failing to recognize the sufficient evidence that supports
the Department’s position, the Court overlooked or misapprehended the evidence presented at
the contested case hearing resulting in this Court erroneously finding that the Department
presented the same insufficient evidence in this case that it presented in CarMax Auto

Superstores W. Coast, Inc. v. S.C. Dep’t of Revenue, 411 S.C. 79, 767 S.E.2d 195 (2014).°

3The Department submits that the Court should rely on CarMax solely for the legal
conclusion regarding the burden of proof under S.C. Code Ann. § 12-6-2320 and nothing more.
The result in CarMax — finding that the Department had not met its burden of proof to show that
the standard formula did not fairly represent the extent of CarMax’s business activity in South
Carolina — should not be used to draw any conclusion on the sufficiency of the Department’s
evidence here. Significantly, the trial court in CarMax imposed the burden of proof on the
wrong party, requiring the taxpayer to show that the Department’s alternative formula was
inappropriate instead of placing the affirmative burden on the Department. As observed by
Chief Justice Pleicones in dissent, “The ALC placed the burden of proof on CarMax West, and
accordingly its findings of fact and conclusions of law are premised on that error of law.”
CarMax, 411 S.C. at 92, 767 S.E.2d at 201 (Pleicones, J., dissenting in part). The dissent further
observed that “[i]t is therefore not surprising that as the majority states, 'the Department relied
on CarMax West to refute [the Department’s] use of an altemate formula,’” or that the
Department, lacking any burden of proof, largely offered evidence of what it did rather than why
it did it.” Id. While the Department acknowledges that the CarMax Court ultimately reviewed
the record to determine that the Department’s evidence was insufficient, the CarMax Court did
not have the same perspective on the evidence there as did the trial judge in the instant case.
Here, the ALC imposed the proper burden of proof. (R. pp. 10, 12.) The trial judge here thus
had the ability to weigh the testimony of witnesses and assess their credibility and evaluate all
other evidence. Using the correct burden of proof, the ALC here arrived at the factual
conclusion that the Department met its burden of proof. The Department respectfully submits
that these conclusions — that the standard formula does not fairly represent the extent of the

5
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This Court improperly found that substantial evidencé does not support -the ALC’s
finding that the Department met its burden. (Opinion, p. 13.) In its analysis, this Court stated
that the Department’s auditor “did not point to any specific evidence” to show that Appellant’s
use of the gross-receipts formula did not fairly represent the extent of its business activity in
South Carolina. (Opinion, p. 13.) It further indicated that the Department’s economic expert
made mere “bald assertions” regarding Appellant’s use of the gross-receipts formula. (Opinion,
p. 13.)

The Department, however, satisfied its burden of proof by presenting sﬁfﬁcient evidence
that the standard gross-receipts formula used by Appellant does not fairly represent the extent of
Appellant’s business activity in South Carolina. This evidence demonstrates that by including
Appellant’s out-of-state retail receipts in the denominator of the gross-receipts ratio, when
Appellant conducted no retail activity in South Carolina, the gross-receipts ratio was diluted and
distorted such that the resulting tax base did not fairly represent Appellant’s business activity in
South Carolina. The ALC found that “the facts clearly reflect the revenue from the operations of
[Appellant’s out-of-state] stores is unrelated to the trademark business [Appellant] operat.es in
South Carolina” and that “the evidence does not show that [Appellant’s] retail operations, which
generates a very large portion of its gross receipts, contribute a compérable amount to
{Appellant’s] net income.” (R. p. 13.)

A witness for the Appellant testified that Appellant did not operate any retail stores in
South Carolina, but it operated retail stores only in the western part of the United States. (R. p.

125.) This witness also testified that Appellant had no management or employees in South

Carolina. (R. p. 131.)

taxpayer’s activity in the State and that the Department’s altenative methodology is reasonable —
were supported by substantial evidence.
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The Department’s auditor testified that Appellant had only two streams of income: (1)
retail sales conducted entirely outside of South Carolina that made up 87% of Appellant’s
income and (2) royalty income from trademark licensing agreements earned partially from within
South Carolina that made up 13% of Appellant’s income. (R. p. 254.)

The Department’s auditor also testified that Appellant’s only income generated from
within South Carolina was royalty income and that Appellant did not operate any retail stores in
South Carolina. (R. pp. 253-54.) The auditor testified that Appellant’s out-of-state retail
operations had “nothing” to do with its trademark activities in South Carolina. (R. p. 253.)
Through a trademark licensing agreement, Appellant ‘licensed use of its trademarks to RAC East,
Inc., a separate but affiliated company that operated retail stores in South Carolina. (R. 383-
390.)

Further, the record indicates that Appellant engages in two business activities — retail
and trademark — that have widely divergent profit margins and that the result of combining both
activities into one gross-receipts formula is a dilution and distortion of Appellant’s business
activity in South Carolina. Appellant conducts a high profit margin trademark licensing business
in South Carolina while it conducts a lower profit margin retail business in western states. (R.
pp- 253-56.) The Department’s auditor testified that Geoffrey-type companies (i.e., companies
that own and license trademarks) do not incur many expenses and would therefore be a high
profit margin business when compared to a retail business that has many expenses to offset its
income. (R. p. 256.) Even though the Department asked for documentation of any trademark-
related expenses incurred by Appellant (R. p. 254-55), the record is void of Appellant even
naming any trademark-related expenses that it incurred, much less substantiating any such

deductions. However, the record includes statements from an RAC Texas employee stating that
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RAC Texas manages Appellant’s trademark portfolio, indicating that Appellant incurs little or no
expense related to its trademarks. (R. p. 154.) Therefore, Appellant operates only its high
margin trademark business in South Carolina from which it generates more net income from
every dollar of sales. Apportioning Appellant’s total net income using a gross-receipts ratio that
includes both the lower margin retail receipts that make up 87% of total receipts and fhe higher
margin royalty receipts will result in less total net income being apportioned to South Carolina
although Appellant operates only its high margin business in South Carolina. Separating these
lines of businesses for apportionment purposes is supported by the decision in Microsoft
Corporation v. Franchise Tax Board, 39 Cal.4™ 750, 767-71, 139 P.3d 1169, 1180-83 (2006)
(stating that a qualitative analysis is necessary because byb applying the worldwide averagev
margin to each stat;’s gross receipts when the much lower margin treasury operations operate
only in Washington State “would result in severely underestimating the amount of income
attributable to every state except the state hosting the treasury depaﬁment).

The ALC demonstrated the distortion and dilution of the gross-receipts ratio caused by
including both retail and royalty receipts in the denominator while including only Appellant’s
South Carolina royalty receipts in the numerator. (R. pp. 6-7.) For example, the ALC noted that
while Appellant’s total net income for 2004 was $19,840,800 the gross-receipts ratio used by
Appeliant app(-)rtioned only $40,317 of that total net income to South Carolina. (R. p. 6.) This is
despit>e the fact that Appellant generated $861,437 from South Carolina in 2064 through its high
margin trademark licensing business. (R. pp. 6, 254.) Due to the qualitative differences in
Appellant’s retail and trademark businesses, the gross-receipts formula dilutes and distorts the
extent of Appellant’s business in South Carolina because it results in a reduction of Appellant’s

South Carolina gross receipts from trademarks of $861.437 by 95% to arrive at a South Carolina
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taxable income amount of only $40,317. (R. p. 6.) Such a significant reduction is absurd when
the record is void of any expenses which Appellant incurred that should offset the South
Carolina-based royalty income and the evidence in the record clearly indicates that another
entity, RAC Texas, manages and maintains Appellant’s portfolio or trademarks and tradenames
(R. p. 154). The absurd result of using one gross-receipts formula that includes both the high
margin and the lower margin activities is even starker in 2005 and 2006. (R. p. 7.)

Further, the Department’s expert recognized and testified regarding the inherent problem
of including the out-of-state retail sales in the denominator of the gross-receipts ratio while no
retail sales are included in the numerator when Appellant conducts no retail operations in South
Carolina. Dr. Harrison, an expert in law and economics, testified that using the standard gross-
receipts ratio, which included retail sales in the denominator, “would not provide Aan accurate
reflection of the economic connection of [Appellant] with South Carolina.” (R. p. 274.) He
called it mixing apples and oranges (R. p. 274), which is the same analogy used by the California
Supreme Court in Microsoft Corp. when addressing the different profit margin activities within
Microsoft’s business, 39 Cal.4™at 768, 139 P.3d at 1180.

The above demonstrates that the Department, unlike in CarMax, presented much more
than a scintilla of evidence to support its assertion that Appellant’s use of the gross-receipts
formula did not fairly represent the extent of Appellant’s business activity in South Carolina.
Therefore, the Department presented the necessary sufficient evidence for the ALC’s decision to
be affirmed. Additionally, the ALC as the trier of fact made the factual determinations based on

such sufficient evidence and its factual determinations should not be overturned.
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. The Department Presented Substantial Evidence that Appellant’s Out-of-
State Retail Business and its Trademark Businesses Are Unrelated and Not
Unitary. -

Although the above is sufficient for this Court to issue a new opinion affirming the ALC
Order, the ALC Order should also be affirmed because the ALC found that Appellant’s retail and
trademarks activities are “unrelated” and it is not proper, as Appellant did, to combine non-
unitary activities into one standard apportionment method. (R. pp. 12-13, 15.)

“Under both the Due Process and the Commerce Clause of the [United States]
Constitution, a state may not, when imposing an income-based tax, ‘tax value earned outside its
borders.”” Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 164 (1983). In
addition to not taxing income earned outside of a taxing authority’s state, the standard formulary
apportionment methods used in a particular state should be applied only to activities that are
unitary, and unrelated activities should not be apportioned by using one combined formulary
apportionment method. As the ALC found, the entire “unitary business” concept functions to
determine whether certain activities of a taxpayer may be subject to income tax on a formulary
apportionment basis. (R. p. 15 (citing 71 Am. Jur. 2d State and Local Taxation § 511 (updated
Nov. 2011)).) The United States Supreme Court confirmed that formulary apportionment is
applied only to unitary activities as follows:

The unitary business/formulary apportionment method is a very
different approach to the problem of taxing businesses operating in
more than one jurisdiction. It . .. calculates the local tax base by
first defining the scope of the “unitary business” of which the
taxed enterprise’s activities in the taxing jurisdiction form one part,

and then apportioning the total income of that “unitary business”
between the taxing jurisdiction and the rest of the world on the

*It is proper however to use separate ac'counting even if a taxpayer’s business activities
are unitary because, for example, S.C. Code Ann. § 12-6-2320(A) allows separate accounting as

an alternative apportionment method without any mention of unitary or non-unitary businesses.
(See also R. p. 16.)
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basis of a formula taking into account objective measurers of the
corporation’s activities within and without the jurisdiction.

Container Corp., 463 U.S. at 165. South Carolina law also has recognized that forrhulary

apportionment applies to unitary activities but not to unrelated activities. See S.C. Code Ann.
Regs. 117-710.1 (2012).

The ALC addressed the factors necessary in a unitary-business analysis and found that
“the facts clearly reflect the revenue from the operation of those [out-of-state] sto.res is unrelated
to the trademark business [Appellant] operates in South Carolina.” (R. p. 13.) The test to
determine whether a business is unitary is to determine if the business has the characteristics of
unity of ownership, unity of management, and unity of operations (i.e., the “unities” definition)
and if the activities of the business in question contribute to or depend on the-other activities of
the business (i.e., the “contribution-dependence” definition). (R. p. 16 (citing Eastman Kodak
Co. v. South Carolina Tax Commission, 308 S.C. 415, 418 S.E.2d 542 (1992)).)

As noted below, the record is again replete with substantial evidence supporting that
Appellant’s retail and trademark businesses are unrelated and non-unitary such that using a
single gross-receipts formula combining these unrelated activities would not fairly represent the
extent of Appellant’s business activities in South Carolina. Appellant’s trademark business,
which is the only business that Appellant conducted in South Carolina, (R. pp. 152, 253, 342), i1s
not unitary with Appellant’s primary business, its retail business. For example, unity of
management does not exist between Appellant’s retail and trademark businesses. (R. p. 17.)
Appellant manages its retail stores but not its trademarks and tradenames. Evidence
demonstrates that Appellant has store managers who manage the day-to-day retail operations at
each store, (R. pp. 127, 129, 152), but Appellant does not manage the day-to-day operations of

its trademark business (R. pp. 152, 154). RAC Texas, a separate entity that does not pay income
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taxes in South Carolina, provides the services for protecting, licensing, and monitoring use of
Appellant’s intellectual property in South Carolina and elsewhere. (R. pp. 152, 154.) Ms.
Wolverton of RAC Texas is “responsible for maintaining the company’s portfolio of trademarks
and trades names” including determining whether a desired name would be available for federal
registration, filing the registration and leading the registration process, filing continuing use
statements, and monitoring use of the Intellectual Property by others. (R. p. 154.) Additionally,
although RAC West owns the intellectual property, Appellant’s own economic consultant in its
transfer pricing study stated that RAC Texas is responsible for developing acivertising and
marketing strategies to create, maintain, and expand the RAC brand name. (R. p. 425.)
Appellant asserts that a unity of management exists here because a related company, RAC Texas,
manages Appellant’s trademark business, (Appellant’s Brief p. 32.); however, this fact actually
proves the opposite. The fact that another entity manages and maintains Appéllant’s portfolio of
trademarks and tradenames and the fact that Appellant’s economic consultant could separate
Appellant’s trademark licensing activities in order to determine the royalty fee demonstrate that
Appellant’s retail and trademarks activities are not unitary because Appellant does not have
centralized management over both activities and shows that Appellant’s retail and trademark
businesses can be separated.

In addition to not meeting the unity of management test, there are several reasons why
Appellant does not meet the contribution-dependence test, meaning that its trademark business is
not unitary with its retail business. First, Appellant’s trademark businéss depends on retail sales
made by its retail affiliates (i.e., RAC East and RAC Texas) and their customers, not from
Appellant’s own retail sales. (See_= e.g., R. pp. 383-87.) Unlike the retail sales of RAC East (R.

pp. 383-87), the retail sales of Appellant do not generate any royalty income for Appellant’s

12
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trademark business because Appellant does not charge itself a royalty fee. Second, as the ALC
noted, Appellant did not prove that its retail and trademark operations have an inextricable link
between the two businesses. (R. p. 8.) Appellant’s own expert placed a value on the trademark
activities by determining an appropnate royalty percentage. (R. p. 8.) Appellant made bald
assertions that such an inextricable link existed but offered no documentary or other meaningful
evidence to support this claim except for self-serving testimonial statements. Third, Appellant’s
assertion that as the customer service and performance of the retail stores increased the
intellectual property become “more famous™ (R. pp. 155), is irrelevant because notoriety does
not necessarily cause an increase in value and Appellant certainly did not present any estimates
of how much the value of the intellectual property increased or decreased in any year because of
retail service or performance. Assuming, arguendo, that good retail service or performance
increased the value of the intellectual property in any one of the tax years at issue, such an
increase in the value of intellectual property is not a taxable event and. has no relevance to
Appellant’s income tax returns for 2003, 2004, or 2005 as Appellant did not change the royalty
fee charged to its affiliates due to a change in value, which would have affected Appellant’s
income, or did not sell its intellectual property in a taxable transaction. The taxable event for
Appellant in South Carolina is the receipt of the royalty fees from RAC East. That taxable event
is the centerpiece of the Department’s alternative apportionment method. Appellant could affect
the taxable event, if the value of the intellectual property increased or decreased, by increasing or
decreasing the royalty percentage in the licensing agreements with RAC East. Fourth, Appellant
did not strategically acquire the intellectual property to enhance the value of its retail business as
it already owned the intellectual property when that company was acquired. (R. p. 132.) Fifth,

whatever value Appellant’s intellectual property has on its retail operations and vice versa is
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applicable to all retail operations of RAC West, RAC Texas, and RAC East, not merely on the
retail operations of RAC West. (R. p. 155.) Therefore, Appellant’s intellectual property equally
serves the retail operations of RAC West, RAC East, and RAC Texas and does not provide any
unique value to RAC West’s retail business. Finally, although the retail operations of RAC East
and Appellant are the same (R. p. 152), only Appellant owns the intellectual property (R. pp.
152, 155). This indicates that operating the retail stores, whether by RAC East, RAC Texas, or
Appellant, is not dependent on also owning the trademark business; otherwise RAC East’s and
RAC Texas’ retail business would be failing because they do not own the trademarks.

Still another example of Appellant’s traderﬁark business not being unitary with its retail
business is the fact that Appellant’s royalty income is identifiable, quantifiable, and separable.
Its royalty income comes from its retail affiliates, primarily RAC East and RAC Texas, and is
established through licensing agreements. (See, e.g., R. pp. 383-90.) In the agreement with
RAC East, Appellant receives a royalty fee of 3% of RAC East’s net sales. (R. p. 389.) KMPG
was able to look separately at Appellant’s trademark business and determine an arm’s length
royalty fee. (R. pp. 409-77.) Since the royalty fee has been quantified and KPMG separately
analyzed Appellant’s trademark business, Appellant’s trademark business can be separated from

its retail business.

Appellant cites Exxon Corp. v. South Carolina Tax Commission, 273 S.C. 594, 258

S.E.2d 93 (1993) to assert that Appellant’s trademark business is unitary with its retail business.
(Appellant’s Brief p. 28-33.) In Exxon, Humble Oil and Refining Company (Humble) operated
a vertically integrated oil and gas company engaged in exploration and production of oil and gas,
refining of crude oil, and the retail sales of petroleum products. Exxon, 273 S.C. at 596, 258

S.E.2d at 94. When filing income tax returns in South Carolina, Humble excluded from its tax

14
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base the portion of its income related to the exploration and production operations. [d. The
Supreme Court affirmed the lower court’s decision that Humble operated a single unitary
business that included the exploration and production operations and that South Carolina income
tax should be calculated by applying the apportionment ratio to Humble’s entire corporate net
income. Id., 273 S.C. at 595, 596, 602, 258 S.E.2d at 94, 97. The Supreme Court used the
unities and contribution-dependence definitions in its Exxon analysis, but, as discussed, above,

the facts of the instant case, unlike Exxon, show that unity of management and the requisite

contribution-dependency between Appellant’s retail and trademark businesses did not exist.
Additionally and critically, Exxon does not prohibit the use of separate accounting as an
alternative apportionment method inasmuch as that opinion predated the 1995 enactment of
Section 12-6-2320(A) which allows separate accounting. Prior to the enactment of Section 12-6-
2320(A), South Carolina law did not have a statute that authorized the use of separate accounting
as an alternative apportionment method.

Based on the above, the ALC found that Appellant’s retail and trademark businesses are
unrelated; hence, they are non-unitary. The record includes sufficient evidence to support the
ALC’s finding. Therefore, based on how formulary apportionment formulas are intended to be
applied to only unitary activities, this Court should modify its opinion to affirm the ALC Order.

CONCLUSION

For the reasons specified herein, the Department respectfully requests that this Court

grant its Petition for Rehearing and/or issue a new opinion denying the relief requested by

Appellate and affirming the judgement of the ALC.
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Columbia, South Carolina
November 28, 2016

Respectfully submitted,

Managing Co for Litigation
Sean G. Ryan

Managing Counsel for nganon
Milton G. Kimpson
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PO Box 12265

Columbia, SC 29211-9979
803-898-5278
william.condon@dor.sc.gov
Attorneys for Respondent
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THE STATE OF SOUTH CAROLINA RE CEIVED

In the Court of Appeals NOV 28 2016

SC Court of Appeals.

APPEAL FROM THE ADMINISTRATIVE LAW COURT

The Honorable Ralph King Anderson, II1, Chief Administrative Law Judge

Case No. 09-ALJ-17-0204-CC
Appellant Case No. 2012-208608

Rent-A-Center West, Inc., ... Appellant,

South Carolina Department of Revenue, ..................ocoiinn Respondent.

PETITION FOR REHEARING

I, Geneva J. Mclntosh, do hereby certify that [ have caused to be mailed, via United

States Postal Service, postage prepaid, a copy of the South Carolina Department of Revenue’s

Petition for Rehearing in re: Rent-A-Center West, Inc., v. South Carolina_Department of

Revenue, Trial Court Case No. 09-ALJ-17-0204-CC, Appellate Case No. 2012-208608 to John

C. Von Lehe, Jr. and Bryson M. Geer, Esquires, Nelson, Mullins, Riley & Scarborough, LLP, P.

O. Box 1806, Charleston, SC 29402-1806 on this 28 day of November, 2016.

. P

eneva J. Mcliyos
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State of South Carolina
Department of Revenue

Office of General Counsel for Litigation
300A Outlet Pointe Blvd., (29210) PO Box 12265, Columbia, SC 29211

Telephone (803) 898-5130 Fax # (803) 896-0171

November 28, 2016

ECE

The Honorable Jenny Abbott Kitchings R IVED
Clerk of Court

South Carolina Court of Appeals 5 CNOV 28 2016

PO Box 11629 ourt of .
Columbia, SC 29211 of Appeals

Re: Rent-A-Center West. Inc. v. South Carolina Department of Revenue
Appellate Case No. 2012-208608
Trial Court Case No. 2009ALJ170204CC

Dear Ms. Kitchings:

Respondent South Carolina Department of Revenue files the original and six (6) copies of its
Petition for Rehearing in the above-referenced matter. The Court filed its Opinion on October 26,
2016, and extended the deadline to serve and file this Petition until November 28, 2016.

By a copy of this letter, Respondent is serving the Petition on Appellant’s counsel.

Sincerely,

OFFICE OF GENERAL COUNSEL FOR LITIGATION

William J. Condon,{J¢{ (BarNo. 72632)
Managing Counsel Igr Litigation
William.Condon(@dor.sc:tov
803-898-5278

c: John C. von Lehe, Esq.
Bryson M. Geer, Esq.

WIC:gjm
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Appeliate Case No. 2012-208608

Rent-A-Center West, Inc.,......................cooi Appellant,

South Carolina Department of Revenue....................... Respondent.

FINAL BRIEF OF APPELLANT

John C. Von Lehe

Bryson M. Geer
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HI.

STATEMENT OF ISSUES

DID THE ALC ERR IN FINDING THAT THE STANDARD STATUTORY
APPORTIONMENT FORMULA DID NOT FAIRLY REPRESENT RAC
WEST'S BUSINESS ACTIVITIES IN SOUTH CAROLINA AND THAT
SCDOR'S ALTERNATIVE METHOD WAS REASONABLE?

DID THE ALC ERR IN FINDING THAT RAC WEST DID NOT OPERATE
A UNITARY BUSINESS WHERE THE UNCONTESTED EVIDENCE
ESTABLISHED THAT IT WAS UNITARY?

DID THE ALC ERR IN ALLOWING SCDOR TO APPLY SEPARATE
ACCOUNTING TO A UNITARY BUSINESS WHEN DOING SO IS
PROHIBITED BY EXXON CORP. V. S.C. TAX COMM'N, 273 S.C. 5%4,
258 S.E.2D 93 (1979) AND S.C. CODE ANN. § 12-6-2320(A)(4) (2014)
BECAUSE IT PRODUCES AN UNREASONABLE RESULT, OR,
ALTERNATIVELY, BECAUSE SEPARATE ACCOUNTING PRODUCES
AN UNREASONABLE RESULT IN THIS CASE?

DID THE ALC ERR IN CONCLUDING THAT SCDOR DID NOT VIOLATE
RAC WEST'S CONSTITUTIONAL RIGHTS BY APPLYING SEPARATE
ACCOUNTING TO A UNITARY BUSINESS?

STATEMENT OF THE CASE

This case involves a protest by Rent-A-Center West, Inc. ("RAC West") of an

assessment of corporate income taxes by the South Carolina Department of Revenue

("SCDOR") for the income tax years ending in 2003, 2004 and 2005. SCDOR audited

RAC West's initial returns ﬁled for 2003-2005, which were filed using the three-factor

apportionment formula, and issued an additional assessment claiming that RAC West

_owed the following in income tax, interest and penalties:

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
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See Field Audit for RAC West, R. pp. 340-350. RAC West timely protested this
assessment. See RAC West Notice of Protest, R. pp. 351-360. Following a
conference, SCDOR issued a Department Determination upholding the asséssment. See
SCDOR Department Determination for RAC West. R. pp. 29-37. RAC West then
timely requested a contested case hearing before the Administrative Law Court
("ALC") pursuant to S.C. Code Ann. § 12-60-460 (2014). Thereafter, and prior to this
hearing, RAC West filed amended tax returns based on the single-factor apportionment
formula and paid $1 ,326.0.0 in additional taxes owed under that method.

The ALC held a hearing on Augﬁst 10 and 11, 2011,-aud issued a Final Order
(the "Order") finding for SCDOR on all issues except the penaity, which the ALC
dismissed, ‘on January 6, 2012. See Order, R. pp. 3-24. RAC West received written
notice of the Order that same day and subsequently filed a motion for reconsideration
on January 17, 2012. See RAC West's Motion for Reconsideration, R. pp. 38-103. The
ALC denied this motion on February 1, 2012, and RAC West received that order that
same day. RAC West timely filed a Notice of Appeal on February 27, 2012.

Thereafter, because the parties believed that some or all of the issues in this case

might be decided by the Court of Appeals' decision in CarMax Auto Superstores West

Coast, Inc. v. South Carolina Department of Revenue (Appeal from ALC Case No. 09-

ALJ-17-0160-CC) (the "CarMax Appeal"), they requested a stay of this matter until the
opinion in the CarMax Appeal was issued with the stay to expire upon a decision by the
Court of Appeals, including any appeals of that ruling, i.e. until a final decision in that

matter. The Supreme Court issued a decision in the CarMax Appeal on December 23,

" In accordance with S.C. Code Ann. § 12-60-3370 (2014), RAC West has paid the
contested amount.
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2013. CarMax Auto Superstores West Coast, Inc. v. S.C. Dept. of Rev., 411 S.C. 79,

767 S.E.2d 195 (2014). SCDOR then obtained an extension to file a Petition for
Rehearing in the CarMax Appeal making such petition due on or before January 22,
2015. Order for Extension dated 1/7/15. R. p. 28. However, thereafter, the parties
resolved that matter, and SCDOR did not file a petition such that the stay in this matter
expired on or about January 22, 2015. Accordingly, RAC West's deadline to file its
Initial Brief and Designation was February 23, 2015. RAC West then obtained a thirty
day extension such that these items were due on or before March 25, 2015 and then
requested a second thifty day extension such that they would be due on or before April
24, 2015.

STATEMENT OF FACTS

A. General Background on RAC West

The Rent-A-Center ("RAC") business is a rent-to-own business that rents and
sells appliances, furniture, electronics, computers, televisions, etc. R. p. 125 at 83:24-
84-2. RAC stores are located in all 50 states. R. p. 125 at 84:10-12. The ownership of
these stores is split between three entities: RAC East owns and operates retail stores in

eastern states (including South Carolina), RAC West owns and operates retail stores in

western states and RAC Texas owns and operates retail stores in Texas. R. p. 125 at

84:18-25.

RAC West is the taxpayer in this case. In addition to owning and operating
retail stores, it owns and licenses the RAC intellectual property ("IP"), which primarily
includes RAC trademarks and trade names, to all RAC companies. R. p. 125 at 84:20-

21 and p. 126 at 85:6-8. At issue in this case is the proper method of reporting RAC
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West's income in South Carolina as a result of its licensing of IP to RAC East for use
by the RAC East stores in South Carolina.

RAC West licehses the IP to RAC East pursluant to a licensing agreement.
Trademark License Agreement dated 12/31/2002, R. pp. 383-390. Per this agreement,
RAC West charges a royalty fee for the license that is equal to 3% of the net sales of
the RAC East stores. Id. RAC West and RAC East set the amount of this fée based
upon the analysis and conclusions of a transfer pricing study. R. p. 130.at 104:13-18
and p. 162} at 230:23-231:25. SCDOR stipulated at trial that it did not dispute that the
amount of this fee was reasonable. R. p. 259 at 134:5-6 and 9-10.

Beyond receiving these royalty payments for the use of the IP by the South
Carolina stores, RAC West has no activities in this State. R. p. 131 at 106:3-6. It has
no physical presence in South Carolina as it has no employees, facilities or tangible
property in this State. R. p. 131 at 105:17-22. It also makes no sales in South Carolina
and receives de minimus, if any, services or benefits from the State. R. p. 131 at
105:23-106:2.

Additionally, RAC West presented evidence regarding tﬁe unitary relationship
between its two business activities of owning and licensing IP énd owning and operating
retail stores in wéstern states. The same management is over both business activities.
R. p. 131 at 107:14-21. The two activities also share services ana systems that create
efficiencies and cost savings across both business lines. R. p. 131 at 108:4-11. All
income from the retail sales and thé royalties is placed in a general account and is used
for the benefit of the company as a whole. R. p. 131 at 107:22-108:3. The retail stores

contribute to the profitability of the IP and vice versa. R. p. 131 at 108:12-25. More
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specifically, as the RAC brand name becomes more well-known, it builds brand
loyalty, public recognition and goodwill, which increases traffic to the stores and leads
to customers being willing to pay more to buy the RAC brand versus another brand. R.
p. 130 at 102:9-25 and p. 131 at 108:20-25. This, in turn, leads to increased sales and
thus higher profitability of RAC East (via increased sales .revenue) and kAC West (via
increased royalty payments). Id. Likewise, as the.RAC. West retail store sales increase,
the RAC IP becomes more valuable as it is tied to a more profitable and successful
business. R. p. | 155 at 203:4-8. Stated aﬁother way, the retail sales activities and the
intellectual property activities of RAC West coqtribute to and depend on one another
and there is a flow of value between the two activities. R. p. 155 at 203:20-204:2. In
addition to the foregoing factual testimony, RAC West also presented expert testimony
regarding the unitary nature of its business. Its expert economist testified that RAC
West was a single unitary business based on these facts and the mutual interdependence
of the trademark and retail businesses (R. p. 170 at 264:3-23) as did RAC West's tax
policy expert, who found an "inextricable link" and "synergy" between the IP and retail
store businesses. R. p. 241 at 64:9- p. 242 at 65:1 and p.. 242 at 65:17-66:6.

The evidence regarding these relationships was uncontested as SCDOR
presented. no evidence to challenge or refute any of the above. In fact, SCDOR's
auditor testified that he thought the RAC IP owned by RAC West probably contributed
to the profitability of the RAC West stores but that he did not consider this fact in his

analysis.” R. p. 267 at 167:3-11.

2 More specifically, when SCDOR's auditor was asked whether the IP owned by RAC
West contributed to the proﬁtablhty of the RAC West stores, he responded "Well, they
probably do. . When we go and audit, we don't think about that; we're just looking at
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Fihally, RAC West's witness testified that RAC West kept recor@s of the total
costs for its unitary business activities (IP and retail stores), which it reported in its
returns, But it did not separately track the costs of the IP alone.because there was no
reason to do so and it would be very difficult to do with any degree of accuracy or
reliability. R. p. 132 at 111:11- p. 133 at 115:17 and p. 155 at 204:3- p. 156 at 205:8.
In fact, this_ South Carolina audit was the first time RAC West Had ever been askéd for
this information. R. p.157 at 112:1-4. Separately tracking the IP costs (versus tracking
total costs) is difficult because of the interrelated and interdependent nature of the
company's business activities. R. p. 132 at 111:11- p. 133 af 115:17 and p. 155 at
204:3- p. 156 at 205:8.

While SCDOR's economist claimed that managerial accountants routinely track
costs for coxﬁpanies, tracking indirect costs like overhead or man hours spent on one
task versus another of a unitary business such as RAC West would fail to capture all of
the contributions and flows of value between the two activities. R. p. 155 at 204:3- p.
156 at 205:8 (RAC West witness discussing that because work performed related to lthe
IP increases the v.alue of the retail operations and vice versa, it is difficult to accurately
account for the actual costs of one versus the other even if one could make an effort to
track an employee's time on tasks for the two different operations); R p.163 at 235:15-
24 (RAC West's économist and transfer pricing expert, Dr. John Wells, discussing the
difficulty of separating costs and explaining that the employees of RAC West were

performing “integrated functions which both supported the intangibles and were

the numbers; we don't think about whether this whatever (sic) contributes to the
profitability.” "R. p. 267 at 167: 3-11.
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strategic in nature” such that it “became difﬁcult to try to think about ways to bifurcate
people’s activities between those various. functions.”). See also Exbert Opinion of
Professor Richard D. Pomp at p. 9, R. p. 407 (RAC West's tax policy expert
explaining that is "nearly impossible” to” divide the costs of RAC West's unitary
business between the stores and the royalties and stating that RAC West would have- no
reason to attempt to do so under GAAP, the Internal Revenue Code or its own internal
manageément accounting); R p. 240 at 60:11- p. 241 at 61:7 (Professor's Pomp's trial
testimony regarding the same).

B. Tax Returns, Audit, Protest and Determination

RAC West's Tax Director testified that the company followed the instructions and
guidance provided in the tax returns in preparing the returns at issue. More specifically,
RAC West started with its federal taxable income (which would include the total income
“less costs of RAC West), made South Carolina adjustments and applied the standard
single factor gross receipts statutory apportionment formula set forth in S.C. Code
Ann. §12-6-2290 to determine South Carolina apportionable net income all in
accordance with what the statute, tax return and instructions dictate.’ See R. p. 134 at
117:17-118:7; S.C. Code Ann. §12-6-2290 (2014); Sample SCDOR Corporate Income.
Tax Instruction, R. pp. 479-499; RAC West Amended Tax Returns 2003-2005, R. pp.

361-382. The standard formula computes an income tax by apportioning corporate net

* RAC West initially filed its returns using the three-factor standard apportionment
method (i.e. property, payroll and gross revenues) but later determined that the single- -
factor gross receipts method was more appropriate and, accordingly, filed amended
returns under that method, which SCDOR agreed would be the correct method if the
standard statutory method is applied. R. p. 134 at 117:14-16 and p. 147 at 172:12-18.
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income based on a ratio that compares RAC West's receipts in South Carolina to its
total receipts in all states.* See S.C. Code Ann. §12-6-2290 (2014). |

SCDOR rejected RAC West's use of the standard statutory method and instead
levied a tax on RAC West based only on its gross royalty receipts (in effect a “flat
tax"). This flat tax on gross receipts ignores all of RAC West's receipts except for the
royalties derived from the licensing of the RAC IP. In addition, the flat. tax method
ignores the net income of the royalties as it did not offset these revenues by the costs
incurred to generate them.’ Finally, the flat tax method ignores the unitary nature of
RAC West's business.‘ The audit report does not indi‘cate that the auditor even
considered whether RAC West oberated a unitary business, which cannot be subject to
separate accounting, even though he conceded that a unitary business would not need to
do all business activities in this State in order to be taxed as a unitary business. R. p.
265 at 157:21-158:3. Instead, SCDOR ignored the inter-dependencies between the
business activities that generate the income streéms and the unitary nature of the

business and applied a purported separate accounting method that considered only the

“ RAC West's Tax Director also testified that in preparing and submitting the returns at
issue, he acted in good faith and with substantial authority, that he made adequate
disclosures on the returns, and that nothing in the instructions or anything eise he had .
seen suggested that RAC West should file its return using the separate accounting
method SCDOR now asserts. R. p. 138 at 133:10-134:21.

’ This was a point of contention between the parties as SCDOR argued that it was the
taxpayer's burden to provide it with the accurate costs associated with its royalty
income, while RAC West argued that nothing under the law required it to track the
costs of one business line versus another for a unitary business engaged in multiple
business activities and asserted that it would be impossible to do so accurately or
reliably. See supra pp. 6-7 (explaining that attempts to allocate costs for IP activities
versus retail store activities would not likely be accurate or reliable due to .the
interrelated and interdependent nature of these activities and that separate accounting of
the costs would fail to capture all of the contributions and flows of value between the
two activities).

APP 048



receipts from the 5usiness line that operates in this State 0 compute a representation of
the proportion of the business done by RAC West within this State. See SCDOR Audit
Report for RAC West at p. 4, R. p. 344; and supra p 6, n. 2 (auditor's testimony
admitting that the IP business probably contributed to the profitability of the RAC West
stores but stating that he did not consider that in the audit).

STANDARD OF REVIEW

The Administrative Procedures Act (the "APA") provides the appropriate
standard of review in an appeal related to the decision of an administrative agency.

S.C. Code Ann. § 1-23-610 (Supp. 2014); see also CarMax Auto Superstores. West

Coast, Inc. v. S.C. Dept. of Rev., 411 S.C. 79, 85, 767 S.E.2d 195, 198 (2014). Under

the APA, the Court of Appeals may reverse or modify a decision of the ALC "if the
subst;mtive rights of the petitioner have been prejudiced because the finding, conclusion,
or decision is: (a) in violation of constitutional or statutory provisions; . . . (d) affected by
other error of law; [or] (e) clearly erroneous in view of the reliable, probative, and
substantial evidence on the whole record. . . ." S.C. Code Ann. § 1-23-610(B) (Supp.

2014); CarMax, 411 S.C. at 85, 767 S.E.2d at 198; Brownlee v. §.C. Dep't of Health

and -Envtl. Control, 382 S.C. 129, 136, 676 S.E.2d 116, 119-120 (2009) (holding ALJ

may be reversed based on error of law or if his findings were not supported by substantial
evidence).

STATUTORY CONSTRUCTION

When interpreting a statute, the sole function of the Court is to determine and give

effect to the intent of the legisiature. Hodges v. Rainey, 341 S.C 79, 85, 533 S.E.2d

578, 581 (2000). The starting point in doing so should always be the text of the statute
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itself. 1d. (holding that "[w]hat a legislature says in the text of a statute is considered the

- best evidence of the legislative intent or will"); Wigfall v. Tideland Utilities, Inc., 354

S.C. 100, 580 S.E.2d 100 (2003). 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.°

ARGUMENT
I. THE ALC ERRED IN FINDING THAT THE STANDARD STATUTORY

APPORTIONMENT FORMULA DID NOT FAIRLY REPRESENT RAC

WEST'S BUSINESS ACTIVITIES IN SOUTH CAROLINA AND THAT

SCDOR'S ALTERNATIVE METHOD WAS REASONABLE.

Tﬁe central issue in tﬁis case is the proper method to use in determining RAC
‘West's taxable income in this State during the audit period (tax years ending 2003
through 2005). RAC West's position is that the standard statutory method fairly
represents its business activities and that SCDOR's alternative separate accounting
method does not, while SCDOR claims the opposite is true. Because the ALC's

\ .
findings in favor of SCDOR on these issues are contrary to all evidence presented and

® 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).
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the law, this Court should reverse those findings. S.C. Code Ann. § 1-23-610 (B)(a),

(d), and (e) (Supp. 2014); CarMax, 411 S.C. at 85, 767 S.E.2d at 198.

| A. South Carolina Law Imposes an Income Tax on a Multi-State
Taxpayer's Corporate Net Income Based on the Proportion of the
Trade or Business Performed within this State Versus other States.

Under South Carolina law, a multi-state taxpayer that does business both within
and without this State is subject to a 5% corpdrate income tax "upon a base which
reasonably represents the proportion of the trade or business carried on within ti]is
State.” S.C. Code Ann. § 12-6-2210(B) (2014). The General Assembiy's language in
this statute focuses on the proportion of a taxpayer's business within South Carolina
and makes no mention of the type of income stream that is being taxed. The starting
point for determining the "base" referenced in § 12-6-2210(B) is-the' taxpayer's "federal
taxable income” plus or minus certain adjustments (under Article 9 of Title 12) which
results in the taxpayer's South Carolina "apportionable ;1et income." §_é_q S.C. Code
Ann. §12-6-580 (2014). This net income figure is then adjusted by the amount of
income, deductions or credits that should be allocated (i.e. assigned) to another state.
The parties agree that there are no allocable items at issue in this matter.

Next, the taxpayer's "apportionable net income" is apportioned under the
abpropriate statute, which, in this case, the parties agree is the single-factor "gross
receipts” statute if the standard statutory .method is to be applied. S.C. Code Ann. § 12-
6-2290 (2014); R. p. 268 at 172:12-18 (testimony of auditor that single-factor formula
would be the correct method). Under this statute, the taxpayer's "gross receipts from
within this State" are divided by the taxpayer's "total gross receipts from everywhere."
S.C. Code Ann. § 12-6-2290 (2014). This statutorily defined fraction is then multiplied

1 APP 051



by the taxpayer's apportionable net income to arrive at the South Carolina taxable
income, i.e. the "base which reasonably represents the proportion of the trade or
business carried on within this State." S.C. Code Ann. § 12-6-2210(B) (2014). Finally,
the South Carolina taxable income is multiplied by the 5% corporate income tax rate
resulting in the amount due in taxes. S.C. Code Ann. § 12-6-530 (2014).

In this case, RAC West followed the above standard statutory formula by
starting with its federal taxable income and making any appropriate adjustments to
arrive at its apportionable net income. See supra Facts at p 7. 1t then applied the
single-factor gross_receipts formula to its apportionable net income to determine its
South Carolina net income. Id. Thus, RAC West divided its South Carolina gross
receipts by its total gross receipts. Id. It then multiplied this fraction by its
apportionable net income to determine its South Carolina taxable income, which it then
multiplied by the South Carolina corporate income tax rate of 5%. Id.

SCDOR rejected this standard statutory apportionment metﬁod in favor of a tax
on gross royalty receipts, which in the absence of any other possible description could
be referred to as a failed attempt at separate accounting. Not only did-it not include ail
of RAC West's gross receipts in the denominator of the apportionment féctor, but it
also did not multiply this fraction by RAC West's net income. Instead, SCDOR simply
levied a flat tax on the gross royalty receipts of RAC West. See SCDOR Department
Determination fér RAC West, R. pp. 29-37.

First, it is clear that the General Assembly was fécused on obtaining a fair
measure of the proportion of a multi-state taxpayer's business activity in South

Carolina versus other‘ states. S.C. Code Ann. § 12-6-2210(B) (2014) (stating that a
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multi-state taxpayer that does b}xsiness in this State as well as others is subject to a 5%
tax "upon a base which reasonably represents the proportion of the trade or business
;arried on within this State") (emphasis added). Nothing in the statute even suggests
that the "proportion" be limited to a comparison of the business done in this State
versus the same type of business performed in other states as SCDOR has done.
Additionally, the General Assembly used federal taxable income as its starting
point for determining a multi-state taxpayer's income, which by definition includes all
income streams of a taxpayer. See S.C. Code Ann. §12-6-580 (2014). The gross
receipts method, which SCDOR agrees would be the appropriate standard method if a
standard method is to be used (see R p. 268 at 172:12-18), apportions net income by
dividing "gross receipts from within this State" by "total gross receipts "from
everywhere.™ S.C. Code Ann. §12-6-2290 (2014).” The General Assembly could easily
have drafted the gross receipts statute to read that net income should be apportioned by
dividing "gross receipts from within this State" by "total gross receipts everywhere for
the same type of business activity as is performed in this State" if that was its

N

intention. Thus, the plain meaning of the relevant statutes does not: support SCDOR's

position in this case that RAC West's gross receipts related to its retail business be
excluded from consideration and that gross receipts from royalties be separately taxed.
Finally, South Carolina law requires that the apportionment fraction then be

multiplied against a taxpayer's total net income. S.C. Code Ann. § 12-6-2290 (2014)

7 See also R. p. 234 at 38:12-15 (testimony of RAC West's tax policy expert explaining
that the standard apportionment formula under the Uniform Division of Income for Tax
Purposes Act is "trying to get a relative measure of the sales occurring in the taxing
state as a percentage of the corporation's total sales.").
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(stating taxpayer shall apportion its remaining net income). In this case, SCDOR has
completely ignored RAC West's corporate net income and seeks to tax only gross
receipts from royalties. There is no support for this in the statutory scheme.

B. If SCDOR Chooses to Deviate from the Standard Formula, It Bears
the Burden of Establishing that the Standard Formula Does Not
Fairly Represent RAC West's In-State Business Activities and that its
Method is Reasonable; it Failed to Prove Either Element.

Even if this Court determines that the relevant statutes do not reflect RAC
West's activities in South Carolina and therefore permit SCDOR to propose an
alternative method that revises the gross receipts formula as it suggests, SCDOR must
still meet all statutory requirements. An alternative method of apportionment is only
authorized in certain circumstances, which are set forth in S.C. Code Ann. §12-6-
2320(A):

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.

Thus, an alternative method may only be used where (a) the standard method does not

fairly represent the taxpayer's in-state business activities, and (b) the alternative method
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(in this case a flat tax on gross receipts) is reasonable. See S.C. Code Ann. §12-6-
2320(A) (2014). Additionally,'the party seeking to deviate from the standard statutory
formula bears the burden of proving both of these elements by a preponderance of the
evidence. CarMax, 411 S.C. at 89, 767 S.E.2d at 200. Thus, SCDOR, as the proponent
of an alternative method, bears the burden of proof on those two elements in this
matter.

1. SCDOR Failed to Establish that the Standard Formula Does Not
Fairly Represent RAC West's In-State Business Activities.

SCDOR failed to meet its burden to show that under the first prong, the
standard formula does not fairly represent RAC West's in—stafe business activities. The
South Carolina Supreme Court recently examined this prong in the CarMax decision,
wherein it held that SCDOR had not met its burden to show that the standard formula
did not fairly represent CarMax West's in-state activities. 1d., 411 S.C. at 90, 767
S.E.2d at 200. The Court stated that the ALC had relied on testimony from an auditor
that the business structure of the taxpayer is oﬁen “linked with tax minimization
strategies” and the fact that the taxpayer's method yielded a significantly lower tax than
that of a related company to support its determination that the taxpaye;'s income was
diluted by the standard statutory apportionment method. Id., 411 S.C. at 90, 767 S.E.2d
at 201. The Court noted that "the Department merely 'describe[d] what it did rather
than cite any evidence justifying what it did."" (Id., 411 S.C. at 90, 767 S.E.2d at 200)
(citing Amicus Brief of the S:outh Carolina Chamber of Commerce).) It also found that
"[t]his was the.extent of the evidénce offered by the Department to prove the contention
that the statutory formula did not fairly represent CarMax West’s business activity in

South Carolina, other than bald assertions by its witnesses that it satisfied this threshold
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question." Id., 411 S.C. at 90-91, 767 IS.E.2d at 201. The Court then held that such |
findings, even if true, "do not provide a sound evidentiary basis to support the
conclusion that the statutory formula did not fairly represent CarMax West's business
activity in South Carolina." Id.,7411 S.C. at 91, 767 S.E.2d at 201 (citing St. Johnsbury
Trucking Co., 385 A.2d at 217 (“Merely because the use of an alternative form of
corﬁputation produces a higher business activity attributable to New Hampshire, is not
in and of itself a sufficient reason for deviating from the legislatively mandated
~ formula”)).® In other words, simply because SCDOR’s chosen method produces a
higher income figure than the standard method is not a reason to reject the standard
method and adopt SCDOR’’s alternative method.’

Similarly in this case, SCDQR has failed to carry its burden of proving that the

standard formula does not fairly reflect RAC West's activities in South Carolina.

¥ Additionally, RAC West would note that an alternative method should be used "only
in limited and specific cases. . . where unusual fact situations (which ordinarily will be
unique and non-recurring) produce incongruous results under the [standard]
apportionment and allocation provisions . . . ." See Uniform Division of Income for
Tax Purposes Act ("UDITPA") and related regulations at 37, R. pp. 500-543. As the
United States Supreme Court has explained, this approach to using alternative formulas
sparingly is based on the belief that formulary apportionment is presumed to be fair and
reasonable. See Butler Bros. v. McColgan, 315 U.S. 501 (1942). On the other hand,
separate accounting, is "subject 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). See also CarMax at p. 10 (citing .
St. Johnbury's Trucking Co. v. State, 385 A.2d 215, 217 (N.H. 1978) and Donald M.
Drake Co. v. Dep't of Revenue, 500 P.2d 1041, 1044 (Or. 1992)(both holding that an
alternative formula is the exception and thus party seeking to use bears the burden of
proof). ~

’ 'Using this same reasoning, any taxpayer should be able to meet its burden merely by

showing an alternative method results in a lower tax and should be allowed to use any

- reasonable method, including a three factor formula based on revenue, payroll and
assets. '
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SCDOR's position as to why the standard method does not fairly reflect RAC West's
in-state activities appeafs to be that considering all of its net income, which would
include both the retail store income and the royalty income, results in a dilution or |
distortion of RAC West's income in South Carolina. SCDOR presented no evidence to
support this argument other than to point to the percentage of royalty revenues to total
revenues of RAC West (royalty receipts are 13% of total revenues) and to show that a
greater taxable amount would result with a separate accounting method. See R p. 254 at
114:4-25.

The ALC then based its decision that SCDOR had met its burden on these same
types of comparisons. More specifically, a matrix in the ALC's Order compares RAC
West's “reported income” in 2004 of $40,317 to SCDOR’s method of taxing $861,437
of “income” (actually gross receipts in this case as no costs were deducted). Order, R.
pp. 6-7. The ALC then compares these two figures and states that RAC West only
deemed 4.68% of the gross receipts to be taxable. Id. at 6. The ALC also observed that
RAC West's trademark business was only 13;% of its total gross receipts, and it noted
that that the stahdard statutory method produces a tax of only about 5% of the gross
receipts number. Id.

These facts are very similar, if not identical, to those in CarMax. The ALC here
simply compared RAC West's computation using the standard formula to SCDOR's
alternative computation and observed that the latter's method produces a higher tax. If
this were a reliable method, then évery formula that SCDOR comes up with that shows
more tax should be accepted. SCDOR merely showing what it did is not evidence of

anything, much less distortion, and showing that its method will produce a higher tax is
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insufficient as a matter of law under CarMax to establish that the standard statutory
method does not reasonably reflect a taxpayer's business activities in this State.

CarMax, 411 S.C. at 91, 767 S.E.2d at 201, citing St. Johnsbury Trucking Co., 385

A.2d at 217 (“Merely because the use of an alternative form of computation produces a
higher business activity attributable to New Hampshire, 1s not in and of itself a
sufficient reason for deviating from the legislatively mandated formuia. ”).

Additionally, the fact that RAC West's royalty receipts are a relatively low
percentage of its total revenue proves nothing and could be true of any taxpayer that haé
multiple income streams but with only one line of business in South Carolina. As the
gross receipts statute indicates and as RAC West's tax policy expert testified, that is
exactly how formﬁlary apportionment works for multi-state taxpayers. Using a pizza
pie analogy, RAC West's tax policy expert explained that formulary apportionment
takes the total pizza (i.e. the total corporate income of a business in all states) and
determines the slice of the pizza that the taxing state should get. R.p. 238 at 49:3-5;
Pomp's RAC West Report, R. pp. 401-402 and 404-406. Separate accounting, on the
other hand, "just want[s] to tax the pepperoni." R. p. 238 at 49:5-7.' It seeks to tax
only the "high profit item" and ignores the entire pizza, which Professor Pomp
explained is not appropriate for a unitdry business that has interdependencies with
"component parts that are too closely connected to each other to merit any kind of
division." R. p. 238 at 49:19-22. From a policy perspective, the proper way to tax a
unitary business is with an apporﬁonment formula. R. p. 238 at 50:4-7. Assuming a
taxpayer's business is profitable and thaf it expands outside the taxing state, then the

pizza pie will get larger (because it has more total profits), and the taxing state's slice
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will get smaller (because the gross receipts in the denominator (i.e. gross receipts from
everywhere) will get larger while the numerator (i.e. gross receipts in the taxing state)
will not change. (again, assuming expansion is outside of the taxing state). R. 238 at
50:22-51:20. Professor Pomp then concluded as follows:

Whether this means more income gets apportioned or less

income is an empirical question. We can't tailk about that

in theory. We don't know. Both happen simultaneously,

bigger pizza, smaller slice. But that's the way

apportionment is supposed to work. That's not a defect.

That's not anything unusual, out of the ordinary. That is

exactly the apportionment theory applied to a unitary

business. '
R. p. 238 at 52:8-18.

As additional support for its finding that the standard statutory method does not

reasonably reflect RAC West's business activities in South Carolina, the ALC states
‘that "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" such that including RAC West's income from its retail sales would dilute
its gross receipts and distort its economic activity in this State. Order, R. p. 13. The
implication appears to be that RAC West's retail business is less profitable than its
royalty business. However, the ALC reaches this conclusion not based on any evidence
in the record (there was none) but on the basis that the evidence did not show that this
conclusion was not accurate. Id. The ALC then cites a California case holding that a
taxpayer's investment income from short-term securities distorted the results of the

standard apportionment formula because the investments produced less than 2% of the

company's business income but 73% of its gross receipts. Id., citing Microsoft Corp. v.

Franchise Tax Bd., 139 P.3d 1169, 1178-79 (Cal. 2006). Thus, the ALC appears to
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conclude that this absence of evidence that the retail business is not more profitable than
the royalty business amounts to proof of distortion in this case.

However, as previously stated, it was not RAC West's burden to prove
anything; SCDOR bore ‘the burden of showing that the standard formula did not
| reasonably represent RAC West's business activities in South Carolina. If it wanted to
try to eétablish this by showing that the royalty business was more profitable than the
retail business, then it could have chosen to dlo so; however, SCDOR presented no such
evidence.'® Thus, this factﬁal conclusion by the ALC is not s:upported by any facts in
the record such that Microsoft would not apply here. Additionally, the court in
Microsoft based its holding, in large part, on the fact that Microsoft's treasur); function
wés unrelated to its pfimary business. That is not the case here where RAC West's
retail sales business is highly related to and interconnected with its IP business. See
Microsoft, 139 P.3d at 1179. Tﬁus, Microsoft is also distinguishable from this matter.

Even if SCDOR had presented evidence showing that the royﬁlty business was
more profitable than the retail business and could show that the two business lines were
not related, the Microsoft remedy was to take the lower margin portion of the business
(the short term investment secﬁri'ty sales) out of the denomina{c)r of the apportionment
formula and then multiply this fraction by the corporate net income. Microsoft, 139
P.3d at 1178-83. However, SCDOR did not do this; instead it abandon;d'formulary

apportionment and taxed only the gross royalty receipts.

' And if evidence that one line was more profitable than another was sufficient to show
distortion, then all taxpayers would have to determine the profit margin for each line of
business in South Carolina and separately report every line of business with differing
profit margins, which would be an administrative nightmare for taxpayers.
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Finally, the fecord contained substantial evidence that the ALC either failed to
consider or improperly- discounted the evidence showing that the standard statutory
method reasonably reflected RAC West's business activities in South Carolina. First,
the record contained testimony and evidence showing that the receipts at issue were
produced by RAC West's total unitary business activities and were not solely
attributable to its limited activities in South Carolina. See R. p. 131-132 at 105:23-
106:2 and 107:14-109:25; R.p. 155 at 202:9-204:2 (testimony of RAC West witness
regarding unitary ﬁamre of business, fact that its refail store operations contributed to
the profitability of its IP operations and vice versa and its minimal contact with South
Carolina); R. p. 171 at 268:4-10 (testimony of RAC West's expert economist that
standard apportionment Iﬁethod fairly reflected RAC West's in-state éctivities based on
benefit principle of tax fairness). The ALC's findings to the contrary were not .
supported by any evidence in the record. See infra, Argument, § III, at pp. 33-39 for
full discussion.

Additionally, the standard method is reasonable because it is based on corporate
net income especially when compared to _SCDOR"s method, which is not (because it
failed to take costs into account) and t-hus is not even a corporate income tax. See R. p.
171 at 268:11-16 (testimony of RAC West's expert economist that a gross receipts tax
is not a corporate income tax as it ignores costs or profits).

Finally, the ALC does not ap;;ear to have considered RAC West's lack of
physical presence in South Carolina, that its iﬁ-state activities are minimal and that it
receives minimal benefits from the State. R. p. 131 at 105:17-106:2. When a taxpayer

has a minimal presence in this State, it does not burden the government services funded
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by South Carolina tax revenues. RAC West's tax burden must have some relation to the
benefits received from South Carolina, and because it receives few benefits, its tax

burden should be correspondingly low. See Exxon Corp. v. §.C. Tax Comm'n, 273

S.C. 594, 606, 258 S.E.2d 93, 99 (1979)-("The simple but controlling questi’on is
whether the state has given anything for which it can ask return"). SCDOR's method
has produced a shocking result in light of the taxpayer’s minimal activities in South
Carolina. The Faxation of gross receipts from\royalties has produced a so-called income
of $861,437 in 2004 compared to the income assigned to South Carolina by the
standard statutory. apportion formula of $40,317, some twenty times the standard
formula amount. Similar results occur in other audit years, including taxing income in
2005 when there was a loss from corporate operations.. Order, R. pp. 106-107.

In surﬁ, SCDOR has presented no evidence to support its contention that the
standard statutory method does nét reasonably reflect RAC West's business activities in
South Carolina, and the record, in fact, contains substantial evidence that it does, and
thus the assessment must be dismissed as it was in CarMax for insufficient proof as a
matter of law.

S 2. SCDOR Failed to Establish that its Alternative Method is
Reasonable.

Even assuming SCDOR did establish that the standarfi apportionment formula
does not fairly represent the business activities of RAC West in South Carolina, it has
not shown that its proposed alternative method is reasonable. Because the ALC's
finding t.hat is was reasonable is contrary to all evidence presented and the law, this
Court should reverse that finding. S.C. Code Ann. § 1-23-610(B)(a), (d), and (e) (Supp.

2014); CarMax, 411 S.C. at 85, 767 S.E.2d at 198. '
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SCDOR's positién does not apply the standard method with only a modification
that retail sales are nét included in the denominator of the apportionment fraction (i.e.
the method approved in Microsoft and relied upon by the ALC, after erroneously
concluding that there was evidence presented to show - as is shown in Microsoft - that
the taxpayer’s fetail expenses were less profitable than its royalty licenses). Instead,
SCDOR rejects the use of an apportionment method or formula at all and ignores
corporate net income in favor of a flat tax on gross royalty receipts, which on its face is
not reasonable.

South Carolina imposes a corporate income tax, not a gross receipts tax. The
remedy that the ALC alludes to of removing the retail sales from the denominator is the
method used in the Microsoft case. It is not the method used by the SCDOR, which did
not multiply RAC West's corporate net income by an apportionment fraction but rather
levied a flat tax on gross receipts. The absurdity of this can be seen in the fact that
under SCDOR's method, a tax is levied upon RAC Weét forn 2004 based on
-$844,438.13 in royalty receipts_ when, in fact, RAC West had a loss of -$9,905,982.
See Order, R. p. 107.

Moreover, the evidence presented at trial established that excluding the gross
receipts related to the income from the retail stores operating in other states produced a
result that was not a fair representation of. RAC West's activities in this State. RAC
West presented substantial evidence of the relationship between its unitary business
activities. See g;;r_a Statement of Facts, §A at pp. 4-5. It showed that its retail business
activities in other states contributed to the profitability of its IP activities .'m South

Carolina. Id. More specifically, as the retail stores sell more products, the value of the
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IP increases and the amourﬁ of the royalties paid to RAC West increases. Id. SCDOR's
auditor admitted that the retail store activities probably increased the profitability of the
IP, but he simply chose not to consider thi§ fact before breaking apart the business (R.
p- 267 at 167:3-11), ahd SCDOR presented no evidence té dispute the
interdependencies and flows of value between the two activities.

Also, SCDOR's method of taxing only royalty receipts fails to take into account
the implicit royalty value of the RAC IP because it does not -consider royalties
computed on revenues generated in stores that RAC West owﬁs and operates in 13
stétes. See R. p. 267 at 167:15-22 (testimony of auditor agreeing that RAC IP has
intrinsic value to RAC West); Audit Repo-rt for RAC West, R. pp. 340-350 (no
consideration given to implicit_ royalty value). In other words, if RAC West did not own
the IP, it would have to license it and pay a fee just as the other RAC companie.s do.
Failing to consider royalties that would result from the revenues generated in states
where RAC West owns stores distorts .the ratio of its true b\jsiness activities within and
without South Carolina thereby causing SCDOR's method to be unreliable in measuring
RAC West’s activities in South Carolina. In sum, RAC West established, though not its
burden to do so, that the income received as a result of its activities in South Carolina
was not solely a result of its royalty licensing activities in this State; but was also
produced by its retail store activities in other states.

| SCDOR and the ALC attempted to cast blame on RAC West for the fact that
SCDOR's method did not consider the cbsts of generating royalty income stating- that it
was incumbent upon the taxpayer to provide any such information, and SCDOR implied

that RAC West was being unreasonable or recalcitrant in not doing so. However, RAC
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West presented evidence that because of the interdependencies and contributions that
each activity provides to the other, it could not accurately separate the royalty costs -
from the retail store costs. See supra Statement of Facts, §A, at p. 6. As RAC West's
tax policy expert explained, -such a taxpayer is being neither unreasonable nor
recalcitrant; the beauty of the standard apportionment formula is that it does not ask a
taxpayer to do something that is inappropriate or impossible to do with reasonable
accuracy. See R. p. 250 at 98:5-13. He further explained in his report as follows:

Formulary apportionment recognizes that in a unitary

business both the receipts and the expenses are part of an

indivisible whole. Consequently, in determining the net

income of the business, the aggregate expenses are offset

against the aggregate receipts. Just the way it is

inappropriate to take apart a unitary business and tax only

a subset of its activities, it is inappropriate to try to

identify the expenses that generated that subset.
kkk

By applying separate accounting rather than formulary

apportionment, the Department is requiring RAC West to

bifurcate its expenses between two indivisible sources of

income: the retail stores and the royalties. RAC West has

no reason to do this under GAAP, the Internal Revenue

Code, or under its own internal management accounting.
Pomp Report on RAC West, R. pp. 406-407. The clear and uncontroverted evidence is
that RAC West does not keep its books and records in this fashion and did not have this.
information to give to SCDOR. Furthermore, any allocation of expenses would require
a system to cépture certain nonfinancial information (e.g. hours spent on a specific
task) which can only be captured at the time the expense is incurred. See also supra
Statement of Facts, §A, at pp. 6-7.

In addition, RAC West's economist and transfer pricing expert, Dr. John Wells,

recognized the difficulty of separating these costs back in 2003 and abandoned this
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approach. He explained that the einployees of RAC West were performing “integrated

functions which both supported the intangibles and were strateéic in nature” such that it
“became difficult to try to think about ways to bifurcate people’s activities between

those various functions.” R. 163 at 235:15-24. See also supra Statement of Facts, §A,
at p. 6-7.

It is also telling that RAC West, which does business in all 50 states, has never
before been asked for this information by any taxing authority. R. p. 132 at 112:1-4.
Because SCDOR's attempt at separate accounting ignores the costs incurred by RAC
West to generate the royalty income, it results in an improper gross receipts tax versus
a corporate income tax (which is based upon the profits of a corporation),- which
cannot, on its face, be reasonable. See R. pp. 171-172 at 268:17-269:1 (testimony of
RAC West's expert economist on same); Pomp Report oﬁ RAC West, R. pp. 406-407
(testimony of RAC West's ta); policy expért on same).

Additionally, in further support of its conclusion that SCDOR's method was
reasonable, the ALC states that the method is in accordance with a formula created by
RAC West itself through its licensing agreements. Order, R.p. 14. This is incorrect.
The 3% licensing charge has nothing to do with a tax formula or internal valuation. It
is based on an arm's length rate that an unrelated third party would pay to license a
éomparabie trademark. This is a charge for using the trade names and trademarks. It is
no different than a price set for the sale of merchandise. For example, assumé that a
taxpayer engages a consultant to determine the proper charge for sales of goods

between related entities or a price for services between those entities. Does this mean
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that that the taxpayer has devised a formula for taxation of those goods or services? Of
course not.

Moreover, there is ﬁo reasonable‘explanation in the audit report, the Department
Determination or the evidence produced at trial that could justify a tax on the limited
in-state activities of RAC West of this magnitude. See supra Argument [(B)(1) at p. 21-
22. The State of South Carolina has not provided sufficient benefits or services for
which it could reasonably exact a return of this size. Id.; Exxon, 273 S.C. at 606, 258
S.E.2d at 99 (stating that "[t]he simple but controlling question is whether the state ﬁas
given anything for which it can ask return").

The ALC also notes in the Order that S.C. Code Ann. § 12-6-2320 "does not
expressly prohibit separate accounting for unitary businesses” and provides it as an
option whenever the standard apportionment method does not fairly represént the extent
of the taxpayer's business in this State. Order, R. p. 16. The ALC is correct that
separate accounting is one method identified under the statute as a possible alternative
(as is "any other method"); however, the method chosen must be reasonable and must
fairly reflect the taxpayer's activities in this State.'' While separate accounting might
very well be reasonable in some cases, the South Carolina and United States Supreme
Court case law prohibit this option for a unitary business precisely bécaus-c it cannot be

reasonable. See, infra, Argument, § III at pp. 33-39.

" See Media Gen. Commc'ns, Inc. v. S.C. Dep't of Revenue, 3838 S.C. 138, 694
S.E.2d 525 (2010) (affirming ALC's decision that S.C. Code Ann. § 12-6-2320 allows
"any other method" even if not generally used in South Carolina (combined reporting
generally not allowed in this State) but only if the standard method does not fairly
reflect the taxpayer's in-state business activities and the alternative method is reasonable
and does fairly measure the taxpayer's in-state activities).
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Finally, SCDOR’s flat tax method is not based on any criteria or standards for
SCDOR, taxpayers and courts to follow when selecting an alternative method. If this
Court approves SCDOR'S use of this "alternative method," the result would likely be
chaos. No multi-state taxpayer filing in this state would have any certainty about how to
file because there is nothing in the instructions to the tax returh, revenue rulings or any
other published position of SCDOR that would indicate to even the most careful multi-
state taxpayers what is expected of them and under what circumstances. Moreover,
when disputes arise, as they most éertainly will, courts will still have no clear basis on
which to evaluate SCDOR's alternative method in any givén case.

In sum, SCDOR has failed to meet ité burden to show that its alternative method
- a flat tax on RAC West's gross royalty receipts in South Carolina - is reasonable.
Accordingly, this Court should reverse the ALC's decision.

II. THE ALC ERRED IN FINDING THAT RAC WEST DID NOT OPERATE
A UNITARY BUSINESS WHERE THE UNCONTESTED EVIDENCE
ESTABLISHED THAT IT WAS UNITARY.

The ALC erred in finding that RAC West did not operate a unitary business.
Order, R p. 17. Because this finding is contrary to all evidence presented and the law,
this Court should reverse that finding. S.C. Code Ann. § 1-23-610(B)(d) and (e) (Supp.
2014); CarMax, 411 S.C. at 85 and 91, 767 S.E.2d at 198 and 201.

The term "unitary business” is a term of art that has been employed by the
United States Supreme Court and South Carolina courts to characterize a business that
is made up of integrated component parts and functions, the income from which is not
capable of accurate separation and measurement. In determining whether a business is

unitary, South Carolina courts apply two tests: (1) the three unities test; and (2) the

ts
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contribution-dependence test. Exxon, 273 S.C. at 598, 258 S.E.2d at 95. These tests
are not mutually exclusive, and the courts often apply both. Id. Under the three unities
test, the courts look at whether the business or businesses have unity of ownership,
unity of management and unity of operation. Ld_ Under the contriﬁution-dependence
test, the cour; considers whether the "activities _of the business in question contribute to
or depend on the other activities of the business.” Id., 273 S.C. at 600, 258 S.E.2d at
96. The courts do not require that it be "necessary” or "essential” that the business or
businesses be c;perated together; cost savings or increased profits gained by dperat'mg
together are acceptable reasons. Id., 273 S.C. at 599-601, 258 S.E.2d at 96-97.

For examplg, in Exxon, the taxpayer argued that only its marketing income
should be taxed by South Caroliﬁa because it only marketed gasoline here and that it
should not be taxed on its exploration and refining income, which took place in other
states. However, the court found that tﬁe taxpayer operated a unitary business and
could not separate its business in South Carolina from its unitary corporate income
where, among other things, it held itself out to the public as one company; it employed
central staffing onAwhich all companies wére dependent; it used centralized purchasing
techniques that resulted in cost savings throughout the company; it had strong,
centralized management over all segments of company; the structure provided profit
stability, redﬁced risk and insured full capacity utilization of the company's facilities; it
made no attempt to segregate earnings or funds of the various segments; and the
various operating activities of the company of exploration, production, refining and

marketing contributed to and depended upon each other. The Court held that the
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taxpayer satisfied both the three unities test anc\l the cOntribution—dependénce test.
Exxon, 273 S.C. at 602 and 258 S.E.2d at §7.‘2

In the case at hand, RAC West presented undisputed evidence that it operates a
unitary business, including the felldwing: RAC West has shared ownership (it is one
company) and management (same management is over the retail §tores operations and
the IP operations); it has shared services and systems that create efficiencies and cost
savings across the company; 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 the
retail sales activities and @e intellectual property activities contribute to and depend on
one another (including, but not limited to, that each contributes to the profitability of
the other) and there is a flow of value between the two activities. See supra, Statement
of Facts, §A at pp. 4-5; R. p. 131 at 107:14-108:25. More specifically as to the
contribution/dependency and flow of values elements, as the retail stores sell more

products, the value of the IP increases as it is associated with a more profitable brand

"2 See also Eastman Kodak Co. v. S.C. Tax Comm'n, 308 S.C. 415, 418 S.E.2d 542
(1992) (finding that a multi-national camera and film corporation that was also doing safe
harbor lease transactions involving tangible personal property was a unitary business
where only a small portion of leased assets were in South Carolina, the funding for the
leasing came from the general corporate treasury and the income benefited the company as
a whole); Lowenstein Corp. v. S.C. Tax Comm'n, 298 S.C. 93, 378 S.E.2d 272 (Ct.
App. 1989) (finding that affiliated New York textile manufacturing companies that also
earned interest income from inter-company loans and from repurchasing their own bonds
on the open market were unitary where the funding for the leasing came from the general
corporate treasury, the interest income and loan payments were deposited in general
company accounts and used for normal business operations, and the income benefited the
companies as a whole); Texaco v. Wasson, 269 S.C. 255, 237 S.E.2d 75 (1977) (finding
multi-state oil and gas company that also contracted on a royalty basis with third parties to
mine salt and sulphur discovered on prospective oil lands was a unitary business where

salt and sulphur was discovered during oil exploration process, which was an integral part
of the business).
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and the amount of the royalties-paid to RAC West accordingly will increase. See supra,
Statement of Facts, §A at pp. 4-5; R. p. 130 at 102:4—25; p. 131 at 108:18-25; and p.
155 at 203:2-19. Likewise, as the IP's value increases, the brand is more visible and
the retail stores see increased sales. Id.

Additionally, RAC West's expert economist testified that the business was
unitary from an economic perspective based on the foregoing fz;cts (see R. p. 170 at
264:8-23), aﬁd RAC West's expert in tax policy likewise testified that frbm a tax policy
perspecti?e, RAC West was a unitary business. R. p. 242 at 65:5-13. Even SCDOR's
auditor admitted that the retail store activities probably increased the profitability of the
royalty business A(R. p. 267 at 167:3-11), and its own expert economist agreed that
RAC West had interrelated activities, that there were synergiés between them and that
there were economies of scope and scale. R. p 290 at 259:8-14.

The ALC appears to have ignored all of the above evidence and cites to two
factors that led it to conclude that'RAC West was not a unitary business. First, it states
that "RAC West's retail operations are not funded by the trademark oﬁerations, 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." Order, R. p. 17. It

follows this statement with a cite to Geoffrey, Inc. v. S.C. Tax Comm'n, 313 S.C. 15,
22; 437 S.E.2d 13, lé (1993) as standing for the proposition that "the 'real source’ of a
foreign corporation's income from licensing 'Toys R Us' trademarks to South Carolina
stores was 'South Carolina Toys R Us customers.'" Id. The ALC is mistaken as to both

its factual conclusions and the applicability of Geoffrey to this case.
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First, factually, the issue is not whether each line of business generates its own
income, but rather whether the business uses all sources of income to fund ali parts of
its business. In Exxon, for example, the refinery and retail business lines each produced
their own streams of income, but Exxon made no attempt to segregate earnings or funds
of the various segments. See Exxon, 273 S.C. at 602 and 258 S.E.2d at 97. Sie also -

Eastman Kodak, 308 S.C. at 420, 418 S.E.2d at 544 (finding that the funding for the

leasing activities came from the general corporate treasury (which would have included
income from other business lines) and the income benefited the company as a whole).

Here, similar to both Exxon and Eastman Kodak, the evidence showed 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. R p. 131 at 107:22-108:3.

Additionally, the ALC's reliance on Geoffrey is misplaced. The issue in that
case was whether the taxpayer had nexus, i.e. the requisite minimum connection, to
South Carolina when its only connection to this State was its receipt of royalty income
from the use of Toys R Us trademarks in South Carolina stores. As the ALC correctly
states, the court found that the true source of the taxpayer's income in that case was the
use of the trademarl;s in South Carolina étores. Geoffrey, 313 S.C. at 22, 437 S.E.2d at
18. RAC West is not contesting nexus in this case, and Geoffrey has no application
whatsoever on the.issue of whether RAC West was operating a unitary business—
Geoffrey did not address what constitutes a unitary business and did not change the
"funding" element of the unitary busiﬁess test. Indeed, no company with separate lines
of business could meet this element of the unitary business as the ALC appears to be

interpreting it.
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The ALC also notes that "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.” However, the
question is whether there is common management over the business' different lines. See
Exxon, 273 S.C. at 601, 258 S.E.2d at 96 (finding "strohg centralized management was
employed over all segments of the company"). The evidence here clearly showed that
there was. R. p. 131 at 107:14-21 (same management is over the retail stores
operations and the royalty operations).

Based on the foregoing, this Court should reverse the ALC because its finding
that RAC West was not operating a unitary business is cohtrary to South Carolina law
on what constitutes a unitary business and is clearly erroneous in light of the substantial
-and uncontested evidence in the record showing that RAC West was, in fact, operating
a unitary business.

I[II. THE ALC ERRED IN ALLOWING SCDOR TO APPLY A PURPORTED

SEPARATE ACCOUNTING TO A UNITARY BUSINESS WHEN DOING

SO IS PROHIBITED UNDER EXXON CORP. V. S.C. TAX COMM'N,

273 S.C. 594, 258 S.E.2d 93 (1979), S.C. CODE ANN. REGS. § 117-710.1

(SUPP. 2011), AND S.C. CODE ANN. § 12-6-2320 BECAUSE IT

PRODUCES AN UNREASONABLE RESULT; ALTERNATIVELY,

. SCDOR'S PURPORTED SEPARATE ACCOUNTING METHOD DOES
NOT PRODUCE A REASONABLE RESULT IN THIS CASE.

Even if one assumes that the standard statutory apportionment formula does not
fairly represent the business activities of RAC West in South Carolina, the ALC erred in
finding that SCDOR could apply a purported form of separate accounting to a unitary

business in contradiction to Exxon Corp. v. S.C. Tax Comm'n, 273 S.C. 594, 258

S.E.2d 93 (1979), S.C. Code Ann. § 12-6-2320(A)(4) (2014) and S.C. Code Ann.
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Regs. § 117-710.1 (Supp. 2011). In the alternative, should the Court determine that
South Carolina law does not prohibit separate accounting in all cases involving a unitary
business, SCDOR's purpofted separate accounting method would not produce a
reasonable result in this case (even if properly applied to the taxpayer's net income). The
ALC made errors in applying the law and making findings and conclusions that Were
not supported by substantial evidence m the record as to this issue, and, therefore, these
findings and ~conclusions s'hould be reversed. S.C. Code Ann. § 1-23-610(B)}(d) and (e)
(2014); Qa_r_l\@, 411 S.C. at 85 and 91, 767 S.E.2d at 198 and 201. |

As previously stated, SCDOR's alternative method levies a flat tax on RAC
West's gross royalty receipts and purpbrts to be. a form of separate accounting
(although because it taxes gross versus net income, it cannot properly be called that).
As the United States Supreme Court has explained, formulary apportionment is

presumed to be fair and reasonable (see Butler Bros. v. McColgan, 315 U.S. 501

(1942)), while separate or formal accounting.for "in-state” activities is "subject 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., 463 U.S. at 164-65. Thus, once

a court determines that a business is unitary, "a State must then apply va formula
apportioning the income - of that business within and without the State.” Id. at 169
(emphasis added). In other words, a state must apportion the entire net income received
from the in-state and out-of-state activities of a unitary business and cannot pick and

choose certain items of income and expenses to be included in or excluded from

-
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taxation in certain states even if the discrete components of a state income tax, when
viewed in isolation, might appear susceptible to geographic designation.

Similarly, the South Carolina Supreme Court has held that because the income
generated by the various components of a unitary business cannot be accurately .
accounted for individually as it is "attributable to all incidents of the business and ot to
ahy single activity,” separate accounting of a unitary business is prohibited. Exxon, 273

S.C. at 599, 258 S.E.2d at 96. See also Eastman Kodak, 308 S.C. at 419-20, 418

S.E.2d at 544; Lowenstein, 298 S.C. at 101-107, 378 S.E.2d at 276-279. See also,
supra, Argument, § II at pp. 28-33. |

Additionally, SCDOR's own regulations provide that the income of a unitary
business is subject to the apportionment formulas and not separate accounting. See S.C.
Code Ann. Regs. § 117-710.1 (Supp. 2011)(providing that “[a] taxpayer 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.").

A prohibition on separate accounting for -a unitary business is also consistent
with economic and tax policy principles. RAC West’s expert economist and tax policy
expert provided compelling economic and-tax policy rationales in support of the
prohibition on separate accounting for a unitary businesses. See R. pp. 170-171 at
264:3-265:16 and p. 172 at 270:1-6 (testimony of RAC West's expert economist that
because of the interdependence of its Business activities, appiying separate accounting
to a unitary business is likely to lead to errors and distortion); R. pp. 241-242 at 64-65

(testimony of RAC West's tax policy expert that where have a unitary business, the

33 APP 075



proper way of taxing it is to "take the pizza pie that represents the profits of West and
determine the taxing state's slice of that pizza [pie]); and Expert Opinion of Professor
Richard D. Pomp; R. pp. 402 and 404-405.

Even the ALC acknowledged that "courts and legal commentators have
generally recognized that separate accounting can have drawbacks when applied to
unitary businesses.” Order, R.p. 16. However, the ALC then erroneously found as
follows:

[M]any 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 “economics 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, [ find that the separate accounting method
employed by the Department here is appropriate.
See Order, R. p. 17.

SCDOR took a similar position at trial arguing that RAC West's royalty income
should not be "mixed" with its retail sales income because no retail sales income was
earned in South Carolina and that the ALC should separate these two types of income.
R. p. 123 at 74:18-75:22. In further support of this notion, SCDOR's expert economist
offered an "apples and oranges” metaphor with the apples in this case being the royalty
payments and the oranges being the retail sales. He contended that one should not mix

the apples with the oranges, i.e. the royalty income with the retail sales income because

only apples (royalty income) are in South Carolina. See R. p. 274 at 193:14-194:22.
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Although it is correct that the gross income from the retail and trademark activities can
be accurately measured, it is the expenses (and therefore the net income) that cannot be
accurately determined due to the unitary nature of RAC West's 5usiness.

First, the ALC's factual conclueions that the evidence does not demonstrate the
existence of any “centralization of management” or “economics of scale” between RAC
West’s retail operations and its trademark business are completely contrary to ail
evidence in the record. See R. pp. 130-131 at 101:6-102:8 and 107:14-21 (testimony of
RAC witness that same management is over both business activities and that common
management creates efficiencies in scope and scale as well as other benefits); R p. 131
at 108:4-11 (test';rﬁony of RAC witness that the two business activities share services
and systems that create efficiencies and cost savings across both business lines); R. p.
290" at 259:9-14 (testimony of SCDOR's economist agreeing that RAC West had
interrelated activities, that there w.ere synergies between them and that there were
economies of‘scope and scale).

Moreover, SCDOR and the ALC both appear to misunderstand the law on
unitary besinesses and te underestimate the obstacles encountered in applying separate
accounting to a unitary business. First, just because a company generates only one type
of income in one state (i.e. royalty income here) and another type of income in another
state (i.e. retail sales income here) does not mean that they should not be combined for
tax purposes. Similar arguments were made in Exxon with the apples being the oil
production and refineries and the oranges being the gas pumps and stations. The South
Carolina Supreme Court rejected this type of reasoning and held that Exxon's unitary

business income coﬁld not be separated based on the fact that Exxon had only
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marketing activities in this State. Exxon, 273 S.C. 594, 258 S.E.2d 93. The U.S.

Supreme Court agreed in Exxon v. Wisconsin Dept. of Rev., 447 U.S. 207, 223-24

(1980) (holding that Exxon- failed to establish that its income from its marketing
activities in Wyoming was derived from an "unrelated business aétivity " that constituted
"a discreet business enterprisé" and thus the marketing income was part of its unitary
income).

Additionally, the fact that royalty payments are méde only shows that RAC
West has attempted to value the use of the RAC intellectual property and does not show
that RAC West has determined the value of the management of the intellectual
property's contribution to the business as a whole, and SCDOR presented no evidence |
to the contrary. Inter-company transfer of value pricing is not controlling for a unitary

business. Container Corp., 463 U.S. at 164-65. See also Exxon, 273 S.C. at 603—604,

258 S.E.2d at 98 (quoting Butler Bros., 315 U.S. at 507) (finding arguments of the Tax

Commission that "transfer pricing rather than sales to third parties cannot be used by a
multistate corporation in computing divisional income" persuasive and stating that
"'[aJccounting practices for income statements may vary considerably according to the
problem at hand. . . . A particular accounting system, though useful or necesséry as a
business aid, may not fit the different requirements when a State seeks to tax values
created by business within its borders.'").

In sum, under South Carolina law, which is consistent with economic and tax
accounting principles, separate accounting is prohibited for a unitary business because it

cannot produce reasonable results. Accordingly, SCDOR may not separate one portion

of RAC West's business (i.e. the royalty income) from 'the rest of the business (i.e. the
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retail sales income) because RAC West operates a unitary business just as the taxpayers

in Exxon, Eastman Kodak and Lowenstein did.

Alternatively, even if this Court finds that separate accounting is not prohibited
for all ﬁnitary businesses, it is not reasonable in this case for numerousireasons that
have been previously addressed: (1) RAC West presented substantial and unrebutted
evidence that it operates a highly unitary business (see supra, Argument, § II at pp. 30-
32); (2) the royalty income at issue was created by the unitary business activities of the
company and not just its activities in South Carolina and therefore cannot be accurately
separated (id. at pp. 32-41); (3) imposing a separate accounting on a unitar)./ business
contradicts SCDOR’s own regulations;' (4) RAC West's level of business activity in
South Carolina is very low (see R. p. 131 at 105:17-106:6; see also supra Argument,
§I(B)(1) at pp. 21-22); (5) the services and benefits provided to RAC West by South
Carolina are minimal (Id.); and (6) SCDOR has used no established standards or
criteria to depart frofn the standard formula and invoke its alternative method authority.
See supra Argument, § I(B)(2) at pp. 27-28.

Based on the foregoing, this Court should reverse the ALC because its
application of a purported form of separate accounting to RAC West is contrary to
South Carolina law and is clearly erroneous in light of the substantial evidence in the
record showing that RAC West was operating a unitary business and that the attempted

separate accounting was not reasonable.
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IV. THE ALC ERRED IN CONCLUDING THAT SCDOR DID NOT
VIOLATE RAC WEST'S CONSTITUTIONAL RIGHTS BY APPLYING
SEPARATE ACCOUNTING TO A UNITARY BUSINESS.

The ALC erred in concluding that SCDOR did not violate RAC West's
constitutional rights by applying separate accounting to a unitary business. Although the

ALC does not have the authority to declare a statute facially unconstitutional, it can and

should determine whether the application of a statute produces an unconstitutional

result. Evans v. State of South Carolina, 344 S.C. 60, 543 S.E.2d 547 (2001); Video

Gaming Consultants, Inc. v. S.C. Dep't of Revenue, 342 S.C. 34, 535 S.E.2d 642

(2000). 'Because the ALC's findings .and c;onclusions on this issue are in-violation of
constitutional or statutory. provisions, affected by errors of law, clearly erroneous in
light of the reliable, probative and substantial evidence in the record, or are arbitrary or
capricious or characterized by abuse of discretion, the order must be reversed. S.C.
Code Ann. § 1-23-610(B)(a), (d) and (e) (Supp. 2014); CarMax, 411 S.C. at 85 and 91,
767 S.E.2d at 198 and 201.

More specifically, the method of taxation employed by SCDOR in this case
violates the Due Process Clause of the South Caroiina and United States Constitutions
and the Interstate Commerce Clause of the United States Constitqtion. U.S. Const.
amend. XIV, § 1; S.C. Con_st. art. I, § 3; U.S. Const. art. I, § 8, cl. 3. The Commerce

Clause "prohibits economic protectionism- that is, regulatory measures designed to benefit

in-state economic interests by burdening out-of-state competitors.” Fulton Corp. v.
Faulkner, 516 U.S. 325, 330 (1996)(internal quotations omitted). As the Supreme Court
has explained, the purpose of such a rule is "to preven[t] a State- from retreating into

economic isolation or jeopardizing the welfare of the Nation as a whole, as it would do if
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it were free to place burdens on the flow of commerce across its borders that commerce
wholly within its borders would not bear." Id. at 330-31 (internal quotations omitted).
The four-part test for determining whether a state taxing statute violates the

commerce clause is set forth in Complete Auto Transit, Inc. v. Brady, 430 U.S. 274

(1977). To be sustained, a tax must: (1) be applied to an activity with a substantial nexus
to the taxing state; (2) be fairly apportioned; (3) not discriminate against interstate
commerce; and (4) be fairly related to the services provided by the taxing state. Id. at 279.

See also Travelscape, LLC v. S.C. Dept. of Rev., 391 S.C. 89, 705 S.E.2d 28 (2011). In

evaluating the fairness prong, the courts apply both an internal and external consistency

test. See Container Corp., 463 U.S. at 169; Travelscape, 391 S.C. 89, 705 S.E.2d 28.

Internal consistency requires that if the formula was applied by every jurisdiction, "it
would result in no more than all of the unitary business' income being taxed." See

Container Corp., 463 U.S. at 169 (discussing fairness issue under both Commerce

Clause and Due Process Clause). External consistency requires that the factors used by
the state in the apportionment formula "must actually reflect a reasonable sense of how
income is generated.” Id. A formula will not satisfy this test if it attributes income to the

state that is "out of all appropriate proportions to the business transacted . . . in that State”

(id. at 170 (quoting Hans Rees' Sons, Inc. v. N.C. ex rel. Maxwell, 283 U.S. 123, 135

(1931)) or has "led to a grossly distorted result." Id. (quoting Moorman Mfg. Co. v.

Bair, 437 U.S. 267, 274 (1978)). See also Amerada Hess Corporation v. Director,

Division of Taxation, 490 U.S. 66 (1989) (applying Complete Auto test and due

- process analysis and holding that expenses and income associated with the taxpayer’s

crude oil production activities were part of the taxpayer’s unitary business and
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accordingly were not assignable out-of-state but rather were properly subject to

apportionment); Trinova Corp. v. Michigan Department of Treasury, 498 U.S. 358

(1991); Exxon Corp. v. S.C. Tax Comm'n, 273 S.C. 594, 607 258 S.E.2d 93, 99

(1979) (stating that due process clause requires there be some fiscal relation to the
protections, opportunities and benefits provided by the state).

As applied to RAC West in this case, the tax at issue fails the Complete Auto test
as it is not fairly apportioned, disériminates against interstate commerce and is not fairly
related to the services provided by the taxing state. First, as to the fairness prong, the
alternative formula invoked by SCDOR in this case fails both the i;lternal and external
consistency tests. As fo the internal consistency test, the ALC states that by using the 3%
royalty formula to tax RAC West, SCDOR has used a method that ensures that there
will not be more than 100% of the taxpayer’s income taxed by all states. Order, R. pp-
18-19. To the contrary, if every state taxed RAC West by using SCDOR's method of
taxing gross receipts, it would be assured that more than 100% of the net income from
the royalties of RAC West would be taxed. One must take the expenses associated with
the royalties into account or the result will be an unfair tax on more than 100% of RAC
West's net income. Even if SCDOR had levied a tax on net income from royalties, such
a method if employed in all states, would have no relationship to the income of this
clearly unitary business and would cause multiple taxation whenever corporate net
income wés a ioss (as it was in this case for the 2004 audit year).

Additionally, the flat tax proposed by SCDOR also fails the external consistency
test and the anti-discrhnination element because it does not actually reflect a reasonable

sense of how income is generated by RAC West. See Container Corp., 463 U.S. at 171
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(explaining' that with respect to interstate commerce cases, "the anti-discrimination
principle has not in practice required much in addition to the requirement of fair
apportionmeﬁt"). More specifically, SCDOR's purported separate accounting method on
gross receipts fails to account for the unitary nature of the RAC West business, including
that the retail stores contribute to the profitability of the IP and vice versa and that there
is a flow of value between the two activities. S_ée supra, Statement of Facts, at §B.
Finally, SCDOR's alternative tax is not fairly related to the services provided by
South Caroliﬁa, which are de minimus or non-existent in this case. See supra, Argument,
at §I(B)(1) at pp.' 21-22. The ALC states in its Order that the tax is fairly related to the

services provided by the State and cites Geoffrey, Inc. v. S.C. Tax Comm'n, 313 S.C.

15, 437 S.E.2d 13 (1993) in support of this. However, as previously discussed,
Geoffre.x was a nexus case primarily concerned with whether or not the takpayer had
the requisite minimum connection to South Carolina such that it was subject to paying
corporate income tak in this State; it did not address formulary apportionment versus
separate accounting for a unitary businesé and most certainly did not approve of or
condone a flat tax on gross receipts.

In sum, the ALC's finding that RAC West's constitutional rights were not

violated is an error of law and contrary to the substantial evidence in the case and thus

should be reversed.
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CONCLUSION

Based on the foregoing, RAC West respectfully requests that this Court reverse
the ALC's decision because RAC West's rights have been prejudiced because the
administrative findings, inferences, conclusions or decisions are in violation of
constitutional or statutory provisions, affected by errors of law, or are clearly erroneous
in light of the reliable, probative and substantial evidence in the reéord; and the

assessment against RAC West should be dismissed.
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1L

IV.

STATEMENT OF ISSUES ON APPEAL

DID THE ALC PROPERLY FIND THAT THE STANDARD STATUTORY
APPORTIONMENT FORMULAS USED BY APPELLANT DID NOT FAIRLY
REPRESENT ITS BUSINESS ACTIVITIES IN SOUTH CAROLINA AND
THAT THE ALTERNATIVE METHOD OF APPORTIONMENT CHOSEN BY
THE DEPARTMENT WAS REASONABLE?

N

-

DID THE ALC FIND THAT APPELLANT.DID NOT OPERATE A UNITARY
BUSINESS BUT, EVEN IF IT DID, WOULD SUCH A‘FINDING REQUIRE
THIS COURT TO REVERSE THE ALC’S DECISON?

DID THE ALC PROPERLY ALLOW THE DEPARTMENT TO APPLY
SEPARATE ACCOUNTING TO APPELLANT AND FIND THAT SUCH
SEPARATE ACCOUNTING WAS REASONABLE?

DID THE ALC PROPERLY CONCLUDE THAT THE DEPARTMENT DID

NOT  VIOLATE APPELLANT’S CONSTITUTIONAL RIGHTS BY
APPLYING SEPARATE ACCOUNTING TO A UNITARY BUSINESS?
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STATEMENT OF THE CASE

Rent-A-Centef West, Inc. (Appellant or RAC West) has two primary sources of
income: income from operating retail stores outside of South Carolina and royalty income
from'licensing'itsAtrademark's and trade names to affiliated companies that operate in
many st.ates includiAng' South Carolina. (See R. p. 354 (Attachmént to RAC West’s
Protest Ex. 1, ‘Tab 3 p. 2); R. pp. 273-74, 284 (KPMG’s Analysis of RAC’s Profit
Distribution -Ex. 1A, Tab 13 pp. 5-6, 16).) The affiliated companies are Rent-A-Center
" Texas, L.P. (RAC Texas) and Rent-A-Center East, Inc. (RAC East), respectively. (R. pp.

269, 273, 284-85; KPMG’s Analysis of RAC’s Profit Distribution Ex. 1, Tab 13 pp. 1, 5,
16-17.) RAC West had no stores in South Carolina, but it licensed the use of its
trademarks and trade names to RAC East, which operatés retail stores in South Carolina.
(R. p. 354; Attachment to RAC West’s Protest Ex. 1, Tab‘3 p-2.)

RAC Wéét filed corporate income tax returns iﬁ South Carolina apportioning its
net income to South Carolina based on the standard apportionment formula for dealers in
tangible personal property as expressed in S.C. Code Ann. § 1'2'-6-.225'0' (R. p. 354;
Attachment to RAC West’s Protest Ex. 1, Téb 3'p.2.) The South Carolina Department of
Revenue (Departmeqt) then audited RAC West for tax years 2003 through 2005. (R. pp.
340-41; Report of Field Audit Ex. 1, Tab 1 pp. 1-2.) The Department found that RAC
West’s only income in So-uth Carolina was the royalty income that it generated through

" sales made in South Car:olin;i by RAC East. (R. p. 342; Report of Field Audit Ex. 1, Tab
| p. 3.) The Department applied an alternative apportionment method pursuant to S.C.
Code Ann. § 12-6-2320(A) and on March 12, 2008 issued its Report of Field Audit

assessing the taxes, interest, and penalties as follows:
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Period Ended Income Tax Interest Penalties Totals

12/31/2003 $ 44,887 $14018  $11,222 - $70,125
12/31/2004 46,607 11,748 11,652 ° 70,007
12/31/2005 . 53.477 . 9322 13369 = 76.168
Totals $144.971 $35084  $36243 $216,300

(R. pp. 340-50; Report of Field Audit Ex. 1, Tab 1.)

On or about June 3, 2008, RAC West filed a protest of the Department’s Report
N ,

of Field Audit. --(R. pp. 351-60.) On May 6, 2009, the Department then issued its
" Department Determination. (R. f)p. 29-37.) When preparing its Determination, the
- Department adjusted the alternative apportionment method so that the apportionment

" formula would be in accordance with the trademark licensing agreements that RAC West

had entered into with RAC East. (R. p. 31.) This change in method reduced the :
proposed assessment. to $204,183, consisting of $130,194A in income tax; $41‘,440 in
interest, and $32’,459 in penalties. (R. pp.‘ 29-30.) |

On July 11, 2011, one month before the heaﬁng in this case, Appel»lant filed
amended South Carolina income tax returns in which it chz;nged its rﬁethod of
apportionment from the method for dealers of tangible personal property under Section
12-.6-2250 to the gross-receipts method under Section 12—6-2296. (See R.‘ pp. 361-382;
Amended Form SC 1120 for 2003, 2004, and 2005 Ex. 1, Tab 7.) An administrative
hearing was held on Augu>st 10 and 11, 2011, and the Administrative Law Court (ALC)
issued a Final Order and Decision (Order) on anuéry 6,2012. (R. pp. 3, .23.)

After Appellant’s Motion for Reconsideration was denied, Appellant filed a
Notice of Appeal. Subsequently this appeal was stayed pending a final ruling in CarMax

Auto Superstores West Céast, Inc. v. South Carolina Department of Revenue, 411 S.C.
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79, 767 S.E.2d 195 (S.C. 2014). The South Carolina Supreme Court issued its decision
in CarMax on December 23, 2014, CarMax, 411 S.C. 79, 767 S.E.2d 195 (S.C. 2014).

STATEMENT OF FACTS

A. Organization and Operations of RAC West and Affiliates

Rent-A-Center, Inc. is a ﬁolding company that owns and controls at least three
affiliated entities: RAC West, RAC East, and RAC Texas. (R. p. 398; Organization
éhart Ex. 1, Tab 9.) The rent-to-own business model is to offer tangible consumer goods
to customers pursuant to a rental purchase agreement. (R. p. 125, Tr. p. 83, lines 15-2‘1 J)

RAC West is a Delaware corporation with its principal place of business, in Plano,
Texas. -,(R' p-30.) RAC West owns and operates retail sforeé on the west coast and in the
middle of the country. (R.-;'). 415; KPMG’sA Analysis of RAC’s Profit Distribution Ex. 1,
Tab 13 p. 5.) While RAC West does not operate any retail stores in South Carolina, (R. .
p. 354; Attachment to RAC West’s Protest 'Ex. 1, Tab 3 p. 2), it owns intellectual
property in South Carolina (R. p. 131, Tr. p. 106, lines 3-6; Transcript Day One p. 106:3-
6). It licenses “Reni-A-Center” trademarks and trade names (Intellectual Property) to
RAC East and RAC Texas. (R. p. 354 (Attachment to RAC West’s Protest Ex. 1, Tab 3
p. 2.); see, e.g., R. pp. 383-390 (Traéiemark Li;:ense Agreement Ex. 1, Tab 11).) Except
for Intellectual Property, RAC West has no property or payroll in South Carolina. (R. pp.
354, 364-66, 372-74, 380—82.)' RAC West uses its own Intellectual Property. (R. p. 155, |
Tr. p. 202, lines 14-18; Tranécript Day One p. 202:14-18.) - |

At the hegridg, two of RAC West’s witnesses made broad assertions of a value -
exchange between the Iﬁtelléctuél Property and retail sales in an attempt to show that

RAC West’s trademark and retail businesses were unitary. For example, Dawn
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Wolverton, RAC Texas’ Vice-President, General Counsel, and Secretary, who had
responsibility over RAC West’s Intellectual Property, (R. p. 154, Tr. p. 197, line 25-Tr. p.
198, line 5, Tr. p. 199, lines 12—16; R. p. 154, Tr. p. 200, line 8-R. p. 155, Tr. p. 201, line
21), testified that, as RAC Wést provides quality services, the value of its Intellectual
Property iﬁcreases, (R. p. 155, Tr. p. 202, line 7-Tr. p. 203, line 1; R. p. 155, Tr. p. 203,

lines 16-19). She continued by saying that, as the retail stores in genefa] perform better,
the Intellectual Property becomes “more famous.” (R. p. 155, Tr. p. 203, lines 2-8.) She

" also said that,v as the Intellectual Property b.ecomes more farﬁous, the Intellectual Property »
may draw people into the retail stolres. (R. p. 155, Tr. p 203, lines 9-16.)

However, th;: Intellectual Property was not strategically placed into RAC West to
enhance the value of RAC West’s retail business as the Intellectual Property was already
owned by the same company that owns it now when that compan‘y was acquired. (R. p.
132, Tr. p. 110, lines 16-25.) Whéteyer effect on value RAC West’s Intellectual Property
has on all of the rgtail operations, and vice v;rsa, it is applicable to all retail operations of
‘RAC West, RAC Texas, and RAC East, not merely on the retail operations .of RAC West.
(R. p. 155, Tr. p. 203, lines 2-24; Transcript Day One p. 203:2-24.)

RAC East is also a Delaware corporation, (R. p. 354), which operates retail stores
in the eastern part of the country, including South Carolina, (R. p. 125, Tr. p. 84, lines 18-
19; R. p. 1v28, Tr. p. 93, lines 13-15; R. p. 136, Tr. p. 125, lines 1-12;_R. p- 354). 'Through

the retail storg:s operated by RAC East', as well as the retail stores operated by RAC West

'RAC RR, Inc. and Rainbow Rentals also made retail sales in South Carolina
during one or more of the tax years at issue and are subject to a trademark licensing
agreement with Appellant. (R. pp. 346-49; Report of Field Audit Ex. 1, Tab 1 pp. 6-7.)
The Department’s audit report and its Department Determination include the South

/

5
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and RAC Texas, these entities rent and sell tangible pérsonal p;operty to customers. (R.
p- 125, Tr:p. 83, liné 7;R. p. 126, Tr. p.'85, Line 1; R. p. 353.)

In addition to operating retail stores iq Texas, RAC Texas performs various
management servicés for RAC East and RAC West. (R., p. 125, Tr. p. 84, line 22-R. p.
126, Tr. p. 86, line 1; R. pp. 411, 427; see, e.g., R. pp. 391-97 (Mgt. Servs. Agreement
Ex. 1, Tab 10).) vThese' mariagement_ services _include' providing the services for
profecting the RAC We;t’s Intel]ectuai Pfoperty. (R. p. 152, Tr_. p- 190, line 20-Tr. 191,
line 3.) Ms. Wolverton testified that she is E‘responsiblé for fnaintaining the company’s
portfoliq of tradémérks ‘and trades names” and that such work includes determining
wheiher a desired name wpﬁld be available for federal registration, filing the registration
and leading the regi.strat.ion‘process, filing continuing use statements, a‘nd' monitoring use
of the Intellectual Propérty by c;thers. “(R. p. 154, Tr. p. 197, line 25-Tr. p. 198, line 5; R.
p. 154, ;[‘r. p. 199, lines 12-16; R. p. 154, Tr. p. 200, line 22-R. p. 155, Tr. p. 201, line
18.) RAC Texas operates the legal départment of the RAC affiliated entities and handles
all of the legal needs of tﬁé RALC z;fﬂliz.ltes.. (R. p. 140, Tr. p. 143, line 16-T_r. p. 144, line
2; R.p. 142, Tr. p. 156, line 22-Tr. p. 151, line 3; R. p. 147, Tr. p. 170, line 25-Tr. p. 171,
line 5; R. p. 150, Tr. p. 181, lines- 1-18.) Additioﬁally; although RAC West ownsr the
Intellectual Property, RAC Texas 18 responsible for developing adverti_sing and marketing
strategies to create, maintain, and expand the RAC brand name. (R. p. 425.)

RAC West and RAC East entered into a Trademark Lfcense Agreéme_nt in 2002

under which RAC West, the owner of the Intellectual Property, granted a license to RAC

Carolina retail operations of these entities. (R. pp. 342-43; Report of Field Audit Ex. 1,
Tab 1 pp. 6-7.) When the Department refers to RAC East herein, it is generally including
these two entities along with RAC East.
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East to use and~ex'ploit the Intéllectual Property, including in South Carolina. (R. pp-
383-84; Trademark License Agreement Ex.1, Tab 11 pp.1-2.) In exchange, RAC East
agreed to pay to RAC.West a ‘royalty of 3% of RAC East’s net sales of licensed services.
(R. p. 389; Amend. No. 1 to Trac‘iemark' License Agreement Ex. 1, Tab 11 p. 1'.')
Licenséd seryices: are rental lsgrvic'e(s) from home appliapces, | furniture, home
furnishingé cofnputer equipment, and home entertainment products.. (R.p. 383)
Renf—A—Center, Inc. -engaged KPMG LLP (KPMG) to conduct a study to
determine the arm’s length pﬁcing for transactions_ between affiliates, including the
royalty payments frém RAC East to RAC West for use of the~ Intellectual Proéerty. (R.
p. 41 1; KPMG’s. Analysis of RAC’s P.roﬁt Distribution Ex. 1, Tab 13 p.1.). Speciﬁcaily,
in 2003 KPMG determined that an arm’s length royalty paymentl from RAC East aﬁd
RAC Texas to RAC West would be m the range of 2% to 4% of gross.sales. (R. p. 442.)

The retail businesses of RAC West and RAC East receive essentially the same

~ management services from RAC Texas. (R. p. 152, Tr. p. 190, lines 13-19.) RAC East

has store managers vs;ho hire and ﬁré emplo.yees. (.R. p. 127, Tr. p. 90, ‘lines 5-22; R. p.
12§, Tr. p. 98, lines 18-25.) 'As a whole, the only difference between RAC West aﬁd
RAC East is the fact that RAC West owns the Intellectual Property. (R. p. 152, Tr p-
190, lines 20-23.) RAC West does not even proteét ilts own lntellectuél Propérty, as that
task is pérformed by RAC Texas. (R. p. 152, Tr. p. 190, line 24-Tr. p 191, line 3.) |
Regarding whether RAC West was a unitary business, Dr. Glenn Harrison, the
Department’s expert on law and economics, testified that the issue of whether
Appellant’s retail and :trademark businesses coristitute a unitary business is a “red

herring” because Appellant argues that if it is a uriifary business then the financial -
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activities of the trademark business cannot be separately identiﬁed. (R. p. 275, Tr.,p.
197, liqe 1-Tr. p. 198, line 15.) He added that it would be wrong from both an economic
and an accounting pegspective to assume that a business cannot separate its accounts if it
is determined to be part of a unitary"bu-siness. (R. p. 275, Tr. p. 197, line 10-Tr. p. 198,
line 15.)

Regarding RAC West’s ability to separately account for its retail and trademark
businessés, Dr. Harrison also testified that he saw no evidence and heafd no testimony
during the administrative headng that would lead him to believe that an economist could
not separate RAC We;st’s retail.and trademark businesses and that such a division of
revenues and expenses within a business is a standard activity of an economist in the field
of industrial organization. (R. p. 276, Tr. p. 203, lines 4-16; R. p. 277, Tr. p. 206, lines 2-
7.) He étated that cofnpanies use ménagerial or cost accounting when they want to
determine how an operation lii(e a re;tail store is performing. (R. p. 275, Tr. p. 199, line

18-R. p. 276, Tr. p. 201, li'ne'2.) Mr. Hugh Tollack, a CPA and the Director of Tax
Audits, Planning, and Research for RAC Texas, testified that one can détermine whether
any of their individuél retail sto.res is profitable. (R. p. 152, T.r. p. 191, lines 23-25.) In
fact, under a management agreement with RAC Texas, the retail stores are guaranteed a
4.5% profit of each store’s operating expenses, and the difference between the “éctual
profit of the store”‘ and the -guaran:teed 4.5% profit is paid to RAC Texas as a
management fee. (R. p. f37, Tr. p. 130, lines 4-23; R. p. 162, Tr. p'. 230, lines 5-22.)
Although the Management Services Agreement entered as evidence is én agreement
between RAC East and RAC Texas, (R. pp. 391, 394), RAC Texas also performs

~

management services for RAC West, and RAC West has a similar management services
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agreement wﬁh RAC Texas, (R. pp. 411-13, 415, 426-27; see also R."p. 130, Tr. pp. 103,

. line 25-Tr. p. 104, line 6). Additionally, KPMG separately determined an arm’s length

management fee based on RAC West’s retail business and an arm’s length royalty fee
based on RAC West’s trademark business. (R. pp. 409-77.)

B. Tax Retumns, Audit, and Finanéial Information about RAC West

RAC West filed corporate income tax returns in South Carolina because it owned
Intellectual Property located in South Carolina. (R. p. 131, Tr. p. 106, lines 3-16.) Mr.
Tollack testified that RAC West filed income tax returns in South Carolina based on

Geoffrey v. South Carolina Tax Commission, 313 S.C. 15, 437 S.E.2d 13.(S.C. 1993).

(R. p. 124, Tr. p. 80, line 22-R. p. 125, Tr. p. 81, line 15; R. p. 131, Tr. 106, lines 3-13.)
RAC West initially ﬁied its South Carolina income tax returns usiﬁg a three-factor
formula which inclu‘ded payroll, pfoperty, and sales factors. ‘(R. p- 133, Tr. p. 116, lines
10-23; Transcript Day One p. 116:10-23.) Mr. Tollack testified that the Departmént’s
auditor informed Appellant that this method may not be correct and suggested use of the
single factor gross-receipts formula. (R. p. 133, Tr. p. 116, line 24-R. p. 134, Tr. p. 117,
line 10; Transcript Day One pp. 116:24-117:10.) The Department sent its audit report to
RAC West O'n March 12, 2008 and asserted an alternative apportionmeﬁt method. (R. pp.
340, 342-43; Report of Field Audit, Ex. 1, Tab 1 pp. 1, 3-4.) After making an adjustment
to the alternative apportionment formula proposed by the auditor, the Départmerit issuea
its determination on May 6, 2009. (R. pp. 29-30, 37; Dep’t Determination, Ex.1, Tab 5

pp- 1-2, 9.) On January 7, 2009, RAC West responded by filing amended income tax
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* returns using the sfaddard apportionment formula (i.e., the four-factor fdrmula).i ‘(R. pp.
364-66, 372-74, 380-82.) Then one month before the administrati_-vev hearing, RAC West _
filed additiodal 'amén'ded refurr;s' for each tax year using the stand&d gross-receipts
,appdrtionmedt forrﬁula set fortﬁ. in Sedtio_n 12-6-2290. (R. pp..361’-d3, 369-71, 377$7§;
R. p. 134, Tr. p. f17, lines 2-16.) ‘The amen_déd returns andeA(f Wedt’s-use of multiple

- standard statutory apportionment,fonnulas.did not change the‘ issue in this case which is
whether the Department’s use of. an altei‘nati\'/e apportionment method for the tax years
2003 through 2005 was proper.

'Regardlesé .of the .stzi_ndard_ apportion'ment formula; Appellant diluted - the
sales/gross-receipts ratio by lincl_udin.g the retail fgles of RAC West in the denominator.
(See R. p. 152, Tr. pp. 189 line 20-Tr. p 190, line 3; sgg._e._g; R.p. 374 (Ameﬁded Form

~SC 1120 for 2004 51gned on Jan 7, 2009 Ex. I, Tab 7, p. 3); R. p. 371 (Amended Form
SC 1120 for 2004 signed on July 11, 2011 Ex. 1, Tab 7 p 3 R.p. 478 (Apportlonment

| Data by State Ex. 1, Tab 21); R. p', 6 (Order p-4); R.p. 34 (Dep t Determmatlon Ex. 1,

Tab 5 p- 6)). RAC Texds’ ‘tax direptor, (R. p. 124, Tr. p. 80, lines 22_-25; R p. 125, Tr. p.

81, lines 14-1.9), t_estjﬁed that including, retail sales in the appor,tionmehi formula only

addé to the denominatox;, vﬁvhil.e there are no retail sales in the numerator, (R. p. 1'52,,Tr. p.
189, line 20-Tr. p. i90, line 3) R‘A-CVWest odginally ﬁledASOuth Carolina corporate

income tax returns appdrtioning net income to South Carolina based on a multi-factor

appdrt-ionmedt 'rdethod under Sectiod 12-6-2250. (R. p. 133, Tr. p. 116, line 10-R. p. 134,

Tr. p. 117, line 1; see, e.g.,'R.'.p. 374 (Amended Form SC 1120 for 2004 signed on Jan. 7,

?As distinguished from the three-factor formula, the four-factor formula uses the
same three factors (i.e., payroll, property, and sales) but it double weights the sales factor
Thls double weighting of the sales factor creates the fourth factor.
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2009 Ex. 1, Tab 7 p. 3)). Although RAC West sourced its royalty income generated from
RAC East’s sales and rentals in South Carolina to the numerator of the sales factor, the
multi-factor apportionment ratio used by RAC West was diluted because RAC West héd
no proiaex’ty or payroll in South Carolina and included all of its retail income from
western states in the denorﬁinétor of the sales factor. (See R. pp. 33-34; see, e.g., R. p.
374 tAmended Form SC 1120 fo‘r 2004'signed on Jan. 7, 2009 Ex. 1, Tab 7 p. 3).)

Dr. Harrison testified that the gross-receipts ratio used by Appellant pursuant to
Section 12-6-2290 (i.e., the ratio was the result of dividing royalty income from SC by
the sum of total royalty income and total retail incomé from all states) did not provide an
accurate reflection of the economic connection of Appellant to South Carolina. (R. p.
274, Tr. p. 193, line 14-Tr. p. 194, line 9.) He stated that including royalty receipts from
South Carolina in the numerator of’ fhe gross-receipts ratio while inclu_diﬁg b;)th total
royalty and total retail receipts in the denominator was like puttiﬁg apples in the
numerator and apples and orange§ in the denominator. (R. 274, Tr. p. 194, lines 10-22.)
He concluded that ;uch an apples and oranges approach diluted the gross-receipts ratio.
(R. p. 274, Tr. p. 194, line 23-Tr. p. 195, line 1.)

The Department found that RAC West’s sole source of income from South
Carolina consisted of royalty fees received from RAC East. (R. p. 342 (Report of Field
Audit Ex. i, Tab | p. 3); R: p- 253, Tr. p. 111, lines 16-18; R. p. 152, Tr. p. 189, lines 10-
13). The Department’s auditor did -not include Appellant’s retail operations .in the
Depaftment’s alfemative apportionment method because those out-of-state retail |

operations had “nothing”.to do with Appellant’s business activity in South Carolina. (R; ,

p. 253, Tr. p. 112, lines 6-12; R. pp. 342, 345 (Report of Field Audit Ex. 1, Tab 1 pp. 3,

1
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9).) Accordingly, the Department determined that RAC West should not be using either
statutory apportionment formula because neither fairly reflected RAC West’s business
activity in South Carolina. (R. pp. 31-34; Dep’t Determination Ex. 1,.Tél$ 5 pp. 3-6.)
The Department determined that RAC West should be apportioning its net income to
South Carolina using a reasonable alternative apportionment method. (R. pp. 34-36.)
The Department used an altemativg metho‘d under Section 12-6-2320(A)(4) that was

based on RAC West’s own formula: the 3% foyalty agreement that RAC West had with

RAC East. (R. p. 35; see also R. p. 389.)

During the aﬁditor’s-testimony, the Department focused oﬁ Appellant’s financial
activity in tax year 2004 to explain the Department’s findings and reasoning. (R. p. 253,
Tr. p. 112, line 16-R. p. 254, Tr. p. 115, line 19.) Appellant had $424,004,077 of total
revenue in 2004. (R. p. 478 (Apportionment Data by State Ex. 1, Tab 21); R. p. 253, Tr.
p. 112, lines '16-25; R. p. 254, Tr;‘p. 113, line 20-Tr. p. 1_14, line 6.) Only $55,221,912 of
RAC West’s 2004 revenues- was ﬁom royalty incorﬁe. (R. p. 4(78 (Apportionment Data
by State Ex. 1,' Tab 21); R. p. 254,‘Tr. p. 113, line 20-Tr. p-. 114, line 16.) Accordingly,
the auditor testified that only 13% of Appéllaht’s total revenues were from royalties,
while 87% of Appellant’s total revenues were not from its trademark business and had
nothing to do with Appgllént’s bus'iﬁess activity in South Carolina. (R. p. 254, Tr. pp.
' 113, line 7-Tr. p. 115, l.ine 9.) The auditor testified fﬁrther that these 2004 percentages

were roughly the same in 2003 and 2005. (R. p. 254, Tr. p. 115, lines 10-19.)

The auditor also testiﬁed that Appellant’s final 2004 South Carolina amended

income tax return showed gross receipts from South Carolina of $861,437, whi.ch was

0.2032% of Appellant’s total 2004 revenues of $424,004,077. (R. pp. 253, Tr. p., 112,

2 '
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line 13-R. p. 254, Tr. p. 113, line 6; see also R. p. 371 (Amended Form SC 1120 for 2004

signed on July 11, 2011 Ex. 1, Tab 7 p. 3).) Schedule H-2 of Appellant’s 2004 amended

South Carolina income tax return shows that the ratio of 0.2032% was the gross-receipts
ratio tflat Appellant used on its ﬁnél 2004 amended return to apportion net income to
South Carolina. (R. p. 371.) .‘

Appellant’s final 2004 South Carolina amended income tax return also showed
that Appellant had total adjusted net income of $19,840,800 and South.Carolina taxable
income net income of only $40,317. (R. p. 371; Amended Form SC 1120 for 2004
signed on July-il', 2611 Ex. 1, Tab 7 p. 1.) Accordingly, of the $861,437 in gross
receipts frém South Carolina in 2004 only 4.68% was taxeci Aon Appellant’s final 2004
amended South Carolina income tax return. (R. p 6; Order p- 4.)

Appellant’s 2003 and 2005 South Carolina amended income tax returns retlect
similar results. (R. p. 254, Tr. p. 115, lines 10-19; see, e.g., R. pp. 361, 363; R. pp. 377,
379.) In 2003; ohly 1.53% of Appellant’s 2003 gross receipts from within South
Carolina of $830,247 were taxed in South Carolina. (R. p. 7; Order p. 5.) In 2005, none .
of Appellant’s 2005 gross receipts from within South Carolina of $844,348 were taxed in
South Carolina. (R. p. 7.)

Dr. Harrison stated that the Department’s alternative method was economically
reasonable. (R.p. 274, Tr. p. 195, iine 24-Tr. p. 196, line 25.) He said that excluding the
retail operations from the Department’s alternative method was “absolutely essential” fpr
the tax burden on the Appellant to fairly represent its economic nexus with South
Carolina. (R. p. 274, Tr. p. i95, line 24-Tr. p. 196, line 4; R. p. 274, Tr. p. 196, lines 18-

25.) X
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Regarding deductible expenses for Appellant’s trademark business, the
" Department’s- auditor testified that Appellant did not provide the Department with proof
.of expenses to offset the royalty income; ho.wever, the Department would have allowed
such deductions had Appellate identified an; substantiated such deductions: (R. p. 254,
Tr. p. 116, line 21-R. p. 255, Tr. p. 11'_/, line 4.)
ARGUMENT

This Court should affirm the Order of the ALC because, under the applicable
standard of reView, the factual findings of the ALC are suppoﬁed by substantial evidence,
the ALC made no errors of law, the Order did not violate. any ‘of Appellant’s
constitutional rights, and the Order was not arbitrary or capricious or characterized by
abuse of discretion. In this case, the Department met its burden for proposing an
alternative apportionmént method by demonstrating that the statutory apportionment
methods do not fairly. represent Appellant’s business activity in South Caro}ina and that
the alternative apportionment method éhosen by the Department was reasonable. The
Departrhent prééented and the ALC. found sufficient evidence to support these
conclusions. Further, although the Department used an alternative method under Section
12-6-2320(A)(4), separate accounting, as an alternative apportionment method,' 18
statutorily permitted and reasonable in this case.

The standard of reQiew applicable in this case is based on S.C. Code Ann. § 1-23-
610(B) and applicable case law. The Administrative Procedures Act states that an
appellate court;s.review o-f an ALC order “must be confined to the'record” and that an
appellate court “may not substitute its judgment for the judgment of the ALJ as to the

weight of the evidence on questions of fact.” S.C. Code Ann. § 1-23-610 (Supp. 2014).
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This Court may afﬁfm the ALC’s décision, or it may reverse or modify ihe decision if the
substantive rights of the Appellant have been prejudiced because the decision is, among
others, (1) in violation of constitutional provisions, (2) affected by other error of law, (3)
clearly erroneous in view of the reliable, probative, and substantial evidence on thve w-hole‘
record, or (4)' arbitrary oflcapricious of characterized by an abuse of discretion. Id. “The
ALC’s ﬁpdings are supported by substaptial evidence if, lboking at the record as a whole,
there is evideﬁce from which reasonable minds could reach the same conclusion. the

administrative agéncy reached.” ' Olson_v. South Carolina Dep’t of Health & Envtl.

Control, 379 S.C..57, 663 S.E.2d 497 (S.C. Ct. App. 2008). “The mere possibility of
drawing two inconsistent conclusions from the evidence does not prevent a finding from
being supported by substantial evidence.” Id.

L THE ALC PROPERLY FOUND THAT THE STANDARD STATUTORY
APPORTIONMENT FORMULA CHOSEN BY APPELLANT DID NOT
FAIRLY REPRESENT THE EXTENT OF APPELLANT’S BUSINESS
ACTIVITIES IN SOUTH CAROLINA AND THAT THE ALTERNATIVE
METHOD OF APPORTIONMENT CHOSEN BY THE DEPARTMENT
WAS REASONABLE. .

The ALC properly found that the Department, as the proponent of an alternative
apportionment method, satisfied its burden to prove that the statutory apportibnment
formulas used by Appellant did not fairly represent the extent of Appellant’s business
activity in South Carolina and that the Department’s chosen alternative apportionment
formula was reasonable. The ALC also properly found that the Department’s alternative
apportiohment method provided a more appropriate base on which Appellant was taxed

in South Carolina than the base provided By either the four-factor formula or the gross- '

receipts formula now used by Appellant. . Accordingly, this Court should affirm the

r
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ALC’s decision because evidence in the record clearly supports the conclusion that
reasonable minds could reaph'the same conclusions that the ALC made and because the
ALC did not make an error of law.

A. The DepaArtment’s. Method Imposes An Inéome Tax On Appellant’s Corporate

Net Income On A Base Which Reasonably Represents The Proportion Of The
Trade Or Business Carried On Within South Carolina.

Appellant’s method of apportionment violated S.C. Code Ann. § 12-6-2210(B)
because it did not create a tax base which reasonably represents the proportiqn of
Appellaﬁt’s trade or business carried on within South Carolina. Appellant conducted
only its trademark business in South Carolina, yet it utilized an apportionment formula
wherein the unrelated retail activities conducted in western and mid-western states were
included in the denominator while adding nothing to the numerator. Under Section 12-6-
2320, the Department attempted to satisfy the fundamental focus of South Carolina’s
corporate income tax scheme, w_hichlis to tax an entity’s business activities that occurred
within this State. Although Appellant’s ‘method violated Section 12-6-2210(B), the
Debartment’s alternative apportionment rﬁethod creates a tax base which reasonably
represents the proportion of Appellant’s trade or business carried on within South
Carolina.

South Carolina law imposes an income tax on a taxpayer who is.transacting or
conducting business partly within and partly without South Carolina “upon a base which
reasonably repreéents the proportion of the trade of business carried on within this State.”
S.C. Code Ann. § 12-6-2210(B) (2014). This “base” is South Caroliﬂa~ taxable income,

and for multistate corporations this base is primarily determined by applying a statutory

apportionment formula to federal taxable income (plus or minus certain state
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adjustments). During the tax years at issue here, a taxpayer generally would determine
this base by al;plying one of th statutory apportionment formulas: the.n'_lulti-factor
formula under Section 12-6-2250 or the gross-receipts formula under Section 12-6-2290;
however, when the base determined by one of the‘ statutory. apportionment formulas does *
not fairly represent the extent of a taxpayer’s business activity in South Carolina, a
reasonable alternative apportionment formula under Section 12-6-2320(A) may be used.

Appellant receives royalties from its trademark business, (see R. pp. 383-90),
while generating more traditional income from sales wheﬁ_offeﬁng tangible consumer
goods to consumers, (see R. p 125, Tr. p. 83, line 7-R. p. 126, Tr. p. 85, line 1). Since
Appellant’s sole source of income in South Carolina consisted of royalty fees from RAC
East, (R. p. 342; Report of Field Audit Ex. 1, Tab 1 p. 3), Appellant’s base comes from
its trademark business, not its out-of-state retail business. While RAC West does not
operate any retail stores in South Carolina, (R. pp. 354; Attachment to RAC ‘West’s
Protest Ex. 1, Tab 3 p. 2), it owns intellectual property in South Carolina, (R. p. 131, Tr.
p. }06, lines 3-6), and has licensed the use of the Infellectual Property to RAC East, (R.
pp- 383-390), which opergtes retail stores in the eastern United States, iﬁcluding South
Carolina, (R. p. 125, Tr. p. 84, lines 18-19; R. p. 128, Tr. p. 93, lines 13-15; R. p. 136, Tr.
p. 125, lines 1-12). Except for Intellectual Property located in South Carolina, RAC West
has no property or payroll in South Carolina. (R. p. 354.)

Hereg Appellant used both the multi-factor and the gross-receipts formulas during
. each of the tax years at issue, but Appellant’s use of the statutory apportionment formulas
was improper. First, Appellant recognized that its u;e of the mu'lti-'factor formula under'

Section 12-6-2250-was not appropriate as evidenced by Appellant amending its South
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Carolina incoﬁe tax returns on the eve of th‘eA hearing in this case.’ Apbéllant filed these
" additional amended income tax returns to switch from the multi-fa;ctor formula under
Section 12-6-2250 to the single gross-receipts ratio under Section 12-6-2290. (R. p. 133,
Tr. p. 116, line 14-Tr. p. 11A7, line 16; see R. pp. 361-63, 369-71, 377-79 (Form SC 1120
for 2003 through 2005 signed on July 11, 2011 Ex. 1, Tab 7).) Second, Mr. Tollack

testified that RAC West filed income tax returns in South Carolina based on Geoffrey v.

South Carolina Tax Commission, 313 S.C. 14, 437 S.E.2d 13 (S.C. 1993), (R. p. 124, Tr.
p. 80, line 22-R. p. 125, Tr. p. 81, line 15; R, p. 131, Tr. p. 106, lines 3-13), where the
Circuit Court upheld the South Carolina Tax Commission’s determination that Geoffrey
owed South Carolina tax on its royalty income generated from sales in South Carolina by
the licensee, Toys-R-Us, Geoffrey at 17-18, 437 S.E.2d at 15. While Appellant’s use of
the standard gr_éss-receipt’s formula under Section 12-6-2290 would generally be |
appropriate for its trademark business, the mixing of gross receipts from Appellant’s in-
state trademark business with gross receipts from i&s out-of-state retail business distorts

the tax base that is required under Section 12-6-2210(B). Such mixing of gross receipts

*Appellant first used the multi-factor formula under Section 12-6-2250, which
uses payroll, property, and sales factors, for the tax years at issue.? (R.p. 133, Tr. p. 116,
lines 14-23; see R. pp. 364-366, 372-74, 380-82 (Amended Form SC,1120 for 2003
through 2005 signed on Jan. 7, 2009 Ex. 1, Tab 7).) The multi-factor formula is
applicable only for taxpayers whose principal business in this State is manufacturing or
* dealing in tangible personal property. S.C. Code Ann. § 12-6-2250 (Supp. 2007)
(emphasis added). However, Appellant conducts only its trademark business in South
Carolina. (R. p. 342 (Report of Field Audit Ex. 1, Tab 1 p.3); R. p. 253, Tr. p. 112, lines
6-12; see R. p. 124, Tr. p. 80, line 22-R. p. 125, Tr. p. 81, line 15; R. p. 131, Tr. p. 106,
lines 3-13.) Since Appellant conducts only its trademark business in South Carolina and
its trademark business is engaged in neither manufacturing nor dealing in tangible
personal property, the multi-factor formula is not applicable to Appellant regarding
apportionment of its net income in South Carolina.
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did not apply to Geoffrey because, unliké Appellant, Geoffrey did not have its own tetail

operations. See Geoffrey at 17-19, 437 S.E.2d at 15-16.

The gross-receipts ratio is the fraction in which the numerator is total gross
receipts from within this State during the taxable year and the denominator is total gross

receipts from everywhere during the taxable year. S.C. Code Ann. § 12-6-2290 (Supp.

A 2007). Usiﬁg this gross-receipts ratio, Appellant included in the numerator only the gross

receipts from royalties in its trademark business related to transactions in RAC East’s
South Car@lina stores whiie including .in its denominator its gross receipts from its
trademark business and.its retail business from all states. (R. p. 152, Tr. p. 189, li-ne 20-
Tr. p. 190, line 3.) Bec;ause Appellant conducted‘only its trademark business in South
Carolina7 ‘Appellanlt’sA incl.u-sion of all of its retail sales in the denominator — none of
which is conducted in South Carolina — substantially dilutes the statutory gross-receipts
ratio. As stated ear'lipr, 87% of Appell_ant’.s gross receipts came from its retail business

conducted in western and mid-western states, so 87% of its gross receipts came from a

type of business that Appellant did not conduct in South Carolina. (R. p. 254, Tr. p. 113,

line 7-Tr. p. 115, line 19.) Despite the fact that 87% of its gross receipts had nothing to

do its trademark business in South Carolina, Appellant includéd this 87% of gross

receipts in the denominator of the gross-receipts ratio but added nofhing to the numerator.

Dr. Harrison, the Department’s expert, confirmed this dilution of the gross-
receipts ratid. He stated that Appeilant is mixiﬁg apples and oranges. (R. p. 274, Tr. p.
194, lines 10-22.) As a result, Appellant significantly lessened the 'gross;receipts ratio
because the denominator inéluded a signiﬁqant amount of gross receipts from retail sales

when Appellant did not engage in any retail business in South Carolina. (R. p. 274, Tr. p. ‘
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194, line 23-Tr. p. 195, line 1.) The lowering of the gross-receipts ratio correspondi'ngly
caused a lowering of the amount of the Sbuth Carolina taxable inco-rr.xe (0% the “base”).
This 10§ver base, in violation of Section 12-6-2210(B), did not reasonably représent the
proportion of Appel.lant’s‘trade or business carried on within South Carolina. 'App.ellant
conducted onl){ its tradeinark business in South Carolina, but its apples and oranges |
approach to the gross-receipts ratio creat_ed a tax base out of proportion to its trademark
businéss carried onin Sopth Carolina.*

. Appellant argues fhat the South Caroliqa General Assembly could have drafted
Section 12-6-2290 differently so that the denominator of the gross-receipts ratio must
include gross recéipgs “for the same type of business activity” as the gross receipts
included in the numerator. (Appellant’s Brief p. 13.) Such a targeted deﬁnitiqn of the
gross-receipts ratio was not needed. The General Assembly enacted a broad alternative
apportionment statute that allov.vs an alternative method to be used to correct any
situation, not solely a targeted situation as Appellant suggests, in which the statutory

formula is flawed. See S.C. Code Ann. § 12-6-2320(A) (2014).

*This analysis and conclusion also applies to Appellant’s use of the multi-factor
formula under Section 12-6-2250. Although Section 12-6-2250’s multi-factor formula is
not applicable to Appellant in this State because its principal and only business in South

" Carolina is its trademark business, the multi-factor formula does not create a base which
reasonably represents the proportion of Appellant’s trademark business carried on in
South Carolina. Even when using the multi-factor formula, Appellant used the apples
and oranges approach by including all of Appellant’s retail sales in the denominator of
the sales factor. In addition, Appellant reported that it had no payroll or property in
South Carolina, so-the payroll and property factors of the four-factor formula are zero.
(R. pp. 366, 374, 382; Amended Form SC 1120 for 2003, 2004, and 2005 signed on-Jan.
7, 2009 Ex. 1, Tab 7.) Having two of the four factors being zero also substantially dilutes
and distorts the multi-factor formula and the tax base. .

)
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The Department’s alternative appolrtionment method ;satisﬁes the goal of Section
12-6-2210(B) to tax the proportion of a taxpayer’s business that was conducte;i in South
Carolina. Although Appellant asserts that there is no provision in South Carolina law for
the Department to Consider the “type” of income, (Appellant’s Brief pp 11-13), the
alternative apportionme;lt statute unambiguously states that the Department may require
an alternative method, including separate accounting, “to all or any pari of the taxpayer’s

.business activity,” S.C. Code Ann. § 12-6-2320(A) (2014) (emphasis added). Here, the

Department is merely taxing the only part of Appellant’s business conducted in South
\Carolina: its trademark business. The Department, in its altemativé appc;rtionment
method, considered only royalty income, not inéome from retail sa’les. In this manner
and complying vﬁth Section 12-6-2210(B), the Department taxes only Appellant’s
trademark business because it is the only activity that Appellant conducted‘ in this State.

Appellant also mistakenly asserts that the Department is imposing a gross-receipts
tax on Appellént’s royalty income from South Carolina. If the Department’s alternative
metﬁod looks like a grogs-receipts tax, it is only because Appellant did not identify or -
substantiate any deductilons related to:its grédemérk busineAss.5 - (See R., p. 254, Tr. p 116,
line 21-R. p. 255, Tr. p. 117, line 1; ’i‘ranscript Day Two pp. 116:21-117:1.) The

Department’s auditor testified that, had the Appellant provided and éuppoﬂed any such

*When Appellant filed its South Carolina income tax returns using the standard
four-factor or gross-receipts formulas, there was no need for Appellant to specifically
identify deductions applicable to its South Carolina business activities. Under a standard
formula, the resulting ratio is applied to adjusted federal taxable income from which -

' deductions have already been taken. From 2003 to 20005, the four-factor formula ranged
from 0.0991% to 0.1016%, while the gross-receipts ratio ranged from 0.1981% to
0.2032%. Undér the Department’s alternative apportionment method, South Carolina
gross-receipts from royalties were specifically identified, so related deductions also
needed to be specifically identified.
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deductions, the Department would have allowed the deductions as part of the' alternative
apportionment method. (R. p. 255, Tr. p. 117, lines 2-4; Transcript Day Two‘p. 117:2-4.)
Based on the above; the apportionment formula used by Appellant dilutes the

- Appellant’s net incdme within South Carpli.na by including retail sales fror.n,. other states
in the aenominatqr when Appellant does not-engage in retail sales in South Carolina such
that the resuit significantly understates the base on which Appellant is taxed' in South

Carolina. Accordingly, that significantly reduced base does not reasonably represent the
proportion of Appellant’s trademark bﬁsiness conducted in South Carolina. Iﬁ response
to .‘ the dilution caused by tllle statutory formulas, the Department’s alternative
apportionment method reasonably represents the broportion of Appellant’s - business
cohductea in South Carolina because, in éalculating the tax base under Section 12-6-
2210(B), the Department included only ;he proportion, or part, of Appellant’s business

that its conducts within South Carolina (i.e., the trademark business).

B. The Department Satisfied Both R_equirements Necessary To Impose An
Alternative Apportionment Method On Appellant. '

This Court should affirm the ALC’S decision because the Department mei, and
the ALC properly applied, the -two-pr.onged burden on the proponent of an alternative
apport_ionmen}t method that was enacted through Section 1.2-6-2320(A) and discussed in
CarMax, sg) there was not an error of laW. CarMax, 411 S.C. at 89, 767 S.E.2d at 200.
As the proponent of the alternative apportionment method in this matter, the Department
satisfied both of the requirements necessary to impose an alternative apportionment
methpd on Appéllant. First, the Department proved that the statu.tory apportionment

“formulas used by Appellant did not fairly reflect Appellant’s business activity in South
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Carolina. Second, the Department proved that its chosen alternative method was
reasonable. Additionally, this Court should affirm because sufﬁcieﬂt evidence exists in
the.record\ for reésonab}e minds to make the same conclusions as-thg ALC (i.e., that the -
Department met its two-pronged burden).

" Both a taxpayer and the Department may propose the use of an alternative
apportionment method to replace the applicable statutory apportionment formula. South
Carolina law states:

(A) 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 Wthh‘
will fairly represent the taxpayer’s business activity in the
State; or

(4) the émployment of any other method to effectuate an
equitable allocation and apportionment of the taxpayer’s
income.

S.C. Code Ann. § 12-6-2320(A) (2014). Regarding this provision, the South Carolina

Supreme Court recently held: , ]

Accordingly, when a party seeks to deviate from a statutory
formula under section 12-6-2320(A), the proponent of the
alternate formula bears the burden of proving by a
preponderance of the evidence that: (1) the statutory
formula does not fairly represent the taxpayer’s business
activity in South Carolina and (2) its alternate accounting
method is reasonable.

CarMax, 411 S.C. at 89, 767 S.E.2d at 200.

1. The Department Demonstrated that the Statutory Apportionment Formulas Used

by-the Appellant Did Not Fairly Represent Appellant’s Business Activity in South
Carolina. :
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The ALC properly found that the statutory apportionment foﬁnulas used by
Appellant did not fairly represent.the extent of Appellant’s businéss activity in South
Carolina. (R.p. 11; Orderp.9.) )

As explained above, Appellant initially used a three-factor formula under Section
12-6-2290’s to apportion its net income in South Carolina. (R. p. 133, Tr. p. 116, lines
10-23.) Appellant. later filed amended returns using the four-factor formula under
Sectién 12-5-2290. (R. bp. 364-66, 372-74, 380-82; Amended Form SC 1120 for 2003,
2004, and 2005 signed on Jan. 7, 2009 Ex. 1; Tab7.) Either multi-factor-formula method
of. apportionment however was not allowed. for Appellant in South éarblina because
Appellant cbnducted only its trademark bﬁsiness in.South Carolina and its trademark
business was neither manufacturing nor dealing in tangible personal property. See S.C.
Code Ann. § 12-6-2250 (Supp. 2007). The ALC properly concluded that “Section 12-6-
2250 is simply not applicable” to Appellant. (R. p. 12; Order p. 10.)

One month before the administrative hearing in this case, Appellant filed
additional amended returns for each~tax year using the gross-receipts ratio set forth in
Sect'ion 12-6-2290. (R. pp. 361-63, 369-71, 377-79 (Amended Form SC 1120 signed on
July 11, 2011 for 2003, 2004, and 2005 Ex.l, Tab 7); R. p. 134, Tr. p. 117, lines 2-16.)
The ALC noted that Section 12-6-2290 appears on its face to be applicable to apportion
the net incpme Arelated to Appellant’s business activity in South Carolina. (R. p. 12;
Order p. 10.) However, in its gross-reé’eipts ratio Appellant included only the South
Carolina royalty receipts in the numerator Hut included company-wide royalty and retail

sales in the denominator. (SeeR. p. 152, Tr. p. 189, line 20-Tr. p. 190, line 3.)
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The Department’s audifor and its expert in law and economics found. that
Appellant’s gross-receipts ratio distorts Appellant’s business activity in South Carolina.
The Depértment’s auditor testified that Appellant’s retail sales had “nothing” to do with
Appellant’s trademark business in South Carolina. (R. p. 253, Tr. p. 112, .lines 6-12; R.
pp. 342, 345 (Report of Fiéld Audit Ex. 1, Tab 1 pp. 3, 9). Further, the Department’s -
expert in law and economics f:haracterized Appellant’s gross-receipts ratio -as ﬁot
accurately reflecting the economic connection that Appellarit had with South Carolina,
(R. p. 274, Tr. pp. 193, line 14-Tr. p. 194, line 9), and as mixing apples and oranges, (R.
p. 274, Tr. p. 194, lines 10-22). The result (;f this mixture is that Appellant significantly
lessens the gross-receipts ratio because the denominator jncludes a significant amount of
gfoss receipts from retail sales made in other states when Appellant does not engage in
retail businéss in South Cafoliné. (R. p. 274, Tr. p. 194, line 23-Tr. p. 195, line 1.)

Evidence presented demohstra.ted that the vast- majority of Appellant’s total
revenues came from its non-Spﬁth éarolina retail sales which have nothing to do with
‘Appellant’s South' Carolina trademark ‘bu'sines.s. Nation;ally only i3% of its revenues was
generated from its tradgmark business. (R. p- 254, Tr. p. 114, line 4:-Tr. p; 115, line 19;
R. p. 478 (Apportionment bata by State Ex. 1, Tab 21).) Appellant’s retail olpefations
that generated the othéf 87% of its total revenues have nothing to do With its trademar-k
business. in South Cdrolina, which is why the Departmént’s auditor did not inf:lude the
retail salles in the Dep’artmént’s apportionment calculations. (R. p. 253, Tr. p. 112, lines
6-12; R. p. 254, Tr. p. 115, lines 7-9; Transcript Day Two pp. 112:6-12, 115:7-9.) '

Because of this 'dispari!.ty, including the retéil sales in the denominator diluted the

gross-receipts ratio and significantly lowered the amount of net income from Appellant’s -
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trademark business which would be taxable in South Carolina. In fact,. because South
Carolina taxable income was significantly reduced by the dilution of the gross-receipts
ratio, only 1.53% in 2003, 4.68% in 2004, and 0% in 2005 of Appella-nt’s South Carolina
royalty income was taxed in South Carolina.’- (R. pp. 6-7; Qrder pp- 4-5.) |

| The ALC found this evidence convincing. After stating that Appellant;s retail
sales, which occurred totally outside of Soﬁth Caroliné, are unrelated to its South
Carolina trademark business, the ALC properiny concluded that the “inclusion of RAC
West’s gross receipts from its retail operations. in the denominator of the apportionment
ratio would so dilute the gross receipts received from South Carolina as to distort the
taxpayer’s actual economic activity in this State.” (R. pp. 7, 13; Order pp. 5, 11))
.Th.e[refore, the ALC properly concluded that apportioning Apbellant’s income using a
gross-receipts ratio as stated in Section 12-6-2290 “would not accuratély reflect RAC
West’s business in South Carolina.” (R.p. 12; Order p. 10.)

Based on the above, the evidence clearly supports. the conc.lusion that including
Appellant’s out-of-state retail sales in the denominator of the gross-receipts ratio_(or in
the denominator of the sales factor in the muiti-factor formula) dilutes that ratio to the
extent that the result does not fairly represent Appellant’s trademark business activity in
South Carolina. Additionally; the multi-factor formula as a whole does not fairly

represent Appellant’s business activity in South Carolina. After seeing and hearing the

®The above analysis focused on the dilution of Section 12-6-2290°s gross-receipts
factor. Although the multi-factor formula in Section 12-6-2250 is not applicable to
Appellant, if it was applicable, the sales factor within the multi-factor formula would
likewise be diluted. This multi-factor formula would be further diluted because
Appellant’s payroll and property factors would be zero in South Carolina since Appellant
has no payroll of property in South Carolina, (R. p. 354; R. pp. 366, 374, 382.)
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evidence presented, reasclmable minds undoubtedly could conclude, as did the ALC, that
the statutory fo@ul% used by Apiaellant do not fairly represent the extent of Appellant’s
business activity in South Carolina, Therefore, this Court sh;)uld affirm that the ALC’s
decision that the Department met the first prong of Section 12-6-2320(A).

2. The Department Demonstrated that the Alternative Apportionment Method Was
Reasonable. '

The ALC’s Aecision that the Department met the second prong of Section 12-6-
2320(A) - fhat the Department’s alternative apportionment method was reasonable — was
also proper. Sufficient evidence supports its decision, including the. four reasons it gave
for the reasonableness of the Department’s alternative method of apportionment.

First,‘the ALC found that the Department’s alternative method was réasonablc
because it was based on a formula created by the taxpayer itseif in its trademark licgnsing
agreements. (R. p. 14; Order p. 12.) Sufficient facts supported the ALC’s finding. The
alternative method used by the Department was based on RAC West’s own formula: the
3% royalty agreement that RAC West had with RAC East (R. p. 35; Dep’t Determination
Ex. 1, Tab 5 p. 7)-. Unlil;e other:apportionment cases, this case does not invol\ze using
some mathematical thédr.); to determine the amount of gross r'eceipts generate;i from
within this State. Hére, the amount that Appgllant generated from within South Carolina
is known and identifiable as the gross receipts, were eammed and payable to Appellant
based on a royalty agfeement between Appellant and RAC East. Just before the three tax
years at issue in this case began, Appellant entered into thié.royalty agreement in which

'RAC East could use Appellgnt’é Intellectual Property: in exchange for a royalty of 3% of

RAC East’s net sales of licensed services. (R. p. 389.) Because the formula existed in -
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the royalty agreement, all parties know exactly how much Appellant received from South
Carolina. In other words, the paﬁies know exactly the amount of gross receipts Appellant
generated from its South Cérolina ac'itivities and that is the amount (less substantiated
-deductions) that the Department taxed in its alternative method. This 3% license fee
received by Appellant Wés given credibility when KPMG shortly thereafter concluded a
transfer pricing study in which KPMG said that an'arm’s length license fee of this nature
would be in the range of 2% to 4%. (R. p. 442.) Therefore, it was entirely reasonable for
the Departmént to deteﬁnine that Appellant’s gross receipté from South Carolina were
3% of RAC East’s net sales in South Carolina during each tax year at issue.

Second, the ALC found ihat the Department’s alternative method was reasonable
because it treats each stdte equélly and consistently. (R. p. 14; Order p. 12.) " If the _
Department’s altemaﬁve method .was applied to each of the fifty states, for
apportionment purboses Appellant’s retail business would not be mixed with its
trademark businés; in: any “state in which Appellant does not have a retail store.

_ Therefore, in eacim state in which Appellant geperates royalty income (but not income
from retail sales), Appellant would be taxéd only on its trademark business that occurred
in that 'state; Additionally, since Appellant does not license its Intellectual Property to
itself, in states in which App>ellant has retail stores, only retail sales (not royalty income)
would be part of the apportionment.

Third, the ALC found that the Department’s alternative method was reasonable
because applyihg this alternative method to all states operates to apportion 100% of the
royalty revenue, without any revenue being taxed twice. (R. p. 14; Order p. 12.) If, _

according to the Department’s alternative method, each state in which Appellant conducts
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its trademark business taxed only net income from the trademark business, then the sum
of royalty income claimed as income in those states would be exactly 100%. Therefore,
" no more and no less than 100% of Appellant’s royalty income would be taxed if all states
applied the Department’s altgrﬁative apportionment method.

Fourth, the ALC'four'ld that the Departments’ alternative method was reasonable
because it “does not tax more than 100% of the income generated in South Carolina,
whereas RAC West’s method. includes income from its vretail operations which is not
connected to South Carolina in aﬁy way.” (R. p. 14; 6rder p. 12.) In other words, the
Department’s alternative method is reasonable because it does not include retail income
eamed ﬁom Appellant’s out-of-state retail operations when its retail' operations have
nothing to do with its trademark busingss in South Carolina. Appellant’s only source of ,
income in South Carolina is royalty income from its‘trademark business. (R: p. 342
(Report of Field Audit Ex. 1, Tab 1 p. 3); R. p. 253, Tr. p. 111, lines 16-18; R. p. 152, Tr.
p. 189, lines 10-13.) Specifically, it was reasonable that the Department and i‘ts auditor
did not include Appellant’s retail operations in the Department’s- apportionment formula
because those out-of-state retail operations had “nothing” to do with Appellant’s business
activity in South Carolina. (R. p. 253, Tr. p. 112, lines 6-12; R. pp. 342, 345.)

In addition to the four reasons given by the ALC, the Department’s. expert in law
and economics also stated that the Department’s alternative method was economically
reasonable. (R. p. 274, Tr. p- 195, line 24-Tr. p. 196, line 25.) He said that excluding the
retail operations from the Department’s alternative rﬁetﬁod was “absolutely essential” for
the ta); burden on the Appellant to fairly represent its ecoriomic nexus with South

Carolina. (R. p. 274, Tr. p. 195, line 24-Tr. p. 196, line 4; R. p. 274, Tr. p. 196, lines 18-
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25.) By including the retail sales, the apportionment formula Would adopt an apples and
oranges approach. (R. p. 274, Tr. p. 194,' line 10-Tr. p. 195, line 1.) On the othern hand,
the Department’s method only looks at apples. In this matter, “apples” are the trademark
roy#lties from within South Carolina, while the “oranges” represent the income from
Appellant’s out-Qf.-stéte:retail busineﬁs. |

Based -on the-above, the evidence clearly supports the conclusion' that the
Department’s alternative apportionment method was reasonable. The ALC properly
found that “the facts established that the Department’s 'method of apportionment is
reasonable.” (R. p. 14; Ofder p. 12.) After seeing and hearing.the evidence presented,
reasonable minds undoubtedly could 'cénclude that . the Department’s alternative
apportionment method of considering only the royalty income »ff;)m Appellant’s sole
business activity in-South Carolilna was reasonable. Therefore, this Court should affirm
the ALC’s decisic;n thz;t the Department met the second prong of Section 12-6-239;0(A).

In conclusion on the first issue, the statutory apportionment fbrmulas do not
estalblish the correct “base” under Section 12-6-2210(B); however, by focusing on oqu
the trademark business that Appellant conducts in South Caroliﬁa, the Department’s
alternative method ‘establishc.ad a proper tax “base.” Additionally, the Department met its
burden by proving that the statutory apportionment formulas did not fairly represent the
extent of Appellant’s business a;:tivity. in South Carolina and tha; the Department’s
alternative method was ‘reasonable.  Because sufficient e_viden'ce supports these
conclusions, reasonable minds could also come to thesé same. conclusions. When
combined with thé facts that the ALC used the proper statutes aﬁd applied the law

properly, this Court should affirm.
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1L ALTHOUCH THE. ‘ALC DID NOT FIND THAT THE APPELLANT WAS
NOT A UNITARY BUSINESS’, SUCH A FINDING WOULD NOT
REQUIRE THIS COURT TO REVERSE THE ALC’S DECISION. '
The Department _ﬁnds Appe_:llant’s second and third issues to be so closely linked
that it is difficult to determine why Appellant separated.them info two issues. The
ultimate questioﬁ raised b)" the two issues is whether separate accounting may be used in
this case. The General Assembly specifically allows the use éf separate accdunting as an
alternative apportionment method, whiie nc;t prgcluding a unitar.y bﬁsiness’ use of
separate accounting. S.C. Code Ann. § 12-‘.6-2320(A),(2014).. Although t_.he ALC did not
rule whether Appellant’s retail and tradémark businesses were operated as a unitéry
busiﬁess, ‘the ALC found “that the sep.arate accounting method employed by the
Department here is appropriatg.” (R.‘ p. 17.) As discussed in the first issue above, the
ALC found that the Dépaﬁment'inet its t»;'o-pro'nged‘burden to impose an altérnative
apportionment method, including separafe accounting. Accordjngly, this Court shéuld
dismiss Appellant’s second and third issues and affirm the ALC’s decision on the basis of
the first issue; above i;lnd_ the fact that Section 12-6-2320(A) allows separate accounting.
Nonethelgss, the Department will answer Appellant’s second and third issues in
kind. In the conclusion to its second i;sue, Appellant wrongly asserts that “this Court
should reverse the ALC becausé its finding that RAC West was not operating a unitary
business is contrary to South Carolina law” and erroneous in light of the évidence in this
case. (Appellaht’s‘ Brief p.'3‘3.) Although the ALC discussed some of the charac,ten'stics‘
of a unitary business, (R. pp. 7-8,. 15-17.), the ALC never f:oncluded that Appellant was
npt a unitary bUSiﬁess tﬁat cclmsi‘sted rof both its retail and trademark businesses.

However, contrary to Appellant’s assertion, any such finding would not require that this
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Court reverse the ALC’s decisi;)n. The‘trademark business is separable. Assuming,
arguendo, that Appellant’s retail and trademarks bpsinesses were operated as a unitary
businesé, the issue would still be whether Sputh Caroliha law allows separate accounting
as an alternative apportionment method, which is Appellant’s third issue. s
Although the ALC did not‘ conclude whether Appellant operated a unifary
business, the ALC did address factors that would be addressed in a unitary-business
analysis. The ALC stated the correct test for whether a busiﬁess is unitary when it
observed that a unitary business has the charactéristics .of unity of ownership, unity of
mana;gement, and unity of operations (i.e., the “unities” definition) and the activities of
the business in question con.n'i.bu'té to or depend on the other activities of the business -
(i.e., the "contribution-dependenée” definition). (R. p. 16; Order p. 14 (citing Eastman

Kodak Co. v. South Carolina Tax Commission, 308 S.C. 415, 418 S.E.2d 542 (1992)).)

Appellant’s trademark business, which. is the only business that Appellant
: r

conduéted in South Carolina, (R."p. 342; R. p. 253, Tr. p. 111, iines 16-18; R. p. 152, Tr.
p. 189, lines 10-13), is not unitary with Appellant’s primary business, its retail business.
For example, unity of management does not exist within Appeilant’s retail business
because Appellant’s store managers operate the stores, (R. p. 127, Tr. p. 90, lines 5-22; R.
p. 129, Tr. p. 98, lines 18-22), but ¢mpioyees of RAC Texas perform various
management services for Appellant, (R. p. 125,\Tr. p- 84, line 22-R. p. 126, Tr. p. 86, line
1; R. p. 130, Tr. p..103, line 25-Tr. p. 104, line 6; R. p. 140, Tr. p. 143, line 16-Tr. p. 144,
line 2; R. p. 145, Tr. p. 150, line 22-Tr. p. 151, line 3; R. p. 147, Tr. p. 170, line 25-Tr. p.
171, line 5; R. p. 150, Tr. p. 181, lines 1-18; R. pp. 411, 417; see, e.g., R. pp. 391-397.)

Moreover unity of management does not exist between Appellant’s retail and trademark
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businésse__‘s. Appellant has store mar'xagers who manage the day-to-day 'retail operations at
each store, (R. p. 127, Tr. .p_. 90, lines-5-22; R. p. 129, Tr. p. 98, lines 18-25), but
Appellant does not manage the déy-to-day operations of its trademark business, (R. p. |
152, Tr. p. 190, line 24-Tr. p. 191, line 3; R. p. 154, Tr. p.. 199, lines 12-16; R. p. 154, Tr.
p. 200. Line 8-R. p. 155, Tr. p. 201, line 4.) RAC Texas actually providés the services
for protecting, licensing, and monit;)ring use of Appellant’s Intellectual Property; (R. p.
152, Tr. p. 190, line 20-Tr. p. 191, line 3; R. p. 154, Tr. p. 159, lines 12-16; R. p. 154, Tr.
p. 200. Line 8-R. p. 155,_ Tr. p. 201, line 4.) Ms. Wolverton of TAC Texas is
“responsible for maintaining the company’s portfolio of trademarks and trades names”
including determining ;)vhéther a desired name would be availlab.le for federal registrﬁtion,
filing the reéistration and leading the registration process, filing continuing -use
statements, and monitoring use of the Intellectual Property by others. (R. p. 154, Tr. p

197, line 25-Tr. p. 198, line 5, R. p. 154, Tr. p. 199, lines 12-16; R. pp. 154, Tr. p. 200,

- line 22-R. p. 155, Tr. p. 201, line 18.) Additionally, although RAC West owns the

Intellectual Prope'rt.y, RAC Texas is responsible for developing advertising and mafketing

 strategies to create, maintain, and eéxpand the RAC brand name. (R. p. 425.) Appellant

asserts that a unity of management exists here because a related company, RAC Texas,
manages Appellant’s trademark business, (Appellant’s Brief p. 32.); however, £his fact
proves the opposite. The fact that another entity performs these aspects of Appellant’s
business demonstrates that‘Aﬁpellant is not unitary and shows that Appellant’s businesses
can be separated, even if they were unitary.

N There are several reasons why Appellant does not meet the contribu(tion-'

dependence test meaning that its trademark business is not unitary with its retail business.
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First, Appellant’s trademark business -de'pends on retail sales made by its retail afﬁiiates,
not from its own retail sales. (See, e.g., R. pp. 383-390.) Unlike the retail éales of RAC
East, (R. pp. 383-390), ihe retail sales of Appellant do not generate any royalty income
for Appellant’s trademark.businesé. Se.cond, as the ALC noted, Appellant did not prove
that its retail and 'trademark oper;ations have an inextricable link or that there is some type
of opaque flow of value and interdependency between the two businesses. (R. p. 8.)
Appellant asserted that such values existed but offered no documentary évidence-to -
support this claim. Third, Appellant’s assertions that as the service and performance of
the retail stores increased the Intellectual Property become “rﬁore famous,” (R. p. 155, Tr.
p. 202, line 7-Tr. p. 203, line 8; R. p. 155, Tr. p. 203, lines 16-19), is irrelevant because
noto'rieiy does not necessarily cause an increase in value and Appellant certainly did not
present any estimates of how much the value of the Intellectual Property increased or
decreased in any year because of retail service or‘performance. Assuming arguendo that
good retail service or performance increased the value of the Intellectual Property in any
one of the tax yeafs at issue, such an inérease in the value of Intellectual Property is not a
taxable evént and has no relevance to Appellant’s income tax returns for 2003, 2004, or
2005. The taxéble event for Appellant in South Carolina is the receipt of the royalty fees
from RAC East. That téxable event is the centerpiece of the Department’s alternative
apportionment method. Appellant could affect the taxable event, if the value of the
Intellgctuai Property increased or decreased, by increasing or decreasing the royalty
percentage in the licensing agreements -with RACl East. Fourth, Appellant did not
étrategically acquire the Ir}_tellecmal Property to enhance the value of itsfetail business as

it already owned the Intellectual Property when that company was acquired. (R. p. 132,
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Tr. p. 110, lines 16-25.) Fifth, whatever value Appellant’s Initellectual Property has on its
retail operations and vice versa is applicable to all retail operations of RAC West, RAC
Texas, and RAC East, not m_erel'y on the retail operations of RAC West. (R. p. 155, Tr. p.
203, lines 2-24.)_ Therefore, Appellant’s-lntelleémal Prdperty equally serves the retail
operations 6f RAC West, RAC East, and RAC Texas and does not provide any unique
value t§ RAC West's retail business. Finally, although the retail operations of RAC East
and Appellant are the same, (R. p. 152, Tr. p. 190, lines 13-23), only Appellant owns the
Intellectual Property, (R. p. 152, Tr. p. 190, lines 20-23; R. p. 155, Tr. p. 202, lines 14- ’
15). This indicates that operating the retail stores, whether by RAC East, RAC Texas, or
Appellant, is not dependent on also owning the trademark business; otherwise RAC
East’s and RAC Texas"‘retail business would be failihg because they do not have
trademark businesses.

Still another example of Appellarif’s trademark business not being unitary with its
~ retail business is the fact that Appellant’s royalty income is identifiable, qﬁantiﬁable, and
. separable. | Its royaltyv income comes from its retail affiliates, primarily RAC East and
RAC Texas, and is established through licensing égreéments. (See. e.g., R. pp. 383-390.)
In the agreement with RAC East, Appellant receives a royalty fee of 3% of RAC East’s
net sales. (R. pp. 385, 389). KMPG was able‘to look separately at Appelfant’s trademark
business and détermine an arm’s length royalty fee. .(R. p. 442.) Since the royalty fee
has been quantified and KPMG separately analyzed Appellant’s trademérk business,

Appellant’s trademark business can be separated from its retail business.

Appellant cites Exxon Corp. v. South Carolina Tax Commission, 273 S.C. 594,

258 S.E.2d 93 (1993) to assert that Appellant’s trademark business is unitary with its

J : :
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retail business. (Appellant’s Brief p. 28-33.) In Exxon, Humble Oil and Refining
Company (Humble) operated a vertically integrated oil and gas compénf’ engaged in
exploration and production of oil and gas, refining of crude oil, and the retail sales of

petroleurﬁ products: Exxon, 273 S.C. at 596, 258 S.E.2d at 94. When filing income tax

returns in South Carolina, Humble excluded from its tax base the portion of its income
related to the explorat’ion.an'd production operations. Id. The Supreme Court affirmed
the 'lowér court’s decision that Humble opera‘ted a single hm’tary business that included
the exploration and production operations and that Soﬁth Carolina income tax shoﬁld be
calculated by applyihg the apportionment ratio to Humble’s entire corporate net income.
Id., 273 S.C. at 595, 596, 602, 258 S.E.2d at 94, 97. The Suprefne Court used the unities
and contribution-depenidence definitions in its Exxon analysis, but, as discussed, above,
the facts of the instant case, unlike Exxon, show that unity of management and the

requisite contribution-dependency between Appellant’s retail and trademark businesses

did not exist. Additionally and critically, Exxon does not prohibit the use of separate
accounting as an alternative apportionment method inasmuch as that opinion prédated the
1995 enactment of Section 12-6-2320(A) which allows separate accounting. Prior to the
enactment of Section 12-6-2320(A), South Carolina law did not have a statute that
_ authorized the use of sgpafate z;ccounting as an alternative apportionment method.

Based oﬁ the above, this Court should dismiss Appellant’s second issue because
fhe evidence supports the fact that Appellant is not operating a single unitary business
and because, even if it was unitary, the e\'/idence shows thz;t Appellant can use 'separate
accounting under Section 12-6-2320(A) because it can separately ideﬁtify and quantify

the financial transactions of its trademark business, its sole business in South Carolina.
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II. THE ALC PROPERLY ALLOWED THE DEPARTMENT TO APPLY A
" SEPARATE ACCOUNTING TO APPELLANT AND FOUND THAT SUCH

SEPARATE ACCOUNTING.WAS REASONABLE.

This Court should affirm the ALC’s decision becausé the Generalk Assembly has
allowed the use of separate accounting as an alternative apportionment methoq, thé ALC
did not make aﬁ error of law, and, as discussed in the first issue above, sufficient
| evidence confirms that the ALC properly found that the Department met its two-pronged
burden of imposing such an altemative method. The ALC properly found that the
Department’s separate accounting method was appropriate. (R. p. 17; Order p. 15.)

Although Appellant mixes whether Appellant’s trademark and retail businesses
are unitary with the Department’s abili‘ty to impose .separate accounting on Appellant’s
trademark business, the South Carolina General Assefnbly diAd not mix the two together.
The Generél Assembly éllows .the ‘use of separate é.ccounting as an alternative

apportionment method, while it says nothing about a unitary business not being able to

use separate accounting. S.C. Code Ann. § 12-6-2320(A) (2014). This statute was

enacted in 1995 and postdates cases such és Exxon and Eastman Kodak, which are oﬁen
incorrectly used to assert that a unitary business <.:annot use separate accounting. Had the
General Assembly sought to ex.clu'de a unitary business from usiﬁg separate accounting, it
simply and easily could have included such ianguage in Section 12-6;2320(A).
Excluding 'such language demonstrates the inaccuracy of Appellant’s assertions.
Although the evidence'indicateé that Appellant’s trademark and retail businesses-
are »notlun'itary, such a determination isn’t the primary issue that Appellant makes it.
What is relevant is whether the financial activities bf Appellant’s trademark business can

be separately identified. Dr. Harrison agreed. He testified that the issue of whether
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. Appellant’s r.etail and trademark b'usinesses constitute a unitary business is a “red
herring” because Appellant argues thét, ‘if its businesses are unitary, then it cannot
separately identify the financial activities its trader'nark business. (R. p. 275, Tr. p. 197,
line 1-Tr. p. 198, line 15.) Dr. Harrison added that it would be wrong from both an
economic and an accounting per§pective to assume that a business cannot separate its
accounts if it is determined to be part of a imitary business. (R. p. 275, Tr. p. 197, line 10-
Tr. p. 198, line 15.) ' |

| Citing a state and local tax treatise, the ALC stated that “‘separate accounting’ is a
téchnique of carving out of an overall business of the taxpayer the income derived from
sourceé within a single state and ascertaining the profits attributable to that portion of the

business.” (R. p. 15; Order p. 13 (citing 1 Jerome R. Hellerstein & Walter Hellerstein,

State Taxation: Constitutiopal Limitations and Corpovrate Income and Franchise Taxes
8.03(3rd ed. 2000)).) This definition, like the opinion of 'Dr. Harrison, does not focus on
unitary status, but it raises the issue. of 'whether the ﬁna'n.cial activities related to business
in a single state can be séparated from the taxpayer’s other financial transactions.
Although South Carolina law allows the use of separate accounting as an
" alternative apportionment method, it is reasonable that a prerequisite to the use of

_ , ,
separate accounting be that the financial activities of Appellant’s trademark business in

South Carolina be identifiable. Here the evidence indicates that the financial activities of
Appellant’s trademark business can be separately identified. As discussed in the

Department’s second issue above, RAC East paid a fixed 3% of ifs South Carolina net

sales to Appellant. (R..p. 389.) Since Appellant quantified its South Carolina net sales
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each year on its federal income tax returns, (R. p. 31), the royalty iﬁcome paid to
Appellant for South Carolina sales wés easily identifiable and quantified.

Just like the.royalt‘y income of the trademark business is separately identified,
expenses of the trademark bﬁsiness must be separately identified and substantiated. The
ALC found tﬁat Appellant “failed to adequately establish that it incurred expenses in
conducting its trademark business.” (R. p. 7; Order p. 5.) It is well established under
both state.and fedéral law that deductions from incomé are a matter of legislative grace

rather than entitlement. See Adams v. Burts, 245 S.C. 339, 140 S.E.2d 586 (1965);,

Fennell v. S.C. Tax Comm'n, 233 S.C. 43, 103 S.E.ZG 424 (1958). Accordingly, to

deduct an expense, the taxpayer must bring himself squarely within the terms of the

statute expressly authorizing the deduction. AVCO Corp. v. Wasson, 267 S.C. 581, 230

S.E.2d 614 (1976). Moreover, deduction statutes are not to be liberally construed. M.

Lowenstein & Sons v. S.C. Tax Comm’n, 277 S.C. 561, 290 S.E.2d 812 (1982). The

taxpayer bears the burden- of substantiating every business expense that he claims.

Hradesky v. Comm’r, 65 T.C. 87, 89-90 (1975), aff’d per curiam, 540 F.2d 821 (5th Cir.
1976). Furthermore, “[w]here a tax officer has disallowed a deduction, the ruling of such

officer is presumed to be correct and the taxpayer has the burden of proving it to t;e

wrong.” Anonymous Taxpayers v S.C. Dep’t of Revenue, 03-ALJ-17-0366-CC (Dec. .
15, 2003). Per the Dep;utment’s auditor, Appellant did not provide evidence of any
expenses. (R. p. 254, Tr. p. 116, line 21-R. p. 255, Tr. p. 117, line 4.) Accordingly, no
allowable expensés could be Aeducted. o

Evidence also showeci- that Appellant was capable of identifying and

)

substantiating such expenses. First, Dr. Harrison testified that companies use managerial
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or cost accounting when they'want to determine how a component of a business- is
performing. (R. p. 275, Tr. p. 199, line 18-R. p. 276, Tr. 201, line 2; R. p. 276, Tr. p.
203, lines 4-16; R. p. 277, Tr. p. 206, lines 2-7.) Second, Mr. Tollack, a CPA, testified
_ that one can determine whether any of his individual retail stores is profitable. (R. p. 152,
Tr. p. 191, lines 23-25.) Third, under a management agreement with RAC Texas, the
retail stores are guaranteed a 4.5% profit of each store’s operating expenses, and the
difference between the “actuzil profit of the store” and the guaranteed 4.5% profit is paid
to'RAC Texds as a management fee. (R. p. 1A3.7, Tr. p. 130, lines 4-23; R. p. 162, Tr. p.
230, lines 5-22°) If A'ppellan.t can determine the profitability of its retail stores andAhence
its entire retail business, it is common sense that it can determine thé proﬁtabflity, which
includes expenses, of its trademark business. The difference between Appellant’s total
expenses and its retail expenses would be its trademark expenses. Then, as the
_Department’s expert said, Aﬁpellant could use managerial or cost accounting techniques
to determine the share of trademark expenses applicable to South Carolina.

In addition to separate accounfing being lawful and available in this case, its use
is also reasonable. Appellant asserts that “separate accounting is préhibited for a unitary
business.‘ because it cannot produce reasonable results.” (Appellant’s Brief p. 38.)
Although separate accouﬁting in a unitary busiﬁess may pose difficulties, see, e.g., M

Qil Corp. v. Comm’r of Taxes of Vermont, 445 U.S. 425, 438 (1980), evidence shows

that Appellant’s trademark and retail businesses are not unitary and, even if they were
unitary, that separate accounting could produce reasonable results in this case. The ALC
stated that “many of the drawbacks that usually accompany separate accounting are not

present here.” (R. p. 17.) In fact, Appellant’s South Carolina royalty income was easily
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identified and quantified for each tax year'at issue, (R: p. 31 (Dep’t Determination Ex. 1,
Tab 5 p. 3); see R. pp. 389 (Amend. No. 1 to Trademark License Agreement Ex. 1, Tab
11, p. 1)), as demonstrated by'the transfer pricing study, (R. pp. 409-477), and the
licensiﬁg agreement, (R. pp. 383-390; R. p. 17 (Order p. 15)).

As further support of its reasonableness in this case, separéte accounting provides
a more accurate tax “base” from which to calculaté Appellant’s Sbuth Carolina taxable
income cofnpared to tﬁe sfatutory formulas that distorted Appellant’s business activity in
South Carolina. This distortion was discué:séd above. Dr. Harrison stated that tﬁe
Department’s alternative method was economically reasonable, (R. p. 274, Tr. p. 195,
line 24-Tr. p. 196, line 25), stating that excluding -the retail operations from the
Departmént’s alternative methodi was "‘absolutely essential” for the tax burden on the
Appellant to fair?y represent its economic nexus with South Ca\rolina. (R. p. 274, Tr. p.
195, line 24-Tr. p. 196, line 4; R. p. 274, Tr. p. 196, lines 18-25.)

Lastly, the Departmeﬁt described above several reasons above why its alternative
method is reasonable, and the ALC noted at least four of these reasons, (R. p. 14).

| Based on the above, South Carolina law clearly permits the Department to use

separate accountiﬁg as ah alternative apportionment method. Separate accoqnting not
only is a reasonable method for taxing Appellant’s South Carolina activities but also it
provides reasonable results. 'For these reasons, this Court should affirm the ALC’s
decision that separate account'ing- is apprb'priate in this case.
Iv. THE ALC PROPERLY CONCLUDED THAT THE.DEPARTMENT DID

NOT VIOLATE APPELLANT’S CONSTITUTIONAL RIGHTS BY
APPLYING SEPARATE ACCOUNTING TO A UNITARY BUSINESS.
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This Court 'sh.ould affirm the_ALC’s findings that the Department’s method of

taxing Appellant’s South Carolina income is not barred by the' Commerce Clauée and that:
. 5

the tax does not violate the Due Process Clause because it fairly relates to the services

provided by South Carolina. (See R. p. 20; Order p. 18.)

As an inj_tial matter, Appellant asserts that the 'Department violated its
constitutional rnights “by applying sep‘arate accounting to a unitary business.”
(Appellant’s Brief p.' 39.) Since evidence demonstrates thét Appellant’s trademark
business was not unitary with its retail business and that separate accounting is lawful and
reasonable, the Depa;'tment did not violate Appellant’s constitutional rights.

Turning to the broader constitutional issues, Appellant does not dispute the ALC’s

recitation of the law concerning whether a tax will survive a challenge under the

Commerce Clause. Both cite the four-part test in Complete Auto Transit, Inc. v. Brady,

430 U.S. 274 (1977). (R, p 18; Appellant’s Brief p. 40.) Under this four-part test, a tax
will survive a Commerce Clause’ challenge if the tax (1) is applied to an activity with a
substantial nexus with the taxing state, (é) is fairly apportioned, (3) does not discriminate
against interstate comm'ercé, and (4) is fairly related to the services prdvided by the State.
Complete Auto at 279. Appellant wrongly claims that the tax, as applied? fails to meet
the last three proﬁgs of the above four-part test. (Appellant’s Brief p. 41.)

Regarding the first proné at issue, the tax imposed by the Department is fairly

apportioned. To be fairly apportioned, a tax must be both internally and externally

consistent. - Travelscape, LLC v South Carolina Dep’t of Revenue, 391 S.C. 89, 107, 705
S.E.2d 28, 37038 (S.C. 2011). An income tax is internally consilstentwhere it is

structured such that if it were applied by every state, it would result in no more than all of

42

APP 135



\

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 state’s tax must not

reach beyond that portion of value that is fairly attributable to economic activity within

the taxing State.” Oklahoma Tax Comm’n v. Jefferson Lines. Inc,, 514 U.S. 175, 185
(1995). This means that a state can tax “only‘th‘at portion of the revenues from the

interstate activity which reasonably reflects the in-state component of the activity being

taxed.” Goldberg v. Street, 488 U.S. 252, 262 (1989)

The Department s tax on Appellant meets the internal consistency test. Appellant
wrongly claims otherwise asserting that (1) not allowing a deduction for Appellant’s
expenses associated with the royalty income in all states will result in more than 100% of
Appellant s net income bemg taxed and (2) the tax on net royalty i income applied to all
states would have no relationship to the income of the unitary business and may cause
multiple taxation. (Appellant’sl Brief p. 42.) Appellant is incortect on the first item

because the Department did not disallow a deduction for expenses. Appellant merely

failed to provide the Department with proof of expenses to offset the royalty income;

however, the Department would have allowed such deductions had Appellate identified
and substantiated such expenses. (R. p. 254, Tr. p. 116, line 21'-Tr. p. 117, line 4; R. p.
21 (Order p. 19).) Appellant is also incorrect on the second item because by applying the

Department’s method only income generated in each taxmg state would be taxed in that

~ taxing state. By usmg Appellant s own trademark licensing formula, (R. p. 35), the

Department is only taxing in South Carolina the royalty income generated from within’
South Carolina. Therefore, the Department’s method when applied in all applicable

states has a direct relationship with the income generated in each state. Under the

43 .

APP 136



Department’s method, in each sta.te that RAC East or RAC Texas operates a retail store
that generates royalties for RAC West, only the net royalty income based on separate
accounting would t;e taxed in that state. In each case, the only business that Appellant
conducted in thaf state would be its royalty business.. Appellant wants to combine
Appellant’s out-of-state retail operafions in the tax calculations for the royalty states, so it
is Appellant’s method that resultls in the tax applied to all states from wﬁich Appellant
received royalties having a distorted relationship with the taxing state.

The Department’s- tax on Appellant also meets the external consistency test.
Appellant wrongly claims otherwise asserting that the Department’s “separate accounting
method on gross receipts fails to account for the unitary nature of the RAC West
business.” (Appellant’s Bﬁef p. 42.) Appellant continues to assert that the Department’s
method is a tax on gross receipts and not an income tax. If the Department’s alternative
method looks like a gross-receipts tax, it is only because Appellant did not provide or
support any deductions related to its trademark business. (See R. p. 254, Tr. p. 116, line
21-R. p. 255, Tr. p. 117, line 1.) Héd Appellant identified and substantiated any such
deductions, thé Department would have allowed the deductions. (R. p. 255, Tr. p. 117,
lines 2-4.) |

Regarding the second prong at issué, the tax imposed by the Department does not
discriminate against interstate commerce. Appellant makes the same argument here that
it did to argue that the Department failed the external consistency test. For the same
reasons discussed immediately above, Appellant’s argument has no merit. Also the
Department’s separaie-accounting method does not discriminate between states because

it taxes net royalty income in the state in which it was earned.

44

APP 137




¢

Regarding the third pro.ng at issue, the tax imposed-by the Dep‘;irtment is fairly‘
related to the services provided b.y the State. There is a fair relationship between the tax
imposed on Appellant and the services it received in South Carolina. By taxing the net
royalty ihcome generated in South Carolina, the Department is taxing énly net income
related to South Carolina activities. The State' of South Carolina and its local

" governments have provided many services that allow Appellant to earn an income in this

State. The ALC properly relied on Qeoffrey. In Geofﬁey, and in the instant case, aﬁ out-
of-state owner of tra'demarks.aﬁd trade names licensed the use of that intangible property
to a retailer opérgting in South Carolina. Geoffrey, 313 S.C. at 16-I17, 437 S.E.2d at 15.
The .S.C. Supreme Court said that the foreign bwng:r of property licensed for retail use in
South Caroliha benefited from tﬁe Staté-provided services and that the South Cafolina tax
on royalty income was “rationally related” to those benefits. Geoffrey, 313 S.C: at 21-22,
437 S.E.2d at 17. Thé Supreme Court sta'ted that South Carolina provided Geoffrey with
an “orderly society” in which to conduct businéss so that it could earn income from its
royalty agreement with the South Carolina retail operation. Id., at 22, 437 S.E.2d at 18.
A few examples of the beneﬁt$ that Appellant received from South Carolina are police
protection and the courts whicﬁ allow people to move freely and confidently engage in
commerce, roads on which inventory ~ which is later sold to customers generating the -
royalty fee — is delivered to the retail stores in South Carolina, and the regulation and
provision of utilities to the retail stores that can make roy;alty-genera.lting sales and to
customers who c;m plug in and 'watcAh a television obtained at a retail store.

Tuming to the Due Process Clause, Appellant asserts that the .ll)epartment’s
" method of taxing Appeilant violates the Due Process Clause, but Appellant neither
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explains nor makes ahothér mention o.f the alleged due précess violation. The Due
Process Clause requires é'ome minimum connection between a state and the person,
property, or transaction it seeks to tax and income attributed to the tax must be rationally
related to the taxing state. Geoffrey, 313 S.C. at 18, 437 S.E.2d at 16. Here, Appellant has
the minimum contacts wit'h South Carolina because it purposefully directed its activities
toward this State. t}ﬁough the licensing agreement, (R. p. 383-390), and owned
Intellectual Property '-located in South C‘arolina, (R. p. 131, Tr. p.' 106, lines 3-6;
Transcript Day Oﬁe p. 106:3-6). Also, the income attributed to the tax is rationally
related to this State because of the benefits that this State has provided to Appellant, as
explained above. Additionally, like in Geoffrey, the feal source of Appellant trademark
in.come is RAC East’s South Carolina customers. Geoffrey, 313 S.C. at‘ 22,437 S.E.2d at
18. |

CONCLUSION

For the foregoing-reasons and for any other reason appearing in the Record on

Appeal, the South Carolina Department of Revenue respectfully requests that the decision

of the ALC in this matter be affirmed. ~ &/ N
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ARGUMENT
I. THE SOUTH CAROLINA APPORTIONMENT STATUTE IMPOSES A
TAX ON MULTI-STATE TAXAPAYERS ON A BASE THAT
REASONABLY REPRESENTS THE PROPORTION OF A TAXPAYER'S
BUSINESS CARRIED ON IN SOUTH CAROLINA VERSUS ITS TOTAL
BUSINESS EVERYWHERE, AND RAC WEST USED THE STANDARD
STATUTORY METHOD.
The parties agree' that the South Carolina apportionment statute imposes a tax
"upon a base which reasonably represents the proportion of the trade or business
carried on within this State." S.C. Code Ann. § 12-6-2210(B) (2014). See SCDOR

Brief at p. 16. They disagree on what the phrase "proportion of the trade or business

carried on within this State” means. RAC West contends that the phrase means the

_ proportion of the taxpayer's business in South Carolina as compared to the entirety of

the taxpayer's business in all states. SCDOR, on the other hand, appears to argue that it
means a taxpayer's business line performed in South Carolina compared to its income
from that business line in other states. See SCDOR Brief at pp. 16-20.

The starting point in interpreting a statute is the text of the statute itself. Hodges v.
Rainey, 341 S.C 79, 85, 533 S.E.2d 578, 581 (2000). Additionally, the plain meaning
rule requirgs that "words must be given their plain and ordinary meaning without resort‘
fo 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, “statutes
dealing with the same subject matter are in pari materia and ‘must be construed »

together, if possible, to produce a single, harmonious result.” Brown v. James, 389

S.C. 41, 53, 697 S.E.2d 604, 611 n.13 (Ct. App. 2010).
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RAC West's view that the tax base must reasonably represent the proportion of
a multi-state taxpayer's business in this state versus its business in all states is supported
by the plain language of the statute itself as well as the statutory scheme as a whole,

with which this section should be read in pari materia. Brown v. James, 389 S.C. 41,

53, 697 S.E.2d 604, 611 n.13 (Ct. App. 2010). The "plain meaning" argument is
clearly set forth in RAC West's Initial Brief and will not be repeated herein. See RAC
West Brief at p. 12-13. RAC West's Initial Brief also references the various other code
sections that should be read in pari materia, or in conjunction with, the apportionment
statute. Id. at 13 (citing S.C. Code Ann. §12-6-580, which provides that federal
taxable income is the starting point for determining a multi-state taxpayer's income,
which by definition includes all income streams of a taxpayer, and S.C. Code Ann.
§12-6-2290 (2.014), the "gross receipts” statute, which apportions net income by
dividing "gross receipts from within this State" by "total gross receiﬁts from
everywhere").

SCDOR's Brief cites no law in support of its position that the "proportion”
referenced in S.C. Code Ann. § 12-6-2210(B) refers only to a taxpayer's business line
in South Carolina. Although the alternative apportionment statute does provide separate
accounting as a possible option in appropriate circumstances (see S.C. Code Ann. §12-
6-2320(A)) (which, as will be discussed below, are not present in this case), the tax
base referred to in §12-6-2210(B) is clearly referring to the proportion of the taxpayer's
total business that is conducted in South Carolina.

As also discussed in RAC West's Brief, the parties agree that in this case, the

single-factor "gross receipts” statute is the correct method to determine the proportion
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of the taxpayer's total business that is to be apportioned to South Carolina if the
standard statutory method is to be applied. SCDOR Brief at p. 13. S.C. Code Ann. §
12-6-2290 (2014); R. p. 268 at 172:12-18. Despite this fact, SCDOR makes several
~references in its Brief to the standard statutory method as "Appellant's apportionment
method," "the apportgonment formula used by Appellant” and even as Appellant's
"apples and oranges approach" (see e.g. SCDOR's Brief at p. 16, 20 and 22) and
" asserts that this method "dilutes [RAC West's] net income within South Carolina" and
"distorts the tax base." Id. at 18 and 22. |
It should be emphasized that RAC West did not create its own:novel method in
an attempt to distort or manipulate its income. Instead RAC West used the standard
method that it was required by statute to use. The retail sales from western states that
SCDOR claims RAC West included to "inflate" the denominator of the apportionment
ratio and "dilute” the ratio are speciﬁcally required to be included in the denominator
by statute. RAC West followed the requirements of the statutorily dictated method as
written and did not attempt to "inflate” or "dilute” the formula in any way. The only
way RAC West could have avoided using the standard method is if it had petitioned to
SCDOR for an exception under S.C. Code Ann. §12—6-2320(A), which it had- no reason
under the existing law to think would be appropriate. See S.C. Code Ann. §12-6-
2320(A) (2014).
II.‘ SCDOR PRESENTED NO PROOF THAT THE STANDARD FORMULA

DID NOT REASONABLY REFLECT RAC WEST'S ACTIVITIES IN
SOUTH CAROLINA. '

As discussed at greater length in RAC West's Initial Brief, SCDOR failed to

present any evidence at trial that the standard formula did not reasonably reflect RAC
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West's activities in South Caroliﬁa. See RAC West Brief at pp. 15-22. In response,
SCDOR makes various conclusory statements and arguments but fails to point to any
proof presented at trial that would show that the standard formula was not working.

As the Suprerﬁe Court recently confirmed, SCDOR, as the party seeking to
deviate from the standard statutory formula, Eears the burden of proving, among other
things, that the standard method does not fairly repfesent the taxpayer's in-state

business activities. CarMaxAuto Superstores West Coast, Inc. v. S.C. Dept. of Rev.,

411 S.C. 79, 89, 767 S.E.2d 195, 200 (2014); see also S.C. Code Ann. §12-6-2320(A)
(2014). Moreover, this proof may not be conclusory allegations that SCDOR satisfied
this element or a description of what SCDOR did, and showing that SCDOR's method
yields a higher tax is likewise insufficient. CarMax, 411 S.C. at 89-91, 767 S.E.2d at
200-201 (stating that neither a description of what SCDOR did nor conclusory
allegations of SCDOR's witnesses that they proved an element are sufficient and citing

St. Johnsbury Trucking Co. v. State, 385 A.2d 215, 217 (N.H. 1978) for the

proposition that “[m]erely because the use of an alternative form of computation
produces a higher business activity attributable to New Hampshire, is not in and of
itself a sufficient reason for deviating from the legislatively mandated formula™). See
also S.C.' Rev. Ruling 15-5 (stating that "[t]he party seeking an alternative method must
factually identify why the use of the standard statutory apportionment method does not
fairly represent the taxpayer's business activity in South Carolina).

The primary basis asserted by SCDOR as to why the standard ‘formula could not
be used is its naked assertion that "Appellant's retail sales had 'nothing to do' with

Appellant's trademark business in South Carolina.” SCDOR Brief at pp. 24-25.
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SCDOR cites to no faétual subport whatsoe.ver for this conclusory statement, and, in
fact, although not its burden to do so, RAC West presented evidence to the contrary.
For example, a RAC West witness testified to the very obvious fact that as more retail
sales are made, the value of the RAC IP increases, and as the value of the RAC IP
increasés and the brand becomes more well-known, this leads to increased retail sales.
See R. p. 130 at 102:9-25; p. 131 at 108:18-25; p. 155 at 203:10-19. AHow anyone
could take the position that.i'ncome from the sale of a product is not related to income
from the brand name of that product is, frankly, incredulous. See also RAC West Initial
Brief at pp. 4-5 (for full discussiqn of ways in which the retail business and the IP
business are related).

The only other argument made in SCDOR's brief in support of its contention
that the standard formula does not work is that RAC West's retail sales revenues are
larger than its trademark revenues such that the inclusion of both in the denominator of
the standard formula would result in much less tax. SCDOR Brief at pp. 25-26. This is
insufficient as a matter of law under CarMax, 411 S.C. at 89, 767 S.E.2d at 200. Thus,
this Court should reverse the ALC's decision because SCDOR has failed to carry its
-burden of showing that the standard formula did not work 

III. SCDOR PRESENTED NO PROOF THAT ITS ALTERNATIVE METHOD
WAS REASONABLE.

As discussed in detail in RAC West's Brief, SCDOR failed to present any -
evidence at trial that its alternative method, which simply levied a flat tax on RAC
West's gross receipts, was reasonable. See RAC West Brief at pp. 22-28. In response,

SCDOR asserts that its method "imposes an income tax on Appellant's corporate net
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income on a base which regsonably represents the proportion of trade or business
carried on within South Carolina." SCDOR Brief at p. 16, Heading A. It also suggests
that the reason the tax looks like a flat tax on gross receipts is because RAC West failéd
to supply substantiation for its expenses. Id. at 21. These statements are simply not |
accurate and indicate a misunderstanding of the tax imposed on RAC West as well as
the impossibility of RAC West reconstructing expense information for one part of its
unitary business yéars later.

First, the tax imposed by SCDOR on RAC West looks like a flat tax on gross
receipts because it completely ignores RAC West's corporate net income (the base upon
which the South Carolina income tax is devised). SCDOR did not multiply RAC West's
corporate ﬁet income by an apportionment fraction but rather levied a flat tax on gross
receipts. The remedy that the ALC alludes to, and also implies in its Order as the
SCDOR "solution"--- removing the retail sales from the denominator and then
multiplying that fraction by the company's corporate net income-- is the method used in
the Microsoft case.! It is not the method used by SCDOR in this case.

The danger of using SCDOR's alternative method is that it can result in the
imposition of an income tax on a multi-state company even when that company is losing
money and has no profits. That is, in fact, exactly what happened to RAC West in 2005
when SCDOR's alternative method levied a tax based on $844,438:13 in royalty
receipts when, in fact, RAC West suffered a loss that year of -$9,905,982. See Order,
R. p. 7. SCDOR's Brief does not even acknowledge this fact much less make an effort

to explain or justify such an absurd result.

' Microsoft Corp. v. Franchise Tax Bd., 139 P.3d 1169, 1178-79 (Cal. 2006).
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The only evidence pointed to by SCDOi{, and adopted by the ALC, in support
of its contention that its formula was reasonable is that RAC West entered into a royalty
agreement that attempted to value the use of the RAC trademarks. SCDOR Brief at p.
29. However, licensing agreementé that set a price for the use of a trademark, or any
product for that matter, have nothing to do with and are not é substitute for a tax
formula. See RAC West Brief at pp. 26 and 37-38.> The other support offered by
SCDOR regarding its method consists of arguments andlconclusory statements made by
SCDOR and its expert; not one shred of evidence via a document or a fact witness is
cited. In sum, this Couﬁ should reverse the ALC's decision because SCDOR failed to
carry its burden of proof to show that its method was reasonable. CarMax, 411 S.C. at
89, 767 S.E.2d at 200.

Finally, the reasons why RAC West did not supply information on its IP related
expenses are fully se't forth in its Initial Brief and will not be repeated herein. See RAC
West Initial Brief at pp. 24-26. However, RAC West wouid note that the testimony of
Hugh Tollack, its Director of Tax Audits, which is cited by SCDOR in its Brief as
showing that one could "determine whether any of their individual retail stores is

profitable” could be misunderstood. SCDOR Brief at p. 8. Mr. Tollack goes on to

* See also Container Corp. of America v. Franchise Tax Bd., 463 U.S. 159, 164-65

' (1_9—5—3)(h01ding that inter-company transfer of value pricing is not controlling for a

unitary business); Exxon, 273 S.C. at 603-604, 258 S.E.2d at 98 (quoting Butler Bros.,
315 U.S. at 507) (finding arguments of the Tax Commission that "transfer pricing
rather than sales to third parties cannot be used by a multistate corporation in
computing divisional income" and stating that "'[a]ccounting practices for income
statements may vary considerably according to the problem at hand. . . . A particular
accounting system, though useful or necessary as a business aid, may not fit the

different requirements when a State seeks to tax values created by business within its
borders.'"). ‘
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explain that one could determine the direct expenses at the store level but not the "real

A expenses.” R. p. 152 at 192:1-8. See also R. pp. 155-156 at 204:3-205:8 (Mr.

Tollack's testimony discussing that because work performed related to the IP increases

the value of the retail operations and vice versa, it is difficult to accurately accoﬁnt for

the actual costs of oﬁe versus the other even if one could make an effort to track an
employee’s time on tasks for the two different operations).

In sum, the ALC should also be reversed because SCDOR has failed to carry its
burden of showing that its alternative formula-is. reasonable.

iV. SOUTH CAROLINA LAW IS CLEAR THAT IF A TAXPAYER HAS
UNITARY OR RELATED INCOME, SEPARATE ACCOUNTNG IS
PROHIBITED.

Both the ALC and SCDOR appear to believe that it makes no difference
whether a business is unitary and that separate accounting may be used even if a
business is unitary. SCDOR Brief at p. 31-32 (stating that even assuming that RAC
West's business was unitafy, the trademark business is separable and thus could be
subject to separate accounting); Order, R. pp. 16-17. This is simply incorrect and
contrary to all income tax apportionment law in this state and in this cquntry. The
unitary business concept is the linchpin of the allocation and apportionment statutes,
and a court must first determine whether the income of a business is unitary or non-
unitary before it can properly apply these statutes. |

As the U.S. Supreme Court has stated many times, the whole reason behind the
enactment of allocation and apportionment statutes is to properly allocate and apportion
the income of unitary businesses that conduct their business partly within and partly

without a particular state. See Mobil Oil Corp. v. Comm. of Taxes of Vermont, 445
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U.S. 425, 439 (1980) (stating that "the linchpin of apportionability in the field of state

income taxation is the unitary business principle”); Butler Bros. v. McColgan, 315

U.S. 501, 508-509 (1942). Allocation and apportionment statutés are generally used to
define incorﬁe that can and should be taxed separately (i.e., income that is not unitary
or is unrelated to the business of the taxpayer) and income that is taxed under an
apportionment formula (i.e., income that is unitary or is related to the business of the
taxpayer). See Mobil Oil, 445 U.S. at 439. South Carolina has three cases, which are

all discussed in depth in RAC West's Brief, which stand for this same proposition. See

Exxon Corp. v. S.C. Tax Comm'n, 273 S.C. 594, 258 S.E.2d 93 (1979)(holding that
Exxon was a unitary business and thus it could not separate” out the income generated
by its oil exploration and production activities in other states from its retail sales

income from gas stations in South Carolina); Eastman Kodak v. S.C. Tax Comm'n,

308 S.C. 414, 418 S.E.2d 542 (1992)(finding that safe harbor lease transactions were
part of Kodak's unitary business and thus separate accounting was not appropriate); and

Lowenstein v. S.C. Tax Comm'n, 298 S.C. 93, 378 S.E..Zd 272 (Ct. App.

1989)(rejecting taxpayer's request to apply separate accounting to interest income when
the Court found it to be part of the taxpayer's unitary income).

South Carolina employs a system that is consistent with these U.S. Supreme
Court and South Carolina cases. First, South Carolina allocates certain specified non-
unitary income that is "not éonnected with the taxpayér's business” either to South
Carolina or to other states. See S.C. Code Ann. §12-6-2220 (2014). Next, the balance
of the taxpayer's income (i.e., that which is “connected with its business") is

apportioned based on the applicable apportionment statute, which in this case is S.C.
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Code Ann. §12-6-2290 (i.e., the"'gross receipts” apportionment formula). Thus, before
one can determine how to allocate and apportion income under South Carolina's
statutory scheme, one must determine whether the income at issue is part of the
taxpayer's unitary income (i.e. connected with its business) or whether it is non-unitary
income that is not connected with the taxpayer's business.

SCDOR's dwn regulations provide that the income of a un\itary business is
subject to the apportionment formulas and not separate accounting. See S.C. Code
Ann. Reg. § 117-710.1 (Supp. 2011)(providing that “[a) taxpayer 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.").
Amazingly, this regulation is not even mentioned in SCDOR's Brief.

SCDOR contends that a unitary business cah be separated because the three
South Carolina unitary business cases pre-date the alternative apportionment statute.
SCDOR Brief at p. 37. It argues that the Legislature could have specified that unitary
businesses are not subject to the separate accounting option if that was its intent. Id.
First, the list _of possiblg methods in the alternative apportionment statute is simply that,
a list of all possible optidns; if the Legislature had to address every scenario for each
option that would not work, the statute would have spanned hundreds of pages.
Instead, it mandated thaf any formula used must be reasonable. Where a business has
unrelated or non-unifary income, then separate accounting could be reasonable and

appropriate. However, where unitary income is at issue, under U.S. Supreme Court
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and South Carolina case law and statutes as well'as SCDOR's own regulations, separate
accounting is prohibited and thus cannot be reasonable.

SCDOR also states that the evidence indicates that RAC West's "trademark and
retail businesses are not unitary" and asserts that that is not even the relevant inquiry;
"[w]hat is relevant is whether the financial activities of Appellant's trademark business
can be separately identified.” SCDOR Brief at pp. 37-38. Under SCDOR's economist's
theory, there is no such thing as a unitary business; all businesses can be carved up and
separately accounted. Id. at p. 38 (citing .Dr. Harrison's testimony that it would be
wrong from both an economic and an accounting persﬁective to assume that a business
cannot separate its accounts if is determined to be part of a unitary business).

First,‘RAC West addressed in detail in its Initial Brief the evidence supporting
that its trademark and retail businesses are unitary and will not repeat that herein. See
RAC West Brief at pp. 28-33. Second, SCDOR's framing of the relevént question
would turn unitary business law on its head. Of course, any economist or state auditor
could apply an alleged separate accounting method to a unitary business and attempt to
separate it. Economics aside, ‘this is simply not the law. The key question is. not
whether it is possible to separate the business but whether it is accurate and therefore
reasonable. If a business is unitary, then the income generated by the various
components of the unitary business cannot be accurately accounted for individually (or
worse, be "subject to manipulation and imprecision”) as it is "attributable to all
incidents of the business and not to any single activity," and, thus, separate accounting
of a unitary business is prohibited under the rel'evant. S.outh Carolina and U.S. Supreme

Court cases and thus cannot be reasonable under S.C. Code Ann. §12-6-2320 (A)
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(2014). Mobil Qil, 445 U.S. at 439; Butler Bros., 315 U.S. at 508-509; Container
Corp., 463 U.S. 164-65 (1983); Exxon, 273 S.C. at 599, 258 S.E.2d at 96; Eastman
Kodak, 308 S.C. at 419-20, 418 S.E.2d at 544; 'Loweﬁstein, 298 S.C. at 101-107, 378
S.E.2d at 276-279; S.C. Code Ann. §12-6-2320 (A) (2014). See also, RAC West Briéf,
Argument, § II at pp. 28-33.

| Therefore, RAC West respectfully requésts that this Court enter a finding based
on the uncontested evidence at trial that its royalty income and retail sales income are
part of its unitary income, and it should reverse the ALC's decision allowing separate

accounting to be applied to a unitary business.

CONCLUSION

Based on the foregoing as well as its Initial Brief, RAC West respectfully

requests that this Court reverse the ALC's decision and dismiss the assessment at issue.
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Pursuant to Rule 240(¢) of the South Carolina Appellate Court Rules ("SCACR"),
Appellant Reﬁt—A;Cemex West, Inc. ("RAC West®) files this Return to Respondent Scuth
Carolina ﬁepm@t of Revenne's ("SCDOR") Petition for Rehearmg (the “Petition") m this
matter involving Op. No. 5447, which was filed on Octob& 26, 2016 (the "Opiniun"). As
explamcd more fully below, the Petmon should be demed SCDOR 's-Petition fails to identify
any substantive points of fact or Iaw in the ‘Opinion that the Court overlooked or.
| mmapprehended ag reqmred by SCACR Rule 221(&) and Souﬂl Carolina case law and instead -
rehashes argnments prevmusly presented t0- this Court, which were properly rejected in the
Opinion, or makes new argumments that shonld not be considered. This Court correctly reversed
the ALC's decision, and, thus, SCDOR's Petition should be denied. . ‘ :

PROCEDURAL AND FACTUAL BACKGROUND

As this Court will recall, the primary issus in this case is whether SCDOR met its
burden of proof to show that the standard statutory apportionment formula did not fairly reflect
RAC West's busingss ictivities in South Carolina. The ALC: concluded that it did meet that
 burden; however, ﬂns Court correctly determined that this was in error because SCDOR failed -
to prf:sent sufficient evidence to meet the burden -of proof and thus révérsed the ALC. Opinion
atp. 13. | | ) .

A Drief Summary of Relevant Facts

RAC West has retail stores in wmém gstates. R. p. 125 at 84:18-25. it aﬁo owans
‘ " certain intellectnal pmperty'(trade names-and tmden;arks) ("IP") that it licenses to two relaied
entities, Rent-A-Center Texas, LP ("RAC Texas") and cht-A-Cent‘er East ("RAC East”),
which, in return, pay RA:C West a royalty fee. R.-p. 125 at 84:20-21 and p. 126 at 85:6-8.

- Beyond receiving these icyalty fees for the use.of the IP by the South Carolina stores, RAC
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Wést has no activities in this State. R. p. 131 at 106'3—6 It has no physical preoence ln South. .
Catolina as 1t has no emyloyem, facilmcs or' tangible property in thig State. R. p. 131 at -
105:17-22. It also makes ho salm m South Carolma and receives de mmzmus, if any, services
or benefits from the State. R. p. 131 at 105:23-106:2. -

RAC West reported its .taxable net fo this- State using ‘the ‘standard. statutory -
apportionment method. See R. p 134 at 117:17—118:7' S.C, Code Ann. §12-6-2290 (2014);
Sample SCDOR Corporate Income Tax Iustmcnon, R. pp. 479-499; RAC West Amended Tax-
Retnrns 2003-2005 R. pp. 361—382 The. standard method begins w1th a corporation s total .
net income and then apportlons it to detetmme the portiori due: here based on 1ts ‘business in

thls State. S C. Code Ann. §12-6-2290 (2.014)l Sample- SCDOR" Corporate Income Tax

Instraction, R. pp. 479-499, The reported portion in this case was based on the gross receipts

apportionment - statute, which uses an apporﬁonment fraction in which the mumerator is-
compnsed of gross receipts from South Carolina and the denommator is total gross receipts of
the corporatlon Id. ‘RAC West $ gross recelpts from South Cadrolina consisted of royalues-".
pzud by RAC East (on it rentals of household goods to South Carolina customers), and the

total gross receipts were all of RAC West's receipts, i.e. the total of its royaities, retail rentals |

and other income. R. p. 134 8t 117: 17-118 7, RAC West Amended Tax Returns 2003-2005

;R pp- 361-382. In other words, RAC West- followed the literal Wordmg of the gross .

receipts apportionment statite,
SCDOR objected to the standard method and computod a tax based solely on the gross:. .
royalties pzud by RAC East to RAC West. This method completoiy ignores corporate net

mcome as is graphically illustrated by SCDOR assessing a tax Hability agaimit RAC West in
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2005 when the co;'porate net income was a loss. See 0rde1:, R.p. 7; RAC WestAmht Report,
R p. 342, ' | B ‘
B. . .Brief Sumﬁmry of Procedural Hlstory
. The ALC's Final* Otder (the "Order”) fmmd in favor of SCDOR on all issues except _ .
the penalty, which the ALC dlszmsscd, on Jaxmary 6, 2012 See Order, R pp. 3-24. . The
‘ALC erroneously cnncluded that SCDOR met 1ts ‘burden to show that " the standaxd
apporhonment mf:thod did not repr&sent RAC th's bumness activity in South Camhna and
that SCDOR's alternative method did. Id. RAC West then timely filed a Notxce of Appeal. ‘

Thereaftcr, because the parties bel_xeved that some or all of the issues in this case might be

decided by-the Court of Appeals' dccision in CarMax Auto" Stperstores West Coast, Inc. v.

Soutﬁ Carolina Deﬁartmcntvof Revemue (Appeal from 'ALC base No. 09-A]'.J—17r0160-CC)

(thr: "CarMax Appeal"). they requcstcd a stay of this matter until the opinion in thc CarMax. )

Appeal was issued. The Supreme Court issued a decision in the CarMax Appeal on December

23, 2014, and_the stay was lifted. CarMaxAmn Swemtorw ‘West @m, Tne. v. S.C. Dept. of
Rev., 411 5.C. 7, 767 S.B.24 195 (2014). S
. Aﬁerﬁﬂbneﬁngbytheparﬂesandoralargumentsmthmmntter tthonrtxssuedm
a Opinion reversing the ALC on or about October 26, 2016, This Court correctly held that

~ based- on the evidence in the record, SCDOR had fai}ed to meet its burden to show that the '
standard apportionment method did not fairly reflect RAC Wét's business activitles in South
Carolina. Opmwn at p. 13. More specxﬁcally, this Cuurt fmmd that SCDOR presented: the( -
same level of evxdcnce as it did in the CarMax case, including unsupported allegnﬁons by
SCDOR w1tnesses ﬂmt t.he mansgement services fee was too Iugh and bald "assertions by its

expert‘witn&as that using the standard method was like "having apples in the mumerator, while
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. having apples and oranges in the depominator” and that "excluding the retail opcratmns from’
the calculauons wasg- essennal to 'come up with a tax burden that fairly tepresented the . -

' econormc nexus of the enuty with South Carolma e Id Beczmse SCDOR faﬂed ta. meet its _ '
burden to prove ﬂns threshold lssue, tlns Cmnt dechned to decide whether the ALC erred in '

" (a) ﬁndmg that SCDOR's alternative method was rensonable, (b) failing to ﬁnd that RAC West
opetated a unitary, business, (c) allowing' SCDOR 'to apply separate accountmg to a umtary :
buamesa, and (d) concluding that SCDOR d1d not vmlate RAC ‘West's consututmnal rights. Id,

’atpp 13-14 end n. 4 SCDORnowpeutxons th:s Conntfor areheanng onthebasm thatthxs'
h _ Court overlooked or mxsapprehended certam ev1dence or arguments
- ARGUMENT
As will be dmwssed below, SCDOR’s- Pedtlon for Reheanng ghould be denied. Rule
221(a) of the Sonth Carolma Rnles of Appellate Procedm'e reqmres that a party submzttmg a.
Petition for Rehearmg "state with partwulnnty the pomts supposed to have becn overlooked or

mxsapprchended by the court.“ See also Kennedy v, South Carolina Retirement Svs 349 S.C. -

531, 532, 564 'S:E.2d 322, 32.2 (2001) (stating that appallanrs "mmst demonso:ate the. Court
-overlooked or misapprehended then argmnent . Addmonaﬂy, the pmpose of a petition for -
rehearmg 13 not "to have the case tried in the appellate court a second time" or to "present)
points which lawyers for the losing parties have overlooked or misapprehended,® -Id. at 349-»
S.C.at 532 564 S.BE. 2d at 322 {citations omltted)

. In its Petition, SCDOR claims that this- Court "ovérlooked and/or mmapprehended the-

' substantlal evxdence in the record that * (1) SCDOR sat:sﬁed its burden to show that the :

! Not only is this statement a bald assertion by the Depaxtment s expert witness, "economnic
nexus” has nothing to do with "businéss activity,"-
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standard statatory appoftionment,-fonnnla did not fairly reflect RAC West's business activities
in South Carolina; and (2) Appellant's retail and (cademark business are not unitary, businesses.
Petition at p. 4. The first argument was-squarely addressed and rejected by :this Court in its
Opinicn. While SCDOR points to various facts,” purported facts ar other assertions that it
claxms this Court did not consider in relation to this argmnent these alleged facts either are not
suppotted by the evidence, do not support SCDOR's position, are not relevant, or were not
previously raised by SCDOR, and most, if not all, relate to an argument that was clearly an_d
thoroughly exammed by th;_: Court. The second argiment, i.e. that RAC West's retail and
trademafk businesses were not umtary, did not peed to be reached by thé Com:t as SCDOR
fmlcd to meet its threshold burden to show that the standard formula did not apply. Opinion at
pp. 13-14. Thus, because SCDOR failed to identify any substantive issues that have been

"averlooked or misapprehended by the court” and, in any event, its arguments have 10 me rit

this Court should dsny the Petition.
1. SOUTH CAROLINA LAW ON CORPORA’I‘E INCOME TAX FOR MULTI-
STATE TAXPAYERS )

" As this Court is aware, under South Carolina law, a mmlti-state taxpayer that does ‘

business poth within end without this State is subject to a 5% corporate income tax "upen & .

base which reasonably represents the proportion of the trade or business carried on within this
State.” S.C. Code Amn. § 12-6-2210(B) (2014). The allocation statutes provide apportionment
formulas that determine the proportion that represents a mniti-state taxpayer's business that is

carried 0;1 in South Carolina. See Lockwood Greene Eng. v. S.C. Tax Comm'n, 293 S.C.

447, 449, 361 S.E.2d 346, 347 (Ct. App. 1987). For the type of income that is at issue here,

the parties agree that .thé single-factor "gross receipts® statats is the standard stattory method -
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to he apphed S.C. Code Ann. § 12~6-2.290 (2014), R P 268 at 172:12-18 (tesnmony of ‘

'audxtor that smgle-ﬁctor fommla would he the correct method) Under ﬂns stnmte the .

- taxpayer 8 gross recerpts fmm wnhm thm Stato” are dmded by the taxpaycr 8 "total gross o
| 1ecclpt3 from everywhere "S.C. Code Amn.’ § 12-6-2290 (2014). )

As both. partu:s agree,’ au altcmatrve mcthod of apportlonmnnt is only authonzed in.

' certain circomstances, wluch are set forth in S, c Code Amn. §12- 6-2320(A):

If the allocation and appomonment provrsmns of this chapter do-: -
- not fairly represent the extént of the taxpayer’s business. activity .
~in this State, the:taxpayer may petition for; ar the department - -
mAy require, in-respect to. alL or- - any part of the; taxpayer’s
. bnsmess activrty, if reasonnble : e

(1) separate accommng'-

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

(3) the mc.lusxon of one or more adenonal factors which will
fairly represent the taxpayer s busmess actlvrty in the
State or - .

(4) the employment of any other method to effectuate an eqmtnble
. allocation and apportionment of the taxpayer 8 income, - -

' Thus, an alternatwe method may: only be nsed where (a) the standard method does not. fa:rly ’

represcnt the taxpayer 8 m-state busmcss acuwtuss and (b) the altemanve method (m tms case :

" a flat tax on gross recerpts) 1s reasonable See S. C Code . Ann §12—6—2320(A) (2014).

Addztionally, the party seekmg to devzate ﬁ'om the standard: smtutory formula bears the bm-den :
of proving both of these- elements by a preponderanco of the ewdance CarMax Auto - _ i, '

Superstores West Coast, Inc, v. S, C Dept. of Rev 411 S.C.. 79 89, 767 SB2d 195 2003 o

- (2014) Thus SCDOR as the proponent of an altemauve method had the bm’dcn of proof on-

those two elements, which mmst be proven in sequence; e
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, The South Carolina Sapreme Court recently examined the first prﬁng of this. test in the
CarMax case, .;Whérein it held that SCDOR had not met its burden to show that the standard
:fonnula did not fairly represent CarMax West's business activities in this étste. Id., 411 S.C.
2t 90, 767 §.E.24 8¢ 200, The ALC in that case had relied on testimony from an auditor that the
business structure of the taxpayer is ofien “linked ‘}vith {ak minimization strategies” and the
fact that the.taxpayer's method yielded a significantly lower tax than that of a related cozﬁpany
to:support its determination that the taxpayer's income Wgs.dﬂuted by'thé standar;i statutory
apportionn;ent methpd. g_, 411.8:C. at 90, 767 S.E.id a't 261. The ALC had also considered
the aarﬁe "apples and oranges® allegation made ﬂns case by the same expert ‘witness.

CarMax v. 8.C. Dept. of Rev.. Docket no. 09-ALJ-17-0160-CC, at p. 9, 1. 7 (Admin. Law

Ct. April 22, 2010). In affirming as modified the Court of Appeals decisior rcversing the
ALC, the Supmmc Court noted that "the Deparuncnr merely ‘describe[d] what it did rather |
thnncﬁeanyevxdencc;usﬁfymgwhatﬁdz&'“ CarMex, 41130 at 90, 767 S.E.2d at 200. It
a]so found ﬂmt "[t]]ns was the extent of the evidence offered by the Department to prove the
contention that the statutory. formnla did not fairly reprwent CarMax West’s busm&ss activity
in South Carohna; other mm.Md assertions by its witnesses that it saﬁsﬁed this threshold-
quéstion.'”; Id., 411 8.C. at 90-91, 767 S.E.2d at 201. The Court then held that such findings,
ever if true, "do né)t limvide a sound evidentiary basis to support the conclusion that the’
statutory fommla did not fairly Arcﬁrcsent CarMax West's business activity in South Carolina.”
'“Ii, 411 §.C..at 91, 767 S.E.2d at 201 (citing St. Jahn.sbzlry Trucking Co., 385 A.2d it 217
(“Merély becanse the use of an ‘altcrnatiye form of compu@ﬁm pm_duces a higher business
activity attribotable to Nevlv Hampshire, is not in and of itself a sufficient reason for deviating -

from the legislatively mandated formmla™)). In other words, simply because SCDOR's chosen
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method produces a higher income figure than the standard method is not-a reasen to reject the
standard method. ' . ‘ '
As this Court noted, the South. Carolina Supreme Court'examinepl a si;nﬁar issue in
Eastman Kodsk wherefa SCDOR did not want Eastman Kodal to inclnde the income from its
safe harbor lease t;ansactioﬁs' in the denominator of the apporﬁoﬁmgnt formmla because only &
very small percentage of the leased assets were located in South Carolina, 308 5.C: at 419,
418 S.E.2d at 544. However, a3 recognized by this Court in ifs Opinion, the Supreme Court
disagreed and found that the apportionment formmla properly rt;ﬂectéd the taxpayer;.;x busmess
activities in South Carolina when it only had the minor South Carolina leasing operations in the -
mumerator of the formula. Id.; see also Opmmn at p. 13. As RAC West's tax policy expert
testified, this is exactly how apporuunment is supposed to work.. Usmg a pizza pie analogy, he
explained that formmlary apportmnment takes the total pizza (i.e. the total carporate income of
a business mall states) and determmm the slice of the pizza thatthetaxmg state should get. -
" R.p. 238 at 49:3-7 and 52:8- 18; RAC West Final Brief at pp. 18-19 "
II. THIS COURT PROPERLY RULED THAT SCDOR FAILED TO PRESENT
SUBSTANTIAL EVIDENCE THAT THE STANDARD APPORTIONMENT

METHOD . DID - NOT FAIRLY: REPRESENT RAC WEST'S BUSINESS
.ACTIVIT[ESINTHIS STATE.

As this Court will recall, the basic issue in this appeal i3 whether SCDOR met its two- -
prong burden to establish, first, that the standard apportionment: methc.)d’(which seeks to
determirie the portion of RAC West's total net income that should be apportioned to South.
Carolina) did not fairly represent RAC West's business activitie in this State; and, secand, if -
the first prong is met, then to establish that jts mwﬁe method (i.e. a flat tax on only RAC

‘ West's EIoss i'oyalty revemie in South Caroling) did. In its Opinion, this Court concludccf that
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SCDOR failed'to mcet its burden to sﬁqw under the first proﬁg(t‘hat the stz;ndz;rd formmla does
. not fairly represent RAC West's in-state business actiizitieé pecanse it produced the same level
of evidence s was submitted in CarMax. Opinion &t p. 13.2 It specifically noted the auditor's
. tesﬁxﬁony regarding muiﬁple bn.;iness é._ntiﬁes and a managemﬁnt services fee that he stated was
“too high" as well as éCDOR-'s experts "apple's and oranges” testimony and his assertion that }
exclusion of the retail sales was nwessary to fairly reflect RAC We.fzt's business m:twﬁ:xes in
this State and conchii_ied that these w;.re bald assertions and constituted msufﬁcmnt evidence to
" satisfy SCDOR'S burden. Id, '
| SCDOR's Petition for Reheiring claims that this .Court overlooked the following
purported eyidt;ﬁce and assertigns in the record; which it claims support its contention that it
b;wt.:nted substantial évidence‘to sho;fv that the standard appartionment method dxd not fairly
represent RAC W;;st's bumness activities in this State: | '
: o Dr. Harrison's testimony that using the standard apportionmeitt method would
not provide an accurate reflection of RAC West's business activities in South
Car_o].im because it was xmxmg apples and oranges (Petition at p. 9) '

o testimony ;ﬁat.RAC'West did nét operate- any retail stores or Lave any
_ management or émployees in South Carolina (d. atp. 6) .

o testimony of the auditor that RA.C"Wgst's “out-of-state retail operations had
*nothing’ to do with its trademark activities in South Carolina® (Id. atp. 7) -

’SCDORéssertslhatCarMaxahouldunlyhereliedupunhythixCuunforitsholdin'gthatmnbmdmofi:mofis

- on the party aserting an alternative method. Petition at p. 5, 2. 3. It claima that'this Court should ignore ths
Supreme Court's analysis of tha sufficiency of the evidence in CarMax hesed on 2 lone dissent steting that the
ALC had placed the burden of proof on the taxpayer and thus it was not surprising that SCDOR did not sitempt to
offer evidence in support of ils position but rather relied cn CarMax to refute it. Id. SCDOR cites 1o guthority
that would sopport this Court jgnoring binding precedent hased on a lone dissent. Moreover, SCDOR did not
actuglly present that case &t trial as if the burden was on the taxpayer.- Following, CartMax counsel's closing
arguments in which he argued that the, burden of proof should be an SCDOR, counsel for SCDOR stated as
follows: “Your Henor, we do not disagree with Mr. von Lehe's discussion of our burden in this case. We
welcome that burden, If we canaot show that they have not fairly represented their business in South Carolina,
we should not be allowed to apply thia statute.” CarMax Trial Tramscript at p. 443:3-9. Accardingly, this Court

" propezly recognized CarMax as binding precedent and applied the analysis therein to the facts in this case, which
are.similar if not identical to those in CarMax. : '
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s - evidence that another entny (RAC Texas) manages and malmams RAC Weat .

trademarks and trade names (Id. at pp. 7-8) -
"o the fact that while RAC West's total net income for 2004 was $19 840,800, the

standard method only apportioned $40,317 of that net ihcome to Sonth Carolina .
despxte the fact that RAC West generated $861, 437 in gross recexpts @d.atp.8)

o the fact that retail sales in other states comprised 87% of RAC West 8 income.
while royalty income in South Carolina totaled 13% of RAC Weat‘s income (Id. -

atp. 7)

° - purported evidence that the retail sales and trademark activities have: “widely -
divergent profit margins® and that "the result of combining both activities into - - N
_ oné gross receipts: formmla is a dihmcm and distortion: of Appeliant's business -

actmty in South Carolma" qd)

As wxll be dmcussed below, the above are etther nnsnpported assemona do. not support

SCDOR's poxmon or have not been prevmnsly argued

A, SCDOR's Apples and Oranges Argument Was Fully Considered and
Properly Rejected by Thxa Court.

Almost ail of thc ewdem:e. and. argnments that SCDOR cla:ms thig. Coﬁrt‘overlooked -

relate to its apples and oranges argumcnt, wluch was’ fully considered and propexly re;ected by

'tlns Court. This Court thomughly exammed the apples and oranges argument (Whl(‘.h was made

by the very same expert in the CarMax case) ‘and expresaly mennoned the subxmsmnns from -
the audltor that Rent-A-Center was compnsed of nmoitiple- entities and that the auditor believed -
the management fee was too Ingh and found them nat to be. "substantml ev:dence bnscd on..

CarMax _ Opinion. at p. 13, SCDOR's nllegatzons in this case: and thc CarMax case are.

identical; that the out-of-state sales should not have been mcluded in the denommator of the

' apporuonment fraction. Or as the Supreme Court put It in the CarMax case: "The Department:

sought to prevent CarMax West from dilutmg its mcome by inflating the denommator of its

/

apportionment ratio with sales from its Westem retail operations,” CarMazx, 411 S.C. at 84,
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767 S.B.2d at 197. CarMax argued (as Rent-A-Center does here) that including the out-of-
state sales does not cause the apportionment formmila to be diluted and therefore to unfaiﬂy
repreaent the extent of its business in South-Carolina, To the' comtrary, the formula correctly
responds to the fact that there are no remil sales in South Carolins, and that fact is correctly
recognized by imclnding the sales'in the denn;ninmﬂ:r with none in the immerator. As tln's ;
Court recognized, this result is also dx:ectly supported by the Bastman Kodak case. Eastman
Kodak, 308 S.C. at 419, 418 S.E.2d at 544 (statmgthat “the fact that a very smallpercentage
of the leased assets are located in South Carohpa is accounted for in the nnmcmtor of the |
apportionment formula . .": [and tJherefore the apportionment f@m reflects a 'reasonable
‘representation’ of Kodak's bumnas in this State“) See also Opinion at p: 12.
This Court also noted that SCDOR presented no speclﬁc evidence that the slandard

- formmla did not represent RAC Wcst’s business actwnm (id. at p. 14), and the record shows
that no documgntmy evidence (such as management fee studiesy was offered in-support of the
auditor's assertion regarding such fees. In fact, SCDOR stipulated st trial that it did not
dispute that the amount of this fes was reasonable (see R. p. 259 at 134:5-6 and 9-10) and
chose not to challenge tim deduction for those expenses taken by RAC East, which the auditor |
acknowledged would have addressed SCDOR's concerns. See R. p. 256.

As to the factmal finding in the ALC's Order that RAC West's total net incoms for 2004
was $19,840,800 axd that the standard method anly spportionsd $40,317 of that net income to
South Carolina, this is similarly unsuivporﬁve of SCDOR's argument. These facts are very
similar, if not identical, to. those relied upon by the ALC in CarMax. The ALC bere stmply
‘compared RAC West's éomputatic;n using the standard formula to SCDOR's alternative

' computation and observed that the latter's method produces a higher tax. If this were a reliable
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method; then every fcn‘mn!a. that. SCDOR comes up with that sbows- more tax: should be |
accepted SCDOR merely . shnwmg what it did is npat. evxdence of anything, much Iessf ‘
distortiom, and showmg that its metliod will produce a Inghcr tax as this. Court recogmzcd is.

insufficient as' a matter of law under CarMax. m estabhsh that the standard statutory method

'does not reasonably reflect’ a taxpayer g busmess achvxtxes in thia State CarMex, 411 S.C. at

91,767 S.B.2d at 201, citing St. Johnsbury\'l‘ruclnng Co., 385 A.2d at 217 (‘fMerely- because a
the usé of &n altcrnaﬁve form of coniimtéﬁon pmduges'a'higher business .actiﬁty ath:butable to
New Hampslnre in not in and of itself a sufficient reason for dmatmg ﬁ'om the- lcgmlatxvely' o

| mandated for.mula. ).
SCDOR rélies on the ALC 8 observation that RAC West had $861 437 of gross recexptx -

 from South Carolina in 2004 but only paid $40,317 of tax. ’I’he obvigus error fere s that the.

- formmla is not taxmg ] percentage of gross Teceipts but mstead is desngned to tax a portmn of -
the taxp&yers net income, As- tho gross: recmpts statute mdmates and 28 RAC West's. tax‘
pohcy expert tesnﬁed that ]B exactly. how funmzlary apporhonmmt works for multi-gtate:
taxpayers.® "

SCDOR als poiated. to tesﬁmoﬁy', that retall sales accounted for 87% of RAC

‘ West's total corporate income wlnle royaltles accounted for only 13 % How this relates to the
issue at hand is a mystery, and SCDOR has given no: explammon as to why this is ralevant to -
the issue of measuring the taxpaycr 8 business actmty in South Carolma The fact that RAC‘I |

West's royalty receipts area relatlvely low percentage of 1ts mcome prorves nothmg and could .

1 RAC Weat's tax policy expert used a pizza pie apalogy to illustrate this point He explained that fonnuiary
apportianment takes the total pizza (i.e, the total corporate income. of a business in all states) and determines the
slice of the pizza that the taxing state shoutd get. R. p. 238 at 49:3-5, Separate accounting, on the other hapd,
"just wam[s] to tax the pepperoni.” R, p. 238 et 49:5-7. It seeks to tax only the “high profit item" and ignores the
entire pzzza R. p. 238 nt 49:19-22. -
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be true bf any taxpayer with mnlﬁplc' lines of Wa. SCDOR never provided any evidence
as to Wh}.' RAC West's retail sales are not a true reflection of its business aéﬁvity._

" SCDOR also claims that this Coulrt overlooked the fact that RAé West did not operate
any retail stores nor did it have any management or employees in Scuth Carolina. However,
these fm':ts'support RAC West's and not SCDOR's position. Al RAC West does in this State
ig receive royalties from a related company doing business in South Carolina, and even these
royalties are primarily the result of activities that take place out-of-state. See supra pp. 2-3.
- RAC West has no physical presence here.’ gg_ Despite this minimal presence, the royalties
from South Carolina have not-been ignored but have been placed in the numersator of the
ai:portiunment formula. The higher the IOYélties from South Carolina are, the higher the

- apportio.nmen_t ratio wx]l be te@hg in increased South Carolma income and tax. The fact that
ILAC West's activities in this State are minimal cammot be ignored. -The standard method has
allocated a fair share of RAC West's total income to. South Carolina when compared: o its
minimal activities h&e. _
| Finally, SCDOR makes the unsupported and inaccurate assertion that RAC West's
_“out-‘of-state”tetail operations had 'nothing' to do with its trademark activities in South
'(.Zérolina.“ Whetﬁer this (with all due respect, clearly erroneous conclusion) is true or aot, it
relates primarily to the unitary question not reached by this Court as directed by the CarMax -
decision. .See _n_r_i;_g §101. It simply does not addrgsé the th‘reshold question ef th;t substannal
proof was offered by SCDOR. upon which the ALC could have reached its conclusion ﬂmt

RAC West's minimal activities in this State are not fairly represented by the standard

apportiomment method.
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B. .SCDOR Faiied to Present Evidence to Support its Assertions that the Retail
Sales.and Trademark Activities have Widely Divergent Profit Margins and
that Combining Both- Activities in the Standard Method is a Dilution and .
Distortion of RAC West's business activity in South Carolina. '
SCDOR claims for the first time in this case i its Petition that RAC West's retail sales
and trademark. activities have widely divergent profit margins and tims that _comb_ining these:
activitles is a dilution and distortion of RAC West's business activities in South Carolina.!
Although not argued by SCDOR below, the ALC's Order stated that "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™ and then erroneously

concluded. that including RAC West's income from its .retail sales would: dilute ita gross

receipts and distort its economic sctivity in this State. Order at p. 11, The irmplication, which is
novfr being explicitly asserted by SCDOR, is !;hat"RAC Wesf's. retail buaingss i8 less profitable
than its royaity business, However, the. ALC reached this conclusioﬁ not baspd ‘oﬁ any
evidence in the record (there was none) but on the bﬁsis that tﬁe- evidence did not show that this.
coxicluaion was not accurate. Id. The Al:C then cited‘a California case (which is not e;ren cited -
in SCDOR's anl Brief before this Court) holding that E;. taxpa&er‘s investment income from
short-term securities: di;stotted the results of the standard apporﬁonﬁmnt- formuln because the
investments .prodnced less than 2% of the company's business income but 73% of its éross

receipts. Id. (cifing’ Microsoft Corp. v. Franchise Tade.,' 139 P.3d 1169, 1178-79 (Cal.

" 2006)). Thus, the AL.C appears to have concluded that because RAC West did not prove that

¢ Kcnnedx, 349 §.C. at 532, 564 S.E.2d at 322 (citations omitted) (stating that the purpose of a.
petition for rehearing is not to "present points- which lawyers for the losing parties have
overlooked or misapprehended. "), , B
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its retail business js as profitable as its royalty business, that amounts to proof of distortion in

" thiscase.

‘ Howevar as this Court properly held, .It was not RAC West's burden ta pmve
anything; SCDOR bore the burden of shpwmg that- the standard foromia dzd not rcasonably
represent RAC West's ‘business activities in South Carolina If-SCDOR wgmed to try to
establish thm by showing that the royah‘.y business' was more proﬁtnble than the retail business,
then it could have chosen to do so; however it pnscnted no such ev1dence The supposed
evidence SCDOR pomts to in ity Petlnon isa gcneral statement by the zmdxtor that a "'pv,u:e,
Geoffrey company has very large mcume, very. little expense . . . , " a étatexﬁcnt by RAC
West's thnws that RAC Texas manages RAC West' s tradamark portfoho, and tesumony that
SCDOR had requested RAC West's trademark ;:J’mcnses but none had been provided. Petmon
- atpp. 7-8; R. p. 256 and 154, First, a general statcment that "a pure Géoffrey company” has -
a lgrge i:ucomé nnd little expense can in no ws;y be conl«xid;red as evidence as to RAC West's
rayalty business, nor can & statemént that certam functions of the company are miztsc;urced be
consxdered as evxdcnce as to what those fanctions cost. RAC West could not pnmde SCDOR -
. with mfom:atmn regarding its royalty expenses because none of the 50 states in which Rent-A-
Center operates had ever asked for thm mfnrmanon and so it wag no; tracked. R. P 132 at
112:14. RAC West is under no obiigaﬁon to create documents, that do not exist for sépor_i
SCDOR could -have examined: R.AC West's detailed ﬁnanmal records which RAC Wcst‘ did

provi;ie, -and attempted to prepare its own analysis of royalty. expenses, but it failed to do so.

5 And if evidence thet one line was more profitable than another was sufficient to show distortion; then
. all taxpayers would have to determine the profit margin for each line of business in South Caroline and
separately report every line of business with differing profit margins, which would be an admxmstmuve:

mgmmare for taxpayers.
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Moreover, SCDOR never introduced any evidence in the record regarding the expenses

or proﬁtabﬂit‘y of RAC West's retail buisiness. Thus, even if the testimony regarding royalty

companies in general. or the’ absence of evi(ience of expenses by the party not bearing the °

burden of 'proof was somehow sufficient to estab]ish the profitability of :RAC West's royalty

busmess, no. companson (such as was made in Microsoft) could be made vis 3 vis RAC West’ '

retaﬂ ‘business.

'Tlms the record is devoid of any facts that would suppart applying the: Microsoft

decmmn here Addmonnﬂy, the court in Micmsoﬂ ‘based its holding, in Iarge part, on the fact

that M.ICI‘OSOft'S trcasury function was unrelated to its primary. busmess “That is not the case

here where RAC West's retail sales buamesa i3 highly related to and intarcqnnectec_l with its TP

business; See-Microsoft 139 P.3d at 1179‘5RAC West Brief ai PP 4—-5 and 28-33. Moreover,

Microsoﬁ had complete control over it§ treasury receipts and could arbma.rﬂy increase them to
reduce its' California- apportionment. That is not the case hm‘e because RAC West. cammt

' control its retail sales; only RAC Westfs customers can do that.

Even if SCDOR had presented. evidence showing thétthe royalty business was more L

profitable than the retail business and-could show. that the: two‘.busmess lines. were not
Telated, the Microsoft remedy was to take the 1o€ver margin portion of the business (the short

term invgstment security sales) out of the denominator of the 'apporﬁonment formula gnd then

multiply this fraction by the corporate net income. Mmrosoﬁ, 139 P.3d at 1178—83 However, .

SCDOR did not do this; instead it abandoned formu!ary appomomncnt and taxed only thc‘

£ross royajty recelpts

17
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II. THE COURT OF APPEALS DID NOT NEED TO REACH THE-ISSUE OF
WHETHER RAC WEST WAS A UNITARY BUSINESS,

SCDOR claims that this Court falled to consider evidence in fhe record that RAC
West's out-of state retail business and its trademark busmwses are not umitary” (Peunon at p
4) and clanm that the aileged fact that it i3 not 1m1tm'y provides addm<mal support for
SCDOR's position that the standard method should not be applied. Id. at pp. 10-15.

In its Opinion, this Coust determined, as the Supreme Conrt did in CarMax, that it need
not reach the issue of whether RAC West operated a umtary busines.;x because SCDOR fmled to
establish the threshold issue of whether the standard method fairly reflected RAC West's
business activitics in South Carolina. While RAC West has argued in this case that the fact

that it operates a unitary business provides additional support that the standard method does

fairly reflect’its acuwucsmmmStnte SCDOR has made no argmenmmmbneﬁngmthm-'

case that whether RAC Westwasumtarywas relevant, and mfact pointed in its Final Bnef"

to the testimony of its expert that whether RAC was unitary was a "red herring.” See SCDOR

* Final-Brief at pp. 32-38 (also stating that whether the business is unitery "is not the primary

issue that Appellant makes it* and arguing that even if the business is unitary, it can still be .

_separated). Thus, becanse this argument regarding whether RAC West 13 operating a unitary

business is being asserted for the first time by SCDOR in its Petition for Rehearing, it is not

appropriate for this Court to consider it. Kennedy, 349 S.C. at 532, 564 S.E.2d at 322
(citations omitted) (stating that the purpose of a petition for rehearing is not to "present points
which fawyers for the losing parties have. overlooked or misapprehencied.").

However, if this Court does decide to review the issue of whether RAC West opcrated

a unitary bﬁsmcss,. the overwhelming evidence in the record supports that it was, and RAC

18
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West would submit that this ewdence provides additional support for the- conclusxon that the:

standard apportmnmcnt method fmrly reflected RAC West'a busim:ss activities m South

.-+ Carolina. See RAC West Brief at Pp. 4-5 and 28-39..
CONCLUSION

‘ Bascd on the foregoing, RAC West respectfully requests that thm Conrt deny. SCDOR'

Petlﬁ.cn for Rehearmg

'NELSON MULLINS RILEY & SCARBOROUGH LLP

- Iohn C. vy Leke, Jr.
. SC Bar No. 5719 - :
_ B-Mail: Juhn.vanlche@nalmnmnmns com
- Bryson M. Geer -
SC Ber No.. 13606 -

E-Mail: brysan. pecr@nelsopmmlling.com

151 Meeting Street / Sixth Floor -

Post Office Bax 1806 (29402-1806) -

Charleston, SC 29401-2239
(843) 853-5200 :

Attomeys for chr:-A Centcr W&st, Inc

‘Charleston, South Carolina
December 19, 2016
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e

" CERTIFICATE OF SERVICE

I, the undersigned Administrative Assistant of the law offices of Nelson Mulliny " -

Riley & Scarborough LLP, attomeys for Rent-A-Center West, Inc., do hereby certify that I have

served all counsel in this .a.ction w_ith 2 copy ofthe pleading(s) hereinbelow specified by mailing

. acapy of the same by United States Mail, postage prepaid, to the following address(es)

Pleadings:

Counsel Served: -
) S G.R .
e B, . DEC 20 207

South Carolina Department of Reveque
P.0O. Box 12265 .
Columbia, SC 29211

Office of the General Counsel for Litigation SC Court of Appeal:S:

Administrative Assistant

December 19, 2016
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THE STATE OF SOUTH CAROLINA
In The Court of Appeals

APPEAL FROM ADMINISTRATIVE LAW COURT

Ralph King Anderson, ITI, Administrative Law Judge

Case No. 09-ALJ-17-0204-CC

APPELLANT'S NOTICE OF SUPPLEMENTAL SUPPORT FOR ITS RETURN TO
PETITION FOR REHEARING

Pursuant to Rule 240 of the' South Carolina’ Appellatc Court Rules, Rent-A-Center West, :
Inc. ("RAC West") hereby files this. Notlce of Supplemental Support for its Return to the South .
Carolina Department of Revenue’s ("SCDOR™) Petition for Rehearing ("the Return"). Included

hérewith is Exhibit A, which is an excerpt from the Record on Appeal in CarMaox Auto

Superstores West Coast, Inc. v, S.C DeP#'of Rev., 411 S.C. 79, 767 S.E.2d 195 (2014). This
portion of the Court’s records was referenced in RAC West' S Retum onp. 10,n. 2.

RAC West files this notice to make this information readily accessible to this Court in the
context of these filings. Of course, the attachment is part of this Court’s:owh records and is a.
matter of public record of which this Court(may take judicial notice: As explained below, based
on the position that SCDOR has taken in seeking rehearing, it has placed at issue the accuracy of

information from this Court’s prior proceeding in the CarMax matter.
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BACKGROUND

In its Petition for Rehearing (the "Petition"), SCDOR asserts that the CarMax decision
should only be relied upon for its holding that the burden of proof is on the party asserting an
alternative method. Petition at p. 5, n. 3. It claims that this Court should ignore the Supreme
Court's analysis of the sufficiency of the evidence in CarMax based on an isolated statement
made by a single dissenting justice stating that the ALC had placed the burden of proof on the
taxpayer in CarMax and thus it was not surprising that SCDOR did not attempt to offer evidence
in support of its position but rather relied on CarMax to reﬁ.lte. it. Id.

SCDOR did not make this argument relying on the single justice dissent in its Final Brief
to this Court, and thus, it cannot raise it now in a Petition for Rehearing. Moreover, RAC West
did not have a pfevious opportunity to address this issue. Further, SCDOR cites no authority m
its Petition that would support this Court ignoring binding precedent ba;sed on a dissent. |

However, in the event this Court considers this argument, it should have the material
before it demonstrating, contrary to SCDOR’s position, that SCDOR tried the CarMax case as if
the burden were on it. Return at p. 10, n. 2. More specifically, following CarMax counsel's
closing arguments in which he argued that the burden of proof should be on SCDOR as the party
asserting the altemative method, counsel for SCDOR stated as follows: "Your Honor, we do not
disag;:ee with Mr. von Lehe's discussion of our burden in this case. We Wélcome that burden. If
we cannot show that they have not fairly represented their business in South Carolina, we should
not be allowed to apply this statute." (R. p. 461; CarMax Trial Transcript at p. 443:3-9 (attached
hereto as Exhibit A)). Accordingly, RAC West asserted in its Return that this Court properly
recognized CarMax as binding precedent and properly applied the analysis tﬁerein to the facts in

this case, which are similar if not identical to those in CarMax. Return at p. 10, n. 2. Because
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that transcript excerpt is filed in this Court's records in another appeal, this: Court necessarily
must consider the relevant information in light of SCDOR’s position in seeking réhearing. )
LEGAL ANALYSIS

RAC West cited to the above-descnbed excerpt from the trial transcnpt in CarMax
which is in the Record on Appeal in that case and is a publicly. ﬁled court document. Tms matter .
is properly cited in the Return given its existence in this. Court's records, and this Court is
empowered to take judicial notice of these records on appeal. |

“A court can take judicial notice of its own records files and proceedings for all proper.
purposes including facts established in its records.” Wise v. Wise, 394 8.C. 591, 601, 716 S.E'.2d:
117, 122 (Ct. App. 2011) (citing Freeman v. MaBee, 280 S.C. 490, 494, 313 S.E.2d 325, 327 (Ct.
App. 1984) (taking judicial notice of court records.reﬂecting the disposition of another action
involving the same plaintiﬂj. This rule applies,even,at..the.éppellate level .whe're it would
"violate the general principle that appellate review ohould be limited to the record. . " o;vhere itis .

- limited to matters which are indisputable.” Wise, 394 S.C. 591, 600-01, 716 S.E.2d at 122
(quoting Masters v. Rodgers Dev., 283 §.C. 25 1,256,321 S.E.2d 194, 197 (Ct. App. 1984).

In this case, the excerpt from the Record on Appeal in CarMax should be considered by
this Court because of the argument that SCDOR has made in its Petition concerning CarMax.
(which as previously stated was not made 1in its prior Brieﬁng; and, thus; was not preserved for
review ‘and could not have been previously oddressed by RAC West). More SQeciﬁcally,
SCDOR has stated that the Suprome Court's analysis regarding the sufficiency of the evidence
should not be considered baoed‘on a dissent by a single justice, whjchv speculated that it would
not be surprising that SCDOR did not present evidence at trial and iostead relied on‘CarMox to- :

prove its case since the ALC found that the burden of proof was on CarMax. However, the:
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dissenting opinion failed to recognize that at trial in CarMax, SCDOR tried the case as if the

" burden were on it.! (R. p. 461, attached as Exhibit A, CarMax Trial Transcript at p. 443:3-9.)

SCDOR should not be able to now proceed as if the dissenting opinion’s statement is valid in
light of its own in-court statements to the contrary, and RAC West is entitled to present to this
Court the public documents that disprove the mistake of record fact by a dissenting justice.

CONCLUSION

For these reasons and those stated in RAC West’s return opposing rehearing, this Court
should deny the petition for rehearing.

NELSON MULLINS RILEY & SCARBOROUGH LLP

By: gr-y.‘ﬁn-. M. oo év/'(g‘u:_%u_gﬁ‘_'szsp P

John C. von Lehe, Jr.

SC Bar No. 5719

E-Mail: john.venlehe@nelsonmuilins.com
Bryson M. Geer

SC Bar No. 13606

p. E-Mail: bryson.geer@gnelsonmullins.com
151 Meeting Street / Sixth Floor
Post Office Box 1806 (29402-1806)
Charleston, SC 29401-2239

(843) 853-5200

Attorneys for Rent-A-Center West, Inc.
Charleston, South Carolina
December 28, 2016

! A lawyer that makes statements on behalf of the client binds the client. Shelfon v. Bressant,
312 S.C. 183, 184, 312 S.C. 208, 439 S.E.2d 833, 834 (1993) (“Acts of an attorney are directly
attributable to and binding upon a client.”). This rule encompasses statements made in open
court. Smith v. Pearson, 210 S.C. 524, 530, 43 S.E.2d 479, 481 (1947) (finding appellants bound
by statement made by counsel at the outset of hearing). A party is estopped from taking contrary
positions. “Judicial estoppel is an equitable concept that prevents a litigant from asserting a
position inconsistent with, or in conflict with, one the Litigant has previously asserted in the same
or related praceeding.” Cothran v. Brown, 357 8.C. 210, 215, 592 S.E.2d 629, 631 (2004). “The
purpose of the doctrine is to ensure the integrity of the judicial process . ...” Id. This same
reasoning applies here and should bar SCDOR from asserting a position contrary to that taken n
CarMax.
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THE STATE OF SOUTH CAROLINA
In The Court of Appeals

APPEAL FROM ADMINISTRATIVE LAW COURT

Ralph King Anderson, IT, Administrative Law Judge

Case No. 09-ALJ-17-0204-CC

Rent-A-Center West, InC., ccooovovvvvveoeeeeeosesoooooo Appellant, '
. . 3 V. :
South Carolina Department of Revenue...................__ ‘Respondent.
PROOF OF SERVICE

I, the undersigned Adminjsttaﬁvé-Assistant'of the law offices of Nelson Mullins
Riley & ch_rborough LLP, attorneys for Rent-A-Center West, Inc., do hereby certify that I have
served all counsel in this action with a copy of Appellant's Motion to Supplement Return by

mailing a copy of the same by United States Mail, postége prepaid, to the following address(es): .

Counsel Served:
Sean G. Ryan, Esq.. |
William J. Condon, Jr., Esq.
Office of the General Counsel for Litigation
South Carolina Department of Revenue-
P.O. Box 12265
Columbia, SC 29211

Admi@strative Assistant

Charleston, South Carolina
December 28, 2016
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THE STATE OF SOUTH CAROLINA
In The Court of Appeals.

APPEAL FROM THE A]?ME{ISTRATNB LAW COURT'COUNTYi

1 Carolyn C. Matthews, Ad.ministra;i'\/e Law Judge

Case No. 09-ALJ-17-0160-CC

CarMax Auto Superstores West Coast, Inc.................. eeereneeee Appellant -
. V. .
South Carolina Department of Revegue..............................‘.Respondentr :

RECORD ON APPEAL - VOLUME I

John C. von Lehe, Jr.
Bryson M. Geer -
151 Meeting Street / Sixth Floor..
- - Post Office Box 1806 (29402-1806).
Charleston, SC 29401-2239
(843) 853-5200
‘Attorneys for Appellant

Harry A. Hancock
Milton G. Kimpson
South Carolina Department of Revenue
P.O. Box 12265
Columbia, SC: 29211 .
Attorneys for Respondent
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STATE OF SOUTH CAROLINA
ADMINISTRATIVE LAW COURT DIVISION
Docket No. 09-ALJ-17-0160-CC

COPY

CarMax Auto Superstores
West Coast, Inc.,

Petitioner,
v,

South Carolina Department of
Revenue,

Respondent.

ADMINISTRATIVE HEARING

* koo ok ok

Thursday, February 18, 2010
8:06 a.m. - 5:40 p.m.
- AND
Friday, February 19, 2010
9:04 a.m. - 12:26 p.m.

The hearing before the Honorable Carolyn C.
Matthews, was- taken at the Edgar A. Brown Building,
1205 Pendleton Street, Suite 224, Columbia, South
Caroliha, on the 18th and 19th day of February, 2010

before Cassandra E. Vance, Court Reporter and Notary

Public in and for the State of South Carolina.

CREEL COURT REPORTING, INC.  ROA 000019
1230 Richland Street / Columbia, SC 29201 ]
(803) 252-3445 / (800) 822-0896 APP 187
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THE COURT: Thank you very much.

CARMAX V. SCDOR 443

As one final matter, Your Honor, Ifd like to
discuss the Constitutional issues that were

raised in the taxpayer’'s brief. Your Honpr; we

do not disagree with. Mr. von. Lehe's discussion

of our burden.in>this.case. We'welcdme'that'

burden. If we can't. show that they have not
fairly represented their. business in South
Carolina, - we 'should not be. allowed to apply

this statute.

But it is fundamental that’ when a taxpayer

raises a possible Constitutional violation,

it's their bdrden"tO'show-the-Constitution has:

been violated. No'evidence-has been presented'

on that ' issue, ' Your Honor. - 'Only legal .

arguments and bald assertions in the pretrial
brief. No festimony‘or.any-other.evidence has
been presented  that would establish that any

Constitutional rights have  been violated in

this case and- we would .ask, Your Honor,” that -

that issue not be cbnsidered_at.all.
Your Honor, I have~nothing'fufthe£. We‘would
welcome the opportunity to offer. any memos or
post~triélfbriéfs the Court feels are necessary

at its request.

CREEL COURT REPORTING, INC. - ROA 000461

1230 Richland Street / Columbia, SC 29201 X
(803) 252:3445 / (800} 822-0895 TR S
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THE STATE OF SOUTH CAROLINA
In the Court of Appeals JAN 03 an
SC Court of Appeals

APPEAL FROM THE ADMINISTRATIVE LAW COURT
The Honorable Ralpk King Anderson, ITI, Chief Administrative Law J udge

Case No. 09-ALJ-17-0204.CC
Appellant Case No. 2012-208608

Rent-A-Center West, InC. voe.covveeveoeevrooeee Appeliant,

V.

South Carolina Department of Revenue, ..o Respondent,

REPLY TO APPELLANT’S RETURN TO RESPONDENT’S PETITION FOR
REHEARING AND MOTION TO STRIKE APPELLANT’S RETURN

William J. Condon, Jr.,
Managing Counsel for Litigation
Sean G. Ryan

Managing Counsel for Litigation
Milton G. Kimpson

General Counsel for Litj gation
300A Outlet Pointe Blvd, (29210)
PO Box 12265

Columbia, SC 29211-9979

(803) 898-5278

(803) 896-0171 (fax)

Attorneys for Respondent
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Pursuant to Rules 221(a), 219, and. 240 of the South Carolina Appellate. Court Rules, -
Respondent, South Carolina Depnrtment ot‘ Revenue (“Department™ or “Respondent") hereby -
files this Reply to Appellant’s Return to Respondent’s Petition for Rehearing (“Reply") in the -
above-referenced matter. This Court filed jts Opmmn number 5447 on October 26, 2016 (the:
“Opinion"). The Department subsequently served and filed its Petition for Rehennug (“Petition"), |
which was based on the grounds that the Court overlooked and/or mtsapprehended the substantml
evidence i in the record ( l) that the Department sausfied 1ts burden of proof and (2) that Appellant s
retail and trademark busmeases are not umtary businesses, -The. Appellant served and filed xts | :
Retum to Respondent s Petition for Rebearing (“Return™). ‘The Depart'ment respectfully submits
this Reply in response to Appellant’s Return. 'Uus Reply will assast the Court in this matter. -

Further, in its Return Appellant impropetly. included ar'guments. concerning and a quotation
from a Department attorney in closmg arguments in a case about another taxpayer. Because such
information was not presented to the Adrmmstrat:ve Law. Court in thxs matter, it is not available " |
pursuant to appellate court rulec tobein therecord on appeal in this case; therefore, the Department
~ respectfully requests that the entire Return be stricken or alternatively that the last four sentences - -
of Footnote 2 beginning with “Moreover” be stricken from the Return.

lNTRt)DUCTION
In its recitation of “relevant facts” and despite the fect that nexus with South Carolina is
not an issue in this case, Appellant downplnys its relationship to South Carolina and tries to divert -
this Court’s focus away from- Appeliant’s substantial intangible assets in South Carolina.
Appellant stated, “It has no physical presence in South Carolina as it has no employees, facilities
or tangible property in this State. Italso makes no sales in South Caroling and receives de minimus,

if any, services or benefits from the State.” (Appellant’s Return, p. 3.) Downplaying Appellnnt’s
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trademark licensing activities in Sauth Carolina are not unitary with the substantial out-of-state
retail business that Appeilant conducts,

However, Appeliant’s tieg to South Carolina are substantial even though these ties are
related oaly to Appellant’s trademark licensing business, licenses its trademarks and trade
names to Rent-A-Center East, Inc., an affiliate that Operates retail stores in South Caroling, (See
e.g., R. pp. 354, 383-350.) Therefore, Appellant owns intangible Property that exists and is used
in South Carolina. (Seee.g.,R.p. 131, Tr. 106:3-6.) Additionally, when the affiliate makes retail

sales in South Carolina, Appellant earns a royaity of 3% of each sale and accordingly has an

The South Carolina Supreme Court has found that owning and licensing intangible assets
for use in South Carolina are important ties to South Caroling and are not to be taken lightly. In
Geoffrey, Inc. v. South Carolina Tax Comm'n, 313 S.C. 15,437 S.E2d 13 (1993), the Supreme
Court held “that by licensing intangibles for use in South Carolina and receiving income in
exchange for their use, Geoffrey has the ‘minimum connection’ with this State that js required by
due process.” 313 S.C. at 19,437 8.E.2d at 16. The Supreme Court also found that the presence
of an accounts receivable due from a South Carolina affiliate to the out-of-state licensor of the
trademarks and tradenames was g Separate intangible asset owned by the licensor that sustains a
South Carolina tax on that out-of-state licensor. /d at 19-20, 437 S.E2d at 16, Further, the
Supreme Court stated, “It is well settled that the taxpayer need not have a tangible, physical
presence in a state for income to be taxable there. The presence of intangible property alone is

sufficient to establish nexus.” /d. at 23, 437 S.E.2d at 18.
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Although. nexus is not an issue in this case, Appellant’s lack of o physical presence, lack
of any personnel/payroll, and; lack of any retail sales in South Carolina (R. pp. 131, Tr. Day 1
105:14-24) and the existence of substantial intangibles assets in South Carﬁlma R pp 131, Tr.
Day 1 106:3-9) are evidence of the disconnectedness beMeen Appellant’s brick-and_—mortnr out-
of-state retail operations and its .in.tangible-based ih-state trademark licensing business.

Appellant’s recitation of “relevant facts” also continues to mischaracterize the
Department’s altemative apportionment method as a ﬂ_at tax on gross receipts that ignores
Appellant's net income. (See e.g., Appellant’s Return, pp. 3, 7.) However, the Department sbught -
to determine _and tax only the net income’ génemted by Appellant’s trademark business activity in
South Carolina by calculating its South Carolina royalty income and subtracting all trademark-
related expenses.! The Department's expert testified that the Department’s alternative method of
laxing the difference between the South Carolina royalty i'ncome.nnd the proven trademark-related
expenses was “in proportion to what goes on in the state,” (R. p. 274, Tr. Day 2 196:5-8.) The
Department’s aJtemaﬁve methed to 'ta.x‘only the net income of Appellant's trademark business in.
South Carolina was appropriate. as it satisfied the ovcrnrqhillg requirement of any apportionment
method to impose a tax based on the proportion of taxpayer’s business activity within South
Carolina, see S.C. Code Ann. § 12-6-2210(B) (2014), so Appeliant’s characterization of the
Department’s alternative method as a flat tax and not incompliance with South Carolina law is

misguided.

! In the Field Audit Report dated March 12, 2008, the Department’s Audit Division stated that-
the Department would deduct trademark-related expenses from the South Carolina royalty
income if Appellant could prove that expense was related to the production of the royalty
income. (R.p.342n, a.)

3
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from its royalty income. (R, Pp. 254-55, Tr. Day 2 116:21-107:4.) Testimony also showed that
these trademark €xpenses are often minimal (R. P- 256, Tr. Day 2 122:6-13) and that another entity,
Rent-A-Center Texas, L.P., incurs such trademark licensing €xpenses anyway (see R. pp. 154-55,
Tr. Day 1 197:25-198:5, 199:12-16, 200:8-202:2). Although an employee of Appellant testified
that Appellant had Previously never been asked for its trademark €xpenses, at least three important
pieces of evidence Support Appellant’s ability to identify itg trademark-related expenses. First,

Appellant’s witness, the Director of Tax Audits, Planning, and Research for Rent-A-Center Texas,

testified that Appellant operates two lines of business — retail stores in the western Utited States
and ownership of certajp intellectual property (R. p. 125, Tr. Day 1 84:20-22). He also testified
that Appellant can determine the net income of its retail stores by store and by state (R p. 151, Tr.

Day 1 185:1 9-186:5), which means that it can also determine the net income (and related expenses)

economics testified that he heard no evidence to lead him 1o believe that Appellant’s retail business
cannot be separated from jts trademark business, (R.pp. 273,277, Tr. Day 2 189:2-16, 206:2-7)
He also testified that it is comumon through managerial and costs accounting to separate the income
and expenses of different lines of business to determine profitability of each line of business and
that Appellant should also be able to use accounting methods to financially separate ts two lines

of business. (R. pp. 29] -92, Tr. Day 2 264:12-266:4.) Third, Appellant’s consultant in his “Profit
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Distribution” report was able to calculate a royaity fee to be paid to Appellnnt bj affiliates who
used Appellant’s tradematks and trade names (R. pp. 409-77), unplymg that trademark expenses '
are identifiable. Based on nll of the evidence presented at the hem'mg, the ALC found that
Appellant “failed to adequately &ctnbhsh that it incurred expenses in conductmg its trademark -
business.” (R.p.7.) The Department’s alternative method was proper; it was. Appel]ant’s failure :
to 1dennfy and substantiate any tmdemark-telated expenses - that allowed Appellant to
mxscharactenze the Department’s alternative melhod The power to prove such expenses was
always with the Appellant.
- LAw _

The South Carolina Appeliate Court Rules state, “’l'hé Record shall not, however, include
matter which was not presented ta the lower court or tribunal.” Rule 210(c), SCACR.

For matter presented to the lower court, “after argument corhmencw, a party desiring to
supplement the Record on Appeal must move thg appellate court for leave to do so. In response
“{o that motion, the other party(s) shall designate any supplemental materials which that party
desires to add if the Court grants the motion.” Rule 212(), §CACR

LEGAL ANALYSIS

In its Petition, the Department stated that the Court overlooked or misapprehended the
substantial evidence that exists in the Record on Appeal that supports the ALC’s finding that the
Department satisfied its burden to prove that the statutory gross-receipts formula did not fairly
reflect Appellant’s business activity in South Carolina and the substantial evidence that exists in
the Record on Appeal that demonstrates that Appellant’s out~ot‘-stnte retail busmcss and its
trademark business are unrelated and not unitary; hence these two activities cannot be combined

into one formulary- apportionment method. The Return mcrely tells this Court to. ignore the
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evidence presented by the Department and reljed upon by the ALC and not to defer to the ALC,
the finder-of-fact, despite the existence of such evidence in the record and the clear use of such
evidence in some caseg by the ALC.2 Accordingly, this Court should modify its Opinion to deny
the relief sought by Appellant and affirm the ALC’s order on all issues, or altemnatively it should

rehear this matter,

and is not available to be included in the record because it was not Presented to the lower court,
Accardingly, the Department has been prejudiced by that inclusion, and this Court should strike
the Return.

L THIS COURT SHOULD MODIFY ITS OPINION TO AFFIRM THE

ORDER OF THE ADMINISTRATIVE LAW COURT OR SHOULD
REHEAR THIS MATTER.

Appellant’s Retumn is not sufficient to refute the fact that the Department presented
sufficient evidence at the ALC hearing to satisfy its burden of proof. This case is not a rep!éy of
CarMax Auto Superstores est Coast, Inc. v. South Caroling Dep't of Revenue, 411 S.C. 79, 767
S.E.2d 195 (2014). In the instant case, the Department presented sufficient evidence to satisfy it§
burden of proof and thig Court should give deference to the ALC, the finder-of-fact in this case,

who heard the facts and judged the credibility of the witnesses and ruled in favor of the

!For example, although this Court stated that the DOR auditor “did not point to any specific
evidence” that the gross-receipts method did not fairly represent RAC West's business activity in
South Carolina, the ALC’s order proves otherwise. In finding that the gross-receipts method
does not meet this requirement for Appellant, the ALC relied upon the following facts presented
by the DOR auditor by testimony or in his audit report: (1) Appellant does not operate any retail
stores in South Carolina (R. p. 4), (2) Appellant’s only business in South Carolina was its
trademark licensing business (R. p. 5), (3) Appellant's gross-receipts consisted of 87% retail
sales and only 13% trodemark licensing fees (R. P. 6), (4) based on various financial numbers
presented, the ALC found that Appellant’s use of the gross-receipts method resulted on only
4.68%, 1.53%, and 0% of Appellant’s South Carolina Bross-receipts for 2004, 2005, and 2006,
respectively, were determined to be taxable in South Carolina (R, pp. 6-7).
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Department. Therefore, this Court should modify its opinion to deny the relief sought by Appellant
and affirm the ALC’s order on all issues, or altematively it should rehear this matter. |
A. The Department Presented Substantial Evidence to Satisfy its Burden of Proof |

Demonstrating that the Standard Gross-Receipts Apportionment Formula Did Not

Fairly Reflect the Extent of Appellant’s Business Activity in South Carolina. '

This Court wrongly found that the Record on Appeal does not contain substantial evidence
to support that the Department satisfied its burden (Opinion, p. lé), am_i Appellant wrongly argues
inits Return that the evidence identified by tﬁe'Depnnment in its Petition consisted of unsupported
assertions, evidence that does not support the Depaﬂment”s position, or evidence that has not been _
previously argued (Appellant's Return, p. 11). This case is NQ’i‘ a replay of Carma.f ‘Auto
Superstores W. Coast, Inc. v. S.C. Dép 't of Revenue, 411 S.C, 79, 767 S.E2d 195 '(20]4) as thig
Court implies. (Opinion, p. 13.) Instead, ihe Record on'"Appeal in this case is replete with evidence
that supports the ALC's finding that the Department satisfied its burden to prove that the statutory
gross-receipts apportionment formula used by Appeilant did not fairly represent - the extent of
Appellant’s business activity in South Carolina. Accordingly, this Court should modify its
Opinion to afﬁﬁn the ALC Ordér or should rehear this matter,

In its Return, Appellant recites some of the evidence in the Record on Appeal that the
Department asserts to support the Department’s position. (Appellant’s Retum, pp. 10-11.)
However, the Record on Appeal includes other evidence. In fact, the ALC identified many other -
facts and evidence that it used to find that the standard gross-receipts apportionment méﬁmd did -
not fairly represent Appellant’s business activity in this State. The ALC"s findings of fact plus the -

evidence that Appellant notes include the follawing:

l. - Rent-A-Center East, Inc. (RAC East) operates retail stores in South Cnmliné R.p. 4);
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2. Appellant operates retaj] stores in the western United States and licenses “Rent-A-
Center” intellectual property to RAC East (R. p. 4),

3. Appellant’s “only activity in South Carolina is its receipts of those royalties for use of
the Rent-A-Center related trademarks, so itg “only business in South Carolina is its
trademark business” (R. pp. 4-5);

4. The revenues from Appellant’s retail stores in other States are unrelated to Appellant’s
trademark business in South Carolina (R. p. 6);

5. In all applicable tax years, 13% of Appellant's Bross receipts were from its trademari
business while 87% of its gross-receipts was from its out-of-state retai) bu;iness R.p.
6);

6. In2004 tand similarly for other Years at issue), Appellant had gross receipts from retail
of $368,782,164.65 and from royalties of only $55,221,912.35 (R.p.6);

7. 102004 Appeilant generated royalties of $861,437 in South Carolina (R. p. 6);

8. Appellant failed to establish any trademark-related expenses R.p.7;

9. Appellant’s combined retai] and royalty net income for 2004 was 519,840,800 but only
340,317 of that net income was apportioned to and taxed in South Carolina (R. p. 6);

10. Only 4.68%, 1.53%, and 0% of Appellant’s royaity receipts from South Carolina for
2004, 2005, and 2006, respectively, were taxed in South Carolina based og Appellant’s
use of the standard gross-receipts method (R. pp. 6-7)

11. Appellant’s retail business dilutes the impact of Appellant’s royalty income R.p. 6);

12. Appellant’s consultant was able to place a value on Appellant’s trademark business
when it determined ag dacumented in the transfer pricing study that is in the Record

thata 3% royalty fee is an arms-length fee (R. p. 8);
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13. Being able lo sepamtely value the trademark business ‘“negates - [Appellant’s]
contention from a taxing perspective of an ‘inextricable’ relationship™ between the
 retail and trademark businesses (R, p. 8); and o
14, Appellant presented “no evidence {that] RAC West ncfually manages the trademarks
that 1( owns” as “RAC Texas manages RAC West's trademark’s and RAC West’s :
employees manage its retail operations” (R. p. 8). _ |
As is evident, the' ALC heard; considered,’ and used many facts aﬁd calcalations in lts
analysis. The ALC did not conduct an insufﬁcient Carmax-like analysis, and it pmperly placed
the burden of proof on the Department. Based on its thomugh analysm of the ewdence, the ALC:
determined that the standard gross-receipts nppornqmncnt method “sngmﬁ_camly diluted its South
Carolina taxable income” and that its much larger retm'l‘ gross receipté “cﬁuse& 2 diSmrﬁng result,”
(R. pp. 8-9.) As the trier-of-fact, the ALC was in the best pdsiﬁon to determihe the vfncts of this
case. See Risher v, S.C. Dep 't of Health & Envil, Control, 393 S.C.198, 201; 712 S.E2d 428, 435
(2011).
Additionally, Appellant denied in its Return that this Court overlooked important evidence.
For example, this Court overlooked evidence presented by the Department’s auditor. In jts-
Opinion, this Court stated that the auditor. “did: not point to specific evidenge the standard
apportionment method did not fairly represent RAC West’s business activities” but instend merely
testified that the investigation started because Rent-A-Center was compnsed of mulhple entities
and that the management fee was tao high. (Opinion, p. 13.) However, the Department s auditor
testified to much more. For example, the auditor testified that the only business that Appellnnt
engages in in South Carolina is its myally business, that & retail business and a trademark-licensing

business have “nothing” to do with each other, that Geoffrey type businesses (i.e,, companies that
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license trademarks generally incur minimaf expenses), and that Appellant’s total net income from
its trademark business in South Carolina “was strictly [its] royalty income.” (R. pp. 253-54, Tr.
Day 2 11:10-115:19; R. P. 256, Tr. Day 2 122:6-13, 124:18-25). However, the auditor went
further. In his audit report, which was issued to the Appellant and which the Appellant was
allowed to discuss with the Department's Audit Divisign long before this litigation commenced,

the auditor stated:

Taxpayer has no income in the state of South Carolina other than royalty income that
is generated by the operations of Rent-A-Center East - -+ . All expenses shown on

calculation of apportionable income to Sauth Carolina. . . . The apportionable
income above (i.e., the South Carolina royalty income] was generated exclusively
within the state of South Carolina.
(R.p.342n.a,b.) The auditor continued:
CONCLUSION: Since the taxpayer’s only business activity in South Carolina is
the receipt of royalty income, pursuant to SC Code Section 12-6-2320, separate
accounting is required on the royalty receipts. This method more fairly represents
this taxpayer's activity in South Carolina,
(R.p.343)
This Court and Appellant also overlook the substance of the testimony of the Department’s
expert in law and economics. This seemed to imply that one of Dr. Harrison’s statements was g

“bald assertion[]" (Opinion, p. 13), but Dr. Harrison’s testimony and opinions were substantive

Department's alternative method of taxing the difference between the South Carolina royalty

income and the proven trademark-rclated expenses was “in proportion to what goesonin the state,”

10
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(R. p. 274, Tr. Day 2 196:5-8.) As an economist, Dr. Harrison used tﬁe phmse “éébnp;nic nexus.
with the state of South Carolina as synonymous ﬁm the use of the éhrase “the taxlpayer-’lé business -
activity with this State” in section 12?6-2320(1.\) and tesﬁﬁéd “it would be absolutely essénﬁai“ to
exclude the retail operations of Appellant “to come up with # tax burden that faisly reﬁfﬁented thé '
economic nexus of [Appellant] with South Caroliria. (R'. p. 274, Tr. Day>2 155124;1 96:8, 196:18- |
25) .

Further, despite Appeilant’s bald assertions,'sufﬁcient_ evidence exists in the Record on
Appeal to support the divergent profit murginsA (and the aﬁalogy of applé§ and oranges) between
Appellant’s retail and trademark businesses_aﬁd the uppl_icaﬁility of Microsoft Corp. v. Franchise
Tax Bd., 39 Cal. 4* 750, 139 P.3d 1169 (Cal. 2006). See Petition, pp. 7-9.

Based on the evidence in the Record on Appcnli,it:he.ALC‘thefefore concluded that the
Department properly determined that the standard Qoss-receipts method did‘ndt fairiy reflect the
extent of Appellant’s business activity in South Carolina. (R.p.9) vLoolcing ot the Record on
Appeal as a whole, reasonoble minds can make the same-dec'ision' as the ALC made, see Olson v.
South Carolina Dep't of Health & Envtl, Control, 379 8.C; 57, 663 S.E.2d 497 (SD.C. .Ct. App.
2008), and this Court “may ﬁot substitute its judgment for the judgment of the ALC as té the weight
of the evidexice on questions of fact,” S.C. Code Ann. § 1-23-610 (Supp. 2014). Accordingly,
pursuant to South Curolina law that defines the applicable standard of review in this case, this
Court should modify its Opinion to deny the relief soughi by Appellant and affirm the ALC’s order - -

in full.

B. The Department Presented Substantial Evidence that Appellant’s Out-of-State Retail
Business and its Trademark Businesses Are Unrelated and Not Unitary.

It is a question of fact whether Appellant’s retail and trademark businesses are unitary.
Once that question of fact is resofved, the application of law will determine which apportionment -

11
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method(s) to use. In its Opinion, this Court did not address whether these businesses were unitary,
(Opinion, p. 14 n. 4.) However, these different lines of business must be unitary for the Appellant
to combine its retai] and trademark receipts into the same gross-receipts apportionment formula,
S.C. Reg. 117-710.2 (stating that multi-state unrelated businesses determine their South Carolina
net income separately and that unitary businesses are subject to the appartionment formulas with
respect to the unitary business but not the unrelated business); see also Exxon Corp. v. South
Carolina Tax Comm'n, 273 8.C. 594, 596-602, 258 S.E.2d 93, 94.97 (1979) (finding that Humble
Oil’s exploration and production activities were unitary with its refining and sales activities, so al|
of the unitary activities were to be combined into the tax base upon which Exxon’s South Caroling
taxable income would be calculated); Eastman Kodak Co., v. South Carolina Tax Comm 'n, 308
S8.C. 415, 420, 418 S.E2d 542, 544-45 (1992) (allowing deductions for the safe harbor leasing
business in South Carolina only because that activity was unitary with Kodak’s other taxabie
nctiﬁties in South Carolina). If they are not unitary, then the Appellant’s use of a single pross-
receipts formula is improper and this Courst must affirm the ALC’s ruling on this grbund.’

The Department has made its arguments on this issue in its Petition. (Petition, pp: 10-15),
The Department also clarified some facts in the Introduction to this Reply above. In these
clarifications, the Department shows that when Appellant downplays its nexus with South

Carolina, it is actually demonstrating that its retail business is so much different than its in-state

¥S.C. Code Ann. § 12-6-2302(A) does not use the term “unitary” and does not therefore impose
that analysis on a proponent of an altemative method of apportionment. Therefare, if this Court
finds that there was sufficient evidence in the Record on Appeal that the standard Bross-receipts
methad did not fairly reflect Appellant’s business activity in South Carolina, then there is no

need to address whether the lines of business are unitary, However, if the Court finds that there

12
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Howevér, Appellant is wrong to conflate the npportidnment in the mstzmt énse with the
uppomonment in Eastman Kodak and in Professor Pomp’s unitary pizza pie analogy.. Unhke in
Eastman Kodak, in the instant case it j is wrong to- determine which piece of the entlre pxe should .
be nppomoned to aud tnxcd in South Carolina by usmg a standurd fommlnxy nppomonment .
method because the entire pie (i.e., here Appellant’s gross recexpts ﬁ'om both its tmdemark and:
~ retail activities) does not consist of only umtary activities. Appellant’s ple consists of “unre]ated”

' m-state trademark achvlu&s tmd out»of-state retall acuvmes, so. the gross receapts of the twa
unrelated actmtles cannot be combmed into one standard gmss-rece:pts fommla. o

Accordmgly, the instant case. and the apphcauon of Prof'&ssor Pomp s pizza pie exm-nple '
to Kodak’s unitary businesses are mnpposnte because Kodak’s lease tmnsactmns were umtary wnh :
its ‘other. activities ;while the ALC found Appellant’s trndemark and retail . acuvmes to bc :
“unrelated™ and this Court made no ﬁndmg whntsoever concemmg the - ummry nature of g
Appellant’s in-state and out-of-staxe activities; Therefore, iti 1s wrong to combine Appel!um s two | -
activities into one pizza pie (i.e., into one formulary apportionment method) for purposw of South
Carolina apportionment. . o

Apbellant’s use of Eastman Kodak to support its argument is flawed, and this Court should
use Eastman Kodak to support the Department’s position that only umtary busmms.acﬁviﬁes
should be combined into one formulary npportionment fonnula.' -

n. THIS COURT SHOULD STRIKE APPELLANT’S RETURN WHICH

- INCLUDES MATTER NOT IN THE RECORD ON APPEAL AND NOT
AVAIABLE TO BE IN THE RECORD ON APPEAL '

In its Return, Appellant :mproperly includes a quotation from the Department’s counsel

purportedly made during closing urguménts in an ALC hearing in a case against another taxpayer.

and improperly makes arguments based on this quotation. This quotation and related arguments

15
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are included in Footnote 2 to the Return, (Appellant’s Return, P- 10 n.2)) Appellant included a
quotation from “counsel for SCDOR” purportedly made during “closing arguments” and cited
multiple lines from the “CarMax Trial Transcript.” (Appellant’s Retumn, p. 10 n.2) Appellant
also included arguments based on the quotation in the sentence before and the sentence after the
two-sentence quotation, (Appellant’s Return, p. 10n.2.). Neither the trial transcript from the ALC
hearing in the CarMax case (i.e., ALC Dacket No. 09-ALJ-17-0160-CC) nor the quotation itself
are in the record of this case (see R. Vol. 1 pp. 1-224, Vol. IT Pp. 225-499, Vol. 11 pp. 500-543)
and neither is available for being included in the record of this case because neither was presented
to the ALC (Rule 210(c), SCACR; R. Vol. I pp. 104-180, Vol. 1 pp. 225-298).

The quotation and the related arguments will not be repeated in this motion as their mere
presence in this document would prejudice the Department. Such prejudice is reason to strike the
entire Return as any person who has read the Return has already been influenced by the inclusion
of information that is not in the record and is not available to be included in the record.

Additionally, Appellant has not filed a motion to supplement the record pursuant to Rule
212(b), SCACR. Further, although the rule states that Appellant can move 1o supplement the
record “after argument commences,” Rule 212(b), SCACR, supplementing the record after the
Court has issued its decision cannot be consistent with the intent of the ruje.

Accordingly, the Department respectfully requests that this Court strike the entire Return
because it includes information not in the record and not aveilable to be in the record and that the
Return as filed has already prejudiced the Department. Although the Department believes that
striking the entire Return ig appropriate, if this Court decides not to do so, it should strike the last
four sentences of Footnote 2 of the Return. If t‘he Court does not strike anything from the Retum

and although the Appellant has not asked to supplement the record by adding the quotation in

16
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trademark business that nexus with South Carolina is minimal.. Additionally; Apﬁellnnt's lack of
a physical presence, lack of any personnel/payroll, and lack of any retail sales in South Carolina
(. pp. 13 1; Tr. Day 1 105:14-24) and the existence of substantial inm}igiblm_ assets in South
Cuarolina (R. pp. 131, Tr. Day | 106:3-9) are evidence of the disconnectedhéss betwgen Appetlant’s.
brick-and-mortar out-of-state retail operations and its intanéib!e-bnsed in?state tmdefimrk licerisihg :
business. | |

This isnot a new issue. The facts about whether the busmmses are umtm-y arein the Record
- on Appeal. It is a determination of fact that can be made that will affect the apphcanon of law.

C. Appellant Confuses the Issues by Conflating the lnstant Case wnth Eastman Kodak
and Professor Pomp’s Unitary Pizza Pie Analngy

Appe!lant ummccssﬂﬂly tried to msf.ruct this Court on the law in the section of its Retum
titled, “South Carolina Law on Corporate Income Tax for Multi-State Taxpayers,” but Appellant
failed to mention that the snfe-harbor lease transactzons that were mcluded in the standard
apportionment formula in Eastman Kodak Co. v. §.C. Tax Comm n, 308 S. C 415 418 S.E.2d 542
(1992), were part of Kodak’s unitary business. See 308 S.C. at 420; 518 S.E.2d at 544.
(Appellant’s Retumn, pp. 6-7.) |

The instant case however is different, First, the ALC found that Appellnntfs out-of-state
retail business was “unrelated” to its trademark business. (R. pp. 5, 7-8.) Such a statement by the
ALC implies that the ALC found that Appellant’s two lines of business were not unitary. Second,
this Court did not addr&es whether Appeilant’s two lines of business were umtary (Opxmon, p. 14
n. 4.) Third, in Eastman Kodak, some of the property ;elnted to the activity in questxon-, the safe .
harbor lease tmnsaétions, was located in South Carolina; Eastman Kodak, 308 S.C. ét.417, 518

S.E.2d at 543, while here Appellant did not operate the activity in question, its retail opérations, in-
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South Carolina and therefore had no tangible property or payrolt in South Carolina, (R. p. 125, Tr.
Day 1 84:20-22; R. p. 105, Tr. Day 1 105:14-22).

Just looking at Eastman Kodak, Appellant is correct to conflate the unitary activities of
Kodak that included the safe harbor l&;e transactions with Professor Pomp’s pizza pie analogy
because formulary apportionment js intended to estimate the piece of the eatire pie that should be
taxed in a state. Appellant states that Professor Pomp testified that using a standard formulary
apportionment method is sﬁpposed to determine how much of total corporate net income from al}
states South Carolina should tax, (Appellant’s Retum, p. 9.) However, as discussed above, for
formulary apportionment purposes the eatire pie (or the amount of corporate net income (o be
apportioned) must consist of only unitary business activities of the taxpayer. Here, Appellant’s
tax-policy expert admitted that only net income of unitary activities is to be apportioned using
formulary apportionment. (R. p. 402)) Professor Pomp defined the issue in this case as whether-
“RAC West [should] be taxable on a slice of its total unitary income, which consists of its royalties
and income from stores” and continued by stating that “the size of the pizza (to be apportioned by
formulary apportionment] is determined by the unitary taxable income of the corporation.” (R. p.
402} In the case of Eastman Kodak, Professor Pomp’s pizza pie analogy in which the activities
of all unitary business activities of a taxpayer are combined into one formulary apportionment
method was appropriate because the South Carolina Supreme Court found “the safe harbor lease
transactions to be part of Kodak’s unitary business."” Therefore, the lease transactions “were
properly included in the denominator of the apportionment formula” (i.e., the safe harbor lease
transactions were included in the entire pie to be apportioned). Eastman Kodak, 308 S.C. at 419-

420, 518 S.E.2d at 544.
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Footnote 2, the Court should grant the Department ten days to provide nddiﬁonnl materi#l; to
Appellant to include in the record consistent with the principles of Rule 212(b), SCACR. |
CONCLUSION
For the reasons specified herein, the Depanment respectﬁxlly requ&sts that thxs Court grant -

its Petition for Rehearing and/or issue a new opmmn denymg the relief requested by Appellate and .
afﬁpmng the judgement of the ALC. )

Further, the Depariment rwpectﬁx!ly requests thnt this Court strike the entire Retum :‘ .
or altemahvely strike the last four sen!encm of Footnote 2 of the Remm or alternatively grant the-. |
Department ten days to provide additional matenals to Appellanl to mclude inthe recoxd consistent .

with the principles of Rule 212(b), SCACR.

Respectfully submitted,
William J. 3‘( o:u (Bar No..72632).
Managing C fgr Litigation

Sean G. Ry:

Managing Counsel for thxgatxon

Milton G. Kimpson -

General Counsel for thxganon

PO Box.12265

Columbia, SC 29211-9979
803-898-5278 o
william.condon@dor.sc.pov

Attorneys for Respondent

Columbia, South Carolina -
January 3, 2017
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(803) 898-5278

(803) 896-0171 (fax)

Attorneys for Respondent

APP 208



Appellant filed Appellant’s Notice of Supplemental Support for its Return to Petition for
Rehearing (“Notice”) in the above-referenced matter as a motion or petition pursuant to Rule 240,
SCACR. Respondent, South Carolina Department of Revenue (“Department” or “Respondent”),
hereby files this Return to Appellant’s Notice pursuant to Rule 240(c), SCACR.

After this Court filed its Opinion number 5447 in this case on October 26, 2016 (the
“Opinion”), the Department timely served and filed its Petition for Rehearing (“Petition”). The
Appellant then served and filed its Return to Respondent’s Petition for Rehearin g (“Return”). The
Department responded by serving and filing its Reply to Appellant’s Return to Respondent’s
Petition for Rehearing and Motion to Strike Appellant’s Return (*Reply and Motion”).

In its Return, Appellant’s argument included a quotation from a Department attomney’s
closing arguments during an Administrative Law Court (“ALC") hearing in a different case against
a different taxpayer. This quotation was not presented to the ALC in the instant case and is oot in
the Record on Appeal in the instant case. Appellant did not seek to supplement the Record on
Appeal but instead now argues that this Court should take judicial notice of the quotation. This
Court should not take judicial notice of this quotation.!

-INTRODUCTION

The appeal in this matter was held in abeyance pending the outcome of an appeal of an
income tax dispute between the Department and another taxpayer, Carmax Auto Superstores West
Coast, Inc. On December 23, 2014, the South Carolina Supreme Court issued its opinion in that

case setting forth that the proponent of an altemative apportionment method bears the burden of

! Additionally, this Court should grant the Department’s previously filed Motion to Strike
Appellant’s Return because the inclusion of the quotation prejudices the Department by including
and arguing based on a quotation that is not in the Record on Appeal and is not available to be put
into the Record under Rule 210(c), SCACR. Further, Appellant did not move to supplement the
record under Rule 212(b), SCACR. See the Department’s Reply and Motion,
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proving by a preponderance of the evidence that (1) the statutory formula does not fzurly represent
the taxpayer s business activity in South Carolina and (2) its altemanve accountmg method is:
reasonable. Carmax Auto Superstores West Coast, Inc. v. South Carolma Dep tof Revenue 411
S.C. 79, 89, 767 S.E.2d 195, 200 (2014).

Subsequently this appeal commenced, and recently the Appellant ﬁled its Retum including -
the quotatmn made during closing arguments when the ALC heard the case between the
Department and Carmax. (Appellant’s Return, p, 10 n.2 .) The Appellant cited the three-sentence -
quotation with “CarMax Trial Transcript at p. 443:3-9.” (Appellant’s Retum, p.10n.2) ~Further,' _
the Appellant included an argumentatwe sentence before and after the quotation that were hased
on the quotation. (Appellant’s Retum p. 10n.2)

Regarding the burden of proof, the ALC placed -the burden of proof ’on:Carmax, the
taxpayer. Carmax Auto Superstores West Coast, Inc;, v:8.C. Dep't of Revenue, FiﬁaI:Order and
Decision, No. 09-m-1 7-0160-CC, p. 6 (ALC Apr. 22, 2010) The Court of Appeals in itg -
decision recognized and found that the ALC wrongly placed the burden of. proof on Carmax.
Carmax Auto Superstores West Coast, Inc., v. §. C. Dep t of Revenue, 397 S.C. 604, 611, 725
S.E.2d 711, 714 (Ct. App. 2012). Thg Supreme Court similarly recognized that the ALC found .
that Carmax bore the burden of proof. Carmax Auto Superstores West Coast, Inc; v. S.C Dep't
of Revenue, 411 S.C. 79, 87, 767 S.E.2d 195, 199 (2014). The Supreme Court settled the burden
issue by holding that the proponent of the alternative method bears the burden of proof that “(1)
the statutory formula dees not fairly represent the taxpayer’s business activity in South Carolina
and (2) its alternative accounting method is reasonable.” /4. at 89, 767 S.E.2d at 200

Regarding the application of the burden to the evidence by the Supreme Court, the Supreme

Court’s majority decision indicates that the parties agreed for the sake of judicial economy to
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resolve the case in the Supreme Court instead of remanding the matter to the ALC for a proper
application of the burden to the evidence. See id. at 90, 767 S.E.2d at 200 n. 10. The majority
decision also noted that to show that the statutory formula did not fairly represent Carmax’s
business activity in South Carolina that the Department “merely ‘described what it did rather than
cite any evidence justifying what it did’” and that “the Department relied on CarMax West to refute
its use of an alternative formula.” Id. After considering the above, the dissenting Justice wrote
the following:
Since we are holding that the burden of proof is on the Department,
I agree with the Court of Appeals that we should remand this matter
to the ALC for reconsideration. Whether the Department can meet
its burdens are questions of fact which, in my opinion, should not be
decided on certiorari despite the parties’ agreement that we do so.
The ALC placed the burden of proof on CarMax West, and
accordingly its findings of fact and conclusions of law are premised
on that error of law. It is therefore not surprising that as the majority
states, “the Department relied on CarMax West to refute [the
Department’s] use of an altemative formula” or that the
Department, lacking any burden of proof, largely offered evidence
of what it did rather than why it did it.
Id. at 92, 767 S.E.2d at 201 (Pleicones, J., dissenting).
LAW
This Court’s review is limited to the Record on Appeal. “Except as provided by Rule 212
and Rule 208(b)91(C) and (2), the appellate court will not consider any fact which does not appear
in the Record on Appeal.” Rule 210(h), SCACR.
The South Carolina Appeliate Court Rules state, “The Record shall not, however, include
matter which was not presented to the lower court or tribunal.” Rule 21 0(c), SCACR.
For matter presented to the lower court, “after argument commences, a party desiring to

supplement the Record on Appeal must move the appellate court for leave to do so. In response
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to that motion, the other party(s) shall designate any supplemental materials which that party
desires to add if the Court grants the motion.” Rule 212(b), SCACR.
- LEGAL ANALYSIS

In its Retum Appeuant lmproperly included a three-sentence quotation from the closing
arguments of a dlﬁ‘erent case agamst a drﬁ‘erent taxpayer and used that. quotatxon to argue its -
posrtron in thrs case. Both were mappropnate, and this Court shou.ld not take Judrcral nonce of the :
quotatron, as requested by Appellant in 1t3 Notrce and . should not consxder its related -
argumentative sentences.

Addmonally, although Appel.lant styled this Nouce to be solely about taking judicial notice
of the quotation from a different case agamst a deferent taxpayer, Appellant took the opportumty
to argue that this Court should not consider the Department’s argument that this Court should use
Carmax to only impose the proper burden of proof on the proper party. It is absurd to ignore ( 1)
that the ALC in Carmax wrongly placed the burden of proof placed on Carmax not on' the .
Depar!ment, (2) that this error is very hkely to have an 1mportant effect on how each: party-
presented its case, the ALC’s evaluation of the same’ and the- ‘ALC’s final written prder, (3) that. -
the Supreme Court in Carmax did not hear the evidence and judge the credibility of witnesses in
real time like the ALC did in the instant case, and (4) thet the parties in Carmax,'solely for the
sake of judicial economy, agreed to resolve the case in the Supreme Court instead of remandmg it
to the ALC Therefore, this Court should limit its use of Cannax solely for the legal conclusron

regarding the burden of proof and no more, as the Department stated in its Petition,

I. THIS' COURT SHOULD NOT TAKE JUDICIAL NOTICE. OF THE
QUOTATION FROM CLOSING ARGUMENTS IN A DIFFERENT CASE
AGAINST A DIFFERENT TAXPAYER.

/
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This Court should not take judicial notice of the quotation that Appellant provided and
from which it argued in its Return. The cases cited by Appellant are distinguishable and do not
support the taking of judicial notice of files in the Court’s records from a different case against a
different taxpayer.

A. The Case Law Cited by Appellant Does Not Support Taking Judicial Notice Here.

Appellant cites three South Carolina Court of Appeals cases to argue that “[b]ecause [the
Carmax trial} transcript excerpt is filed in this Court’s records in another appeal, this Court
necessarily must consider the relevant information” (Appellant’s Notice, 2-3), and wants the Court
take judicial notice that the quotation allegedly proves the fact that the Department tried the
Carmax case in the ALC as if ALC had placed the burden of proof on the Department (Appellant’s
Return, p. 10. n. 2; Appellant’s Notice, p. 3-4). However, the cases cited by Appellant do not
support taking judicial notice here because of procedural and party differences and because the
quotation at issue is not an adjudicative fact.

Appellant cites Freeman v. McBee, 280 S.C. 490, 313 S.E.2d 325 (Ct. App. 1984), in which
the court stated, “A court can take judicial notice of its own records, files and proceedings for all
proper purposes including facts established in its records.” (Appellant’s Return, p. 3.) Although
this sentence in isolation seems rather broad, the Freeman Court in the nextrtwo sentences
significantly narrowed a court’s ability to take judicial notice of its own records, files, or
proceedings. Following the above sentence cited by Appellant, the Freeman Court wrote:

It is not error for a judge to take judicial notice of what was stated
in a former opinion in 8 prior action of the same case. Thus, it was
proper for the court to take judicial notice of the consent to dismiss

with prejudice in its own order . . . .

Freeman, 280 S.C. at 494, 313 S.E.2d at 327 (citations omitted) (emphasis added).
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In Freeman, the parties had been granted a divorce in an earlier oroceeding A little more
than two and a half years after the Family Court issued the divorce order the husband initiated a
contempt proceedmg to enforce that divorce order. The husband sought an order to have the ex-
wife sign the necessary papers to remove her name from a real estate document consxstent with the
divorce _order. The Court of Appeals mchcated that the divorce proceeding and the'contempt -
proceedir;g were the “same cage.” Certainly, both proceedings consisted of the same parties, and
the contempt proceedmg was to enforce an earlier court order 1ssued to those same partres '

Here, the earlier proceeding was a case: between Carmax and the Department, while the -
later proceedmg is between Appellant and the Department Unlike in. Freeman, the two
proceedings are not between the same p&rtlES and the Freeman Court limited judicial notice to -
“what was stated_ in a former opinion in a pnor action of the same case,” ‘This is not the case here.
Appellant is not seekiog_t.his Court to take jixdicial notice of a “former opinion,” but a statement
by an attomey in closmg arguments, whmh is not even adzmssible evidence. Certain Carmax and -
the instance case are not the “same case.” The' order in Carmax did not i 1mpose a duty on Appellant -
that needs to be enforced. The only thing that Carmax i 1mposes on this case ig the proper burden‘-

of proof, which is not the issue in this case.

Appellant also cites Masters v. Rodgers Development Group, 5.C., Inc., 283 8.C. 25 1,321

S.E. 2d 194 (Ct. App. 1984), in ‘which the court wrote:

Appellate courts are genemlly reluctant to notice adjudicative facts

- even when those facts may be absolutely reliable; -Notice of “facts” -
for the first time on' appeal ma y deny the ‘adverse party the |
opportunity to contest the matters noticed; it may also violate the - -
general principle that appellate review should be limited to the - -
record.  Finally, appellate: courts., limited to the “cold” record, -
cannot be as sensitive to the appropriateness of judicial notice as the
trial judge, For the foregoing reasons we hold that original judicial =~
nofice of adjudicative facts at the appellant level should be Iumted o
to matters which are indisputable,
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283 8.C. at 256, 321 S.E.2d at 197 (citations omitted) (emphasis added).

In Masters, Masters was a plumbing contractor who sought to foreclose a mechanic’s lien
on a subsequent owner of real property. Id. at 252-53, 321 S.E.2d at 195. Masters agreed to
perform services for the prior owner of the property, who transferred the property by deed to a new
owner before Masters completed the work. /d. at 253, 321 S.E.2d at 195. After the work was
completed, the prior owner refused to pay Masters, and Masters filed a notice of mechanic’s lien
and initiated the action to foreclose the lien after the new owner had purchased the property. Jd.
Masters named both the prior owner and the new owner of the property in the foreclosure action.
Id. at 251, 3231 S.E.2d at 194. Although the new owner did not have actual notice of the lien
when he purchased the property, the issue was whether the new owner purchased the property for
valuable consideration. /d. at 254-55, 321 S.E.2d at 196. During oral arguments in the Court of
Appeals, not at trial, the new owner asked the Court to take judicial notice of the recitals in the
deed transferring the property from the prior owner to the new owner. /d, at 255, 321 S.E.2d at
196. The Court refused to take judicial notice of the recitals in the deed because they did “not
constitute ‘indisputable matter.”” Id. at 256, 321 S.E.2d at 197. The Court found that, although
the deed and its recitals are found in the public records, “[w]hether [the new owner] paid valuable
consideration is not ‘common or general knowledge’” and “mere recitals in a deed do not establish,
as against strangers, fadts recited there.,” Id. at 256-57, 321 S.E.2d at 197.

Masters is also distinguishable from the instant case. First, in Masters, there was only one
proceeding and all applicable parties were part of the foreclosure action from the start. Here,
Carmax and the instant case are different actions brought by different taxpayers. In Masters, both
the prior owner and the new owner of the property were parties to the deed and its recitals. Second,

the Masters Court says that an appellate court may take judicial notice of only indisputable
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adjudicative facts. /d. at 256, 321 S.B.2d at 197, A statement by the Department’s attomey in
closing arguments is not an adjudxcatxve fact. In fact, it is not even admissible evidence. -

Even if the Court does not agree that Masters is distinguishable, the reason that the Masters
Court chose not to take judicial notice of the recitals i is similar to the facts here. Just as the Masters
Court found the recitals not to be mdlsputable matter, how the Department tned its casein Carmax :
also is not indisputable. As stated above, the ALC 1mposed the burden of proof on Carmax, which
tlte Court of Appeals and the Supreme Court = both the justices in the majority atld the dissenting
justice — acknowledged. Similar to Masters, jﬁst because-the Carmax transcript is a public recotd
does not mean- that how the Depaxtment tried its. case. w:th Carmax is common or general.
knowledge, and a statement by an attorney in closmg arguments does not mdmputably prove how
the Department tried its case.

Finally, Appellant cites Wise v. Wise, 394 S.C;. 5§1, 716 S.E.2d 117 (Ct. App. 2011), in
which the Wise Court cites both Freeman and Masters. (Appellant’s Notice, p. 3.) By citing Wise, -
Appellant has finally cited a decision m vtrhjch there were, in fact, two different cases; however,
these two cases - one a workers’ compensation case and the other a civil tort case — arose from the
same set of facts. See394 S.C. at 594,716 S.E.2d at 118 (stating that Wise “appeal[ed] the circuit
court’s dismissal of his workers’ compensation claim that arose from the same facts as the civil
action he settled against a third party and a default judgment he obtained against his employer”).

Wise is a workers’ compensation action in which the related civil action beeame relevant.
The relevant issue in Wise was whether the circuit court could take judicial notice that Wise filed
a civil action and recovered damages agginst his employer. /d. at 600-01, 716 S.E.2d at 122, The
Wise Court took jUdlCl&I notice of the summons and complamt and defaulit Judgment In the civil

suit because these court documeuts were mdlsputable 1d. at 601,716 S.E.2d at 122.
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Wise is also distinguishable because the Wise Court took judicial notice of a summons, a
complaint, and a default judgment. Each of these documents is a document either filed with or
issued by a court. They were used by the ise Court to prove that Wise filed a separate civil suit
and that he recovered damages against his employer. /d. The mere existence of these three court
documents provides the proof. They were indisputable. Here, Appellant wants this Court to take
judicial notice not of filings or court-issued orders but of a statement in a closing argument by an
attorney in an entirely different matter. Although the fact that the attorney made the statement
may be indisputable, such a statement in closing arguments is by its own nature an argument — not
a fact - and, unlike the three court documents in Hise, does not by itself prove how the Department
conducted its trial in Carmax. The statement is therefore disputable and not ripe for judicial notice.

The Masters Court stated, “appellate courts, limited to the ‘cold’ record, cannot be as
sensitive to the appropriateness of judicial notice as the trial judge,”” Masters, 283 S.C. at 256, 321
S.E.2d at 197, and this matter deserves such sensitivity. This Court should find that the cases cited
by Appellant do not support the taking of judicial notice in this case.

B. Appellant’s Broad Reading of the Case Law Cited by Appellant Is Not Consistent
with the Law.

Appellant broadly interprets the three cases cited in its Notice to mean that this Court may
take judicial notice and any record, file, or proceeding in this Court’s own records. (Appellant’s
Notice, p. 1, 3 (saying the Carmax transcript in the ALC “is part of this Court’s own records™).)
Such a broad interpretation is not appropriate as explained above; however, Appellant’s broad
reading of the cases is also not appropriate here because the matter of which Appellant seeks this
Court to take judicial notice is not an adjudicative fact.

Rule 201, SCRE “governs only judicial notice of adjudicative facts.” Rule 201(a), SCRE;

see also Masters v. Rodgers Development Group, S.C., Inc., 283 S.C. 251, 256, 321 S.E. 2d 194,
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197 (Ct. App. 1984) (saying that an appellate court may take judicial notice of only indisputable
adjudicative facts).
. Blacksdeﬁnes “adjudicate” as “to rule upon judicially.” Black’s Law chtzanary 42 (7th
ed. 1999), Therefore, an adjudxcatxve fact is a finding of fact by the apphcable court Here
Appellant seeks thrs Court to take judicial notice of a three-sentence quotation by a-Department
attomey inhis closmg arguments to the ALC in the Carmax case and then argues that this statement |
.rneans that the Department tried the Carmax case in the ALC as if it had the burden of proof..
(Appellant’s Notlce, p. 1; Appellant’s Rctum p IO . 2) These are ot adjudlcatwe facts.
' Pursuant to Rule 201 SCRE ‘and Masters, this Court may not take Judlcra.l notice of the quotation -
at issue and Appellant’s accompanymg arguments
C. Appellant: Incorrectly Asserts that the Department  Has Placed at Issue the
Accuracy of Informatmn from: this- Court Prior Proceeding in the Carmax.
Matter. _ . - L
Appellant wrongly asserts that the Department “has placed at 1ssue the accuracy of
mformatron from this Court’ § prior proceedmg in the CarMax matter.” (Appellant’s Notlce p.-1)
The Department has not done so. As descnbed above the ALC, the Court of Appeals, and the -
Supreme Court - both the justices in the majority and the dissenting justice — recoguized that the -
ALC in the Carmax case placed the burdenvof proof on Carmax.
The ALC placed the burden of proof on Czumax, the taxpayer. Carmax 4 uto Superstores
West Coast, Inc v. §.C. Dep 't of Revenue, Final Order and Decision, No. 09-ALJ 17-01 60-CC :
'p- 6 (ALC Apr. 22, 2010). The Court of Appeals in its decrszon recogmzed' and found that the
ALC wrongly placed the burden of proof on Carmax. Carmax Auto Superstores West Coast, Inc.,

v. 8.C. Dep’t of Revenue, 397 S.C. 604, 611, 725 S.E.2d 711, 714 (Ct. App. 2012). These are

indisputable facts as evidenced in at least three decisions, as cited above. The Department in no
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way is questioning the accuracy of information from this Court’s Carmax proceeding. The
Department merely stated in its Petition that this Court should rely on the Supreme Court’s
decision in Carmax only for the holding that the proponent of the alternative apportionment
method bears the burden of proof. (Department’s Petition, p. 51n.3.)

Because the cases cited by Appellant do not support judicial notice in this case, Appellant
does not seek judicial notice of an adjudicative fact, and the Department has not questioned
information in this Court’s Carmax proceeding, this Court should not take judicial notice of the
quotation in the trial transcript in a different case against a different taxpayer and Appellant's
accompanying arguments from that quotation.

O. THIS COURT SHOULD RELY ON CARMAX SOLELY FOR THE LEGAL

CONCLUSION REGADING THE BURDEN. OF PROOF AND NOT MORE, AS

THE DEPARTMENT ARGUED IN ITS PETITION.

Although Appeliant styled this Notice to be solely about taking judicial notice of the
quotation from a different case against a different taxpayer, Appellant took the opportunity to argue
that this Court should not consider the Department’s argument that this Court should use Carmax
to only impose the proper burden of proof on the proper party. If is absurd to ignore (1) that the
ALC in Carmax wrongly placed the burden of proof placed on Carmax, not on the Department,
(2) that this error is very likely to have an important effect on how each party presents its case, (3)
that the Supreme Court in Carmax did not hear the evidence and judge the credibility of witnesses
in real time like the ALC did in the instant case, and (4) that the parties solely for the sake of
judicial economy agreed to resolve the case in the Supreme Court instead of remanding it to the
ALC. Therefore, this Court should limit its use of Carmax solely for the legal conclusion regarding

the burden of proof and no more, as the Department stated in its Petition.

A. The Department Is Not Relying on an Isolated Statement by a Single Dissenting
Judge But Is Relying on the Opinions of Three Courts.
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Appellant argues that the Department:

“{Cllaims that this Court should ignore the Supreme. Court’s

analysis of the sufficiency of the evidence in CarMax based onan . .
- isolated Statement made by a single dissenting judge stating that the o
- ALC had [placed the burden of proof on the taxpayer in'CarMax and -

thus it was not surprising that [the Department] did not attempt to -

offer evidence in support of its position but rather on CarMax to - -

refute it.” o ' . '

(Appellant's Notice, p. 2.)

It is without doubt, however, that the Department did not rely on “an isolated statement
made by a single dissenting judge.” As shown above, the ALC placed the burden of proof on
Carmax, the taxpayer. Carmax Auto Superstores West Coast, ]nc..-.v. S.C. Dep't bf Revenue, Final
Order and Decision, No. 09-ALJ-17-0160-CC, p. 6 (ALC Apr. 22,2010). The Court of Appeals
clearly understood that the ALC wrongly placed the burden: of proof on Carmax. Carmax Auto
Superstores West Coast, Inc., v. S.C. Dep't af Revénue, 397 S.C. 604, 61 1, 725 S.E.2d-711, 714
(Ct. App. 2012). Finally, the Supreme Court ‘si‘mi]a'rly recognized that the ALC found that Carmax
bore the burden of proof. Carmax Auto Superstbre.i' West Coast, Inc., v. §.C. Dep't of Revenue,

4115.C. 79, 87,767 S.E.2d 195, 199 (2014).

B. Any Evaluation of Evidence by the Supreme Court in Carmax Is Not Binding
Precedent. :

Appellant appears to want this Court to accept Carmax as “binding precedent” regarding -
the sufficiency of the evidence. (Appellant’s thice, p.2.) The Dépamnent recbgnjzes the binding
natu,re‘ of the Supreme Court decision on who has the burden of proof and what that burden is and :
believes that tbjs_ is the sole legal conclusion' that this_ Court should use from Carmax.

(Department’s Petition, p. 5 n.3.)
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Because of the imposition of the burden on the wrong party and the difference in taxpayers
and the evidence presented in each case, the Supreme Court’s evaluation regarding the sufficiency
of evidence in Carmax is not binding on this Court. Regarding application of the burden to the
evidence by the Supreme Court in Carmax, the majority decision indicates that the parties agreed
for the sake of judicial economy to resolve the case in the Supreme Court instead of remanding
the matter to the ALC for a proper application of the burden to the evidence. See Carmax, 411
S.C. 90,767 S.E.2d at 200 n.10. It is reasonable to believe that since the ALC imposed the burden
on the wrong party, that its analysis of the facts to the law may have been affected and that the
record, as seen and used by the Supreme Court, may similarly have been affected. That may be
why the Carmax majority noted that to show that the statutory formula did not fairly représent
Carmax’s business activity in South Carolina, the Department “merely ‘described what it did rather
than cite any evidence justifying what it did’” and that “the Department relied on CarMax West to
refute its use of an alternative formula.” Jd. After considering the above, the dissenting Justice
wrote that whether the Department can meet its burdens are questions of fact which the Supreme
Court should not decide. Id. at 92, 767 S.E.2d at 201 (Pleicones, J., dissenting).

Based on the above, this Court should rely on Carmax solely for the legal conclusion
regarding the burden of proof and no more.

CONCLUSION

For the reasons specified herein, the Department respectfully requests that this Court deny
Appellant’s request that this Court take judicial notice of a quotation by a Department attorney
from closing arguments in a different case and against a different taxpayer when the quotation was

not in the Record on Appesl in the instant case.
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Further, the Department respectfully requests that this Court use Carmax solely for the

legal conclusmn regarding the burden of proof and no more.

Columbia, South Carolina
January 9, 2017

- Respectfully submitted,

(e

William J. Condo:? . (BapNo. 72632)
Managing Co forEdfigation
Sean:G. Ryan

Managing Counsel for Litigation .
Milton G. Kimpson

General Counsel for Litigation

PO Box 12265

Columbia, SC 29211-9979

803-898-5278
- william.condon@dor.sc.gov
- Attorneys for Respondent
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Pursuant to Rule 240 of the South Carolina Appellate Court Rules, Rent-A-Center West,
Inc. ("RAC West") hereby files this Response to the South Carolina Department of Revenue’s
("SCDOR") Motion to Strike' (the "Motion") and its Reply to Respondent's Return to
Appellant's Notice of Supplemental Support for its Return to Petition for Rehearing (the
"Reply").

INTRODUCTION

SCDOR's Motion to Strike seeks to strike RAC West's entire Return to SCDOR's Petition
for Rehearing based on RAC West's reference in a footnote to a quote by SCDOR's counsel in
CarMax Auto Superstores West Coast, Inc. v. S.C. Dept. of Rev., 411 S.C. 79, 767 S.E.2d 195
(2014), which is in the Record on Appeal in that case and a matter of public record. Both this
Motion as well as SCDOR's Reply (which contains similar assertions and reasoning) are without
merit.

RAC West referenced this cite only in response to a new argument made by SCDOR for
the first time in its Petition for Rehéaring ("SCDOR's Petition"), which asserted that this Court
should not rely on CarMax giving a basis that was contradicted by SCDOR's own counsel's
statement at trial. RAC West did not cite to a case involving some random other taxpayer but
rather cited from the case that SCDOR claims should not be relied upon by this Court, and
calling the Court's attention to SCDOR's own statement that contradicts its assertions is clearly
proper under the law regarding judicial notice. Moreover, SCDOR's claim of some unnamed
prejudiée has no me_rit, and, to the contrary, it is RAC West that would be prejudiced should
SCDOR be allowed to assert an argument that is based on inaccurate facts. For the reasons set

forth below, SCDOR's Motion to Strike should be denied.

! SCDOR filed its Motion to Strike as part of its Reply to Appellant's Return to SCDOR's Pelition for Rehearing,
which was filed with this Court on Japuary 3, 2017.
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BACKGROUND

In its Petition, SCDOR asserts that the CarMax: decision should 'ohly be relied upon for

its holding that the burden of proof is on the party asserting an alternative method. . Petition at p:

5, 0. 3.1t claims that this Court shouldiignore the Supreme Court's analysis of the sufficiency of

' the evidence in Céerax based on an isolated statement made by a single- dissenting justice -

stating that the ALC erroneously placed the bu;den of proof on the taxpayer in CarMax and thus
it was not sﬁrprising that SCDOR did not attg:iﬁpf to offer evidence in support of its position but
rather relied on the taxpayer to refute it. Id. Inother words, SCDOR is arguing fhét the Supferpe-t
Court's analysis of the facts in CarMax should not be givéh Aany weight by this C§urt with the -
primary basis appearing to be an inferem;e that: SCDOR did not present;l;ts‘ full case at that trial -
but rather religd upon CarMax to refute it, | _ |

E its Return, RAC .West pointed out to .this Court that the statement made- by the
dissenting justice was actually.inaccurate as SCDOR's coﬁnse] sfated in open court at thevclose of
the CarMax trial that it welcomed the burden of probf beingi:la#ed upon it;? thus, SCDOR.
would not have tried its case as if the burden was on CarMax. See Return at p. 10, n. 2. RAC
West then filed a Notice of Supplemental Support for Its Return to Petition for Rehearing
("Notice of Supplemental Support") to provide this Cdurt with a copy of thevrelevant pege from
the hearing transcript in that matter," which is in the api:éllate court fecords and is a matter of
public record, so that this Court could have‘al‘l fgiévant information before it on this issue..

SCDOR has now filed a Motion to Strike; which seeks to strike Appellant's Return in its

entirety, on the basis that this information was not presented to the Administrative Law Court -

? The exact statement by counsel for SCDOR was as follows: "Your Honor, we do not disagree with Mr. von Lehe's :
discussion of our burden in this case. We welcome that burden. . If we cannot show that they have not fairly

represented their business in South Carolina, we should not be allowed to apply this statute.” (R. p. 461; CarMax -
Trial Transcript at p. 443:3-9 (attached to RAC West's Notice of Supplemental Support at Exhibit A)). o
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("ALC") in this matter and therefore may not be cited pursuant to Rule 210(c) and/or 212(b) of

the South Carolina Appellate Court Rules and because considering this information will

prejudice SCDOR. Motion at pp. 1, 5 and 16. In the alternative, it asks this Court to strike the

last four sentences of footnote 2 or to allow it to provide supplemental materials in response .
pursuant to Rule 212(b) SCACR. Id at 16-17. SCDOR also filed a Return to RAC West's

Notice of Supplemental Support that made similar arguments. As will.be discussed below,

SCDOR's position is without merit, and its Motion to Strike should be denied.

LEGAL ANALYSIS

RAC West's citation to the quote from the CarMax transcript | was proper because
SCDOR raised the issue of the CarMax dissent in its Petition, the Court's own records contain
information showing the dissent's factual assumptions (and thus its cohciusion) to be inaccurate,
and these récords may be cited under the case law regarding judicial notice.

' First, RAC West did not offer this quote in any. underlying briefs in this appeal or at the
ALC because SCDOR had never made this argument regarding the single justice dissent in
CarMax. SCDOR improperly made this argument for the first time in its Petition for Rehearing.
Although this argument was not timely raised and should not be considered by this‘Court, in an
abundance of caution and in the event that the Court does consider SCDOR’s new argument,
RAC West submitted the material to the'Court that it would need to evaluate it, namely the
statement by SCDOR's counsel at trial showing that SCDOR accepted the burden of proof at trial
and thus would have tried its case accordingly.

A. This Court May Take Judicial Notice of the CarMax Transcript as it is in the
Court's Own Records.

RAC West's reference to this quote is proper because it is in the Record on Appeal in that

case and is a publicly filed court document. “A court can take Jjudicial notice of its own records,
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files and proceedmgs for all proper purposes including facts estabhshed in 1ts records ” Wtse v

Wise, 394 S.C. 591 601, 716 S.E. 2d 117,122 (Ct App 2011) (cxtmg Freeman V. McBee 280 -

S.C. 490, 494, 313 SE2d 325 327 (Ct.- App 1984) (takmg judtcml nohce of court records'

reﬂectmg the dlsposmon of another action: 1nvolvmg the same plamtxft) Tlns rule apphes evenj R ‘\.

- at the appellate level where it would "vmlate the general prmmple that appellate reVIew shouldEZ :

 be limited to the record S, where itis", hm_tted to matters Wthh are mdlsputable n. Wzse 394},.

. S.C. 591 600 01, 716 S. E2d at 122 (quottng Masters V. Radgers Dev 283 S. C 251 256 321;. -
SE.2d 194, 197 (Ct. App: 1984) | _ |

Here, th.lS Court may take Judlmal nottce of the quote rom the Court's records in CarMax;;‘ . |

as xt is a matter that is mdxsputable ie: that SCDOR took the posmon at trial. that 1t bore the_: 7'
burden of proof and that if i 1t could not estabhsh that the taxpayer did "not fatrly represent[] [1ts]'3 :
business'in South Carolma, [SCDOR] should not be allowed to apply tlns statute.” See R. P 461 i

- CarMax Tnal Transcnpt at p 443 3-9 (attached to RAC Wests Nottce of Supplemental Support .

at E blt A).. The law i is, clear that a statement made by a: partys counsel in. open court is |

bmdmg on that party. See Sheltan V. Bressant 312 S C. 183 184 3]2 S. C 208 439 S E 2d 833 -
834 (1993) (“Acts of an attomey are directly attributable to and blndmg upon a chent ”), szth v o ,
Pearson, 210 S.C. 524,530, 43 S.E. 2d 479, 481 (1947) (ﬁnchng appellants bound by statement .
made by counsel at the outset of hearing). 3 Furthennore SCDOR's counsel was. obv10usly o

correct in his candid and straightforward posmon that SCDOR had the burden of proof

3 Addmonally, generally a party is estopped from takmg contrary posmons “Judicialrestoppel R
is an equitable concept. that prevents a litigant from assertmg a position inconsistent with, or in" -
conflict with, one the litigant has previously asserted in the same or -related . proceeding.”
Cothran v. Brown, 357.5.C. 210, 215, 592 S.E.2d 629, 631 (2004). “The purpose of the
doctrine is to ensure the- integrity of the judicial process-.-... .” " Id. This same Teasoning
applies here even more so as SCDOR is not simply asserung a dlfferent position. in ﬂllS case.as
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This excerpt must, in fairness, be considered by this Court because SCDOR has argued in
its Petition that the Supreme Court's analysis regarding the sufficiency of the evidence should not
be considered based on the dissent by a single justice speculating that it would not be surprising
that SCDOR did not present evidence at trial and instead relied on CarMax to i)rove its case as
the ALC found that the burden of proof was on CarMax.® However, the dissenting opinion failed
to recognize that at trial in CarMax, SCDOR accepted (and, in fact, welcomed) that it bore the
burden of proof. (R. p. 461; CarMax Trial Transcript at p. 443:3-9 (attached to RAC West's .
Notice of Supplemental Support at Exhibit A)). Thus, SCDOR would have tried the case (quite
accurately) as if it bore the burden of proof,’ and if it did not, it was certainly not due to the
ALC's subsequent erroneous ruling several months later that CarMax bore the burden of proof.
" SCDOR should not be allowed to now proceed as if the dissenting opinion’s statement is valid in

light of the clear facts in the CarMax transcript to the contrary.

it did in CarMax, but rather is relying on the inaccurate statement by the dissenting opinion to
convey that SCDOR did not take the position that it actually took in CarMax.

* SCDOR makes an argument in its Reply that it "did not rely on ‘an isolated statement made
by a single dissenting justice'" but rather relied on "the [o]pinions of [t}hree Courts.” Reply at
p. 11 (heading) and 12. It then goes on to discuss the ALC decision, which erroneously placed
the burden of proof on CarMax, and the opinions of the Court of Appeals and the Supreme
Court recognizing that this was improper. The point being made by this argument is a mystery
to RAC West. Which party bears the burden of proof is not at issue in this appeal. The
statement made by the dissenting justice regarding how SCDOR tried its case is the issue raised
by SCDOR in its Petition and is the reason for RAC West's cite to CarMax. If SCDOR is not
relying on this dissent's statement and is willing to strike that from its Petition, then RAC West
would agree to strike its reference to the CarMax transcript.

5 It would have been non-sensical for SCDOR to have tried the case as if CarMax bore the
burden of proof when both parties took the position that SCDOR bore that burden, and the ALC
had not yet ruled or otherwise indicated. SCDOR could not have been impacted in any way at
trial (and more specifically, in its dccisions as to how to try its case and what evidence to submit)
by the ALC's subsequent ruling several months later that CarMax bore the burden of proof.
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SCDOR claims that the Court should not take judicial notice of the statement by 1ts
counsel because "how the Department tned its case in CarMax also is not mdlsputable " RepIy
at p. 8. However, how the Department tried its case is not-the statement on. wl:uch RAC West is
asking this Court to take Jud1c1al notice: The statement referenced in the transcnpt is SCDOR‘
counsel's acceptance of the burden of proof at trial, and it is mdlsputable that tbe statement was. _.
made. - Each party is free to malre its arguments:regarding whether: or. how_ this statement
impacts this appeal, but there is no dispute wﬁatsoever that SCDOR accepted the burden of proof :
at trial, and this Court isentitled to know this in light of SCDOR''s arguments ' |

SCDOR argues that it has not "placed at issue. the accuracy of mformatlon from thrs

Court’s prior proceedmg n the CarMax matter” Reply at:p. 10. However by quoung and
relying on the dissent's erroneous statement; SCDOR has: done just that.: Thus, agam RAC
West'is entitled to show that SCDOR actually accepted the burden of proof at trial.

B. South Carolina Appellate Court Rules 210(c) and 212(b) and South Carolina
Rule of Evidence 201 are Not Applicable. :

SCDOR crtes Rule 210(c) SCACR, whxch prevents mcluslon of matenals not conSIdered _
by the ALC in the. Récord on Appeal ‘Rule 212(b) SCACR, which reqmres partxes desmng to. .
suppl_ernent the Record on Appeal to seek leave of Court to do so, and SCRE 201, which governs
adm:ssxbmty of certain matters at trial. However, those rules are mapphcable here as RAC West :
has not sought to supplement the Record on Appeal or to introduce ev1dence at tnal ‘Instead, - |
RAC West has asked this Court to take ]udrczal notice of matenal in its own records, which as - )
previously discussed i is proper under the law. |
C. SCDOR Has Suffered No Prejudice.
SCDOR also:'claims' that it has suffered prejudice by RAC West's inclusion of this -

statement. from its counsel. SCDOR does not articulate how it has been prejudiced, and given
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that it does not assert that its counsel's statement has been misquoted, it is difficult to understand
how it could be prejudiced. To the contrary, it is RAC West that will be préjudiced if SCDOR is
allowed to make its argtﬁnent that CarMax's analysis of the facts should be disregarded because
of the dissent's statement that the ALC's decision iinproperly placed the burden of proof on the
taxpayer and thus it was not surprising that SCDOR did not present its case and relied on the
taxpayer to refute.it when, in fact, its own counsel accurately stated z;t trial that the burden should
be on SCDOR and thus would have presented its case accordingly.

D. CarMax is Binding Precedent as to All Issues’ Considered Therein.

SCDOR argues in its i’ctition and its Reply that CarMax should be considered only for
the legal proposition of which party bears the burden of proof. See Petition at p. 5, n. 3;
Return at p. 11. SCDOR cites no law for this proposition and bases its argument solely on the
statement at issue here by the dissent in CarMax.

In CarMax, the parties agreed to have the Supreme Court review the record and
determine if SCDOR had met its burden of proof. Whether this was done for “judicial
economy” as the Department now alleges or whether it was done because the parties each
believed that it had met its burden of proof is unknown; however, the only important point is
that each party agreed to have the Supreme Court review the evidence and decidé if SCDOR
had met its burden of proof. The Supreme Court reviewed thé record and stated what was
necessary for SCDOR to meet its burden and found that it had not dome so. It is patently
erroneous to say that the Supreme Court's ruling as to what facts are insufficient to meet this
burden is not binding precedent for a later decision (i.e. this decision) involving precisely the
same issue. See S.C. Const. Art. V, § 9 ("[I]t is incumbent upon the court of appeals to apply

this Court's precedent”); State v. Phillips, 416 S.C. 184, 194, 785 S.E.2d 448, 453 (2016)
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(holding “that * [tlhe decisions of the Supreme Court shall bind the Court of Appeals as
| precedents.”). |

E. The Relief Requested by SCDOR is N ot Appropnate

SCDOR requests that this Court stnke the entue Return due to the inclusion of the
excerpt from CarMax from the Court's records. It cites no law that would supp_qr_t stnkmg an
entire brief based on a reference therein fo a matter of pﬁ_blic record, and RAC Wést-is not aware. -
of any. SCDOR asks, alternatively, that ﬂns Cot'xrt:su-i‘ke the last. four sentences m footnote 2.
RAC West ‘opposes this as well based on tﬁe'law' previously discussed that W(‘)uld'allow' this 'l
Court to take judicial notice of this citation in 1ts records As a final alternative, SCDOR asks
this Court to allow it to submit addmonal matenals RAC West opposes tlns as well. SCDOR
raised this issue in its Petition and shou!d have-mcluded a discussion. of all facts ‘that were -
relevant; .it chose not fo do so.. In the altemative in the:event the Court determine's thai SCDOR o
should be allowed to supplement on th:s 1ssue SCDOR should be lumted to referencmg any
other portmns of the CarMax transcnpt that should be considered on this issue.

CONCLUSION

Based on tbe foregoing, RAC West respectfully requests that this Court deny SCDOR's

Motion to Strike and allow RAC West's supplemental support.
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