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Council On State Taxation, as amcus curiae, files this
brief provisionally, as allowed by Appellate Rule 28 (i) in
support of the petition for discretionary review filed by the
plaintiff in this matter on August 3, 2011.

FACTS

North Carolina law requires each corporation to file an

income tax return reporting its own separate incone and



-2-

deduction itens, and does not allow affiliated corporations to
file on a conbined basis. For decades the defendant exercised
its limted statutory power to require corporate taxpayers to
file conbined incone tax returns only under the “npbst unusual”
of circunstances, Delhaize Am, Inc. v. Lay, No. 06 CVS 08416
2011 W 1679628 (N.C. Super. Jan. 12, 2011) [hereinafter “Op."].
In addition, the general statutes permt corporations filing
separately to deduct reasonable paynents to their corporate
affiliates for services performed. See Op. T 40-41. Adhering to
the statutes and the defendant’s consistent application thereof,
Del hai ze filed a noncombined return, on which it deducted the
arms-length paynents that it mde to FL Food Lion, Inc. for
procurenent, private |abel developnent, and related services.
p. 1 36.

Begi nning around 2000, however, the defendant changed
course radically and abruptly. See Op. T 46. The defendant
ordered conbined returns with increasing frequency, Op. 91 49-
50, relying on untrained auditors to make ad hoc consolidation
decisions often subject to only a single person’s review See
. 91 50-51. The defendant refused to answer the business
comunity’s requests for gui dance, i nst ead deli berately
wi thholding information even from its own auditors, who

overwhel m ngly expressed their confusion. See Op. 1Y 50-53.
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Del hai ze’s refund suit and petition arise out of this initiative
of the defendant.

REASONS VWHY PETI TI ON SHOULD BE GRANTED

COST wurges the Court to review this matter Dbefore
determnation by the Court of Appeals because “[t]he subject
matter of th[is] appeal has significant public interest
.and involves legal principles of major significance to the
jurisprudence of the State.” N. C. Gen. St at. 8§ T7A
31(b)(a)(1),(2). This Court should resolve conclusively that
Del hai ze and other corporate taxpayers have been capriciously
subjected to ad hoc tax increases, and that the defendant
exceeded its statutory or constitutional authority in an attenpt
to extract tax revenue that Delhaize could not have known it
owed. Failure to resolve this controversy pronptly will prolong
the substantial wuncertainty, thereby threatening the integrity
of the tax system and dissuading corporations from doing
busi ness in North Carolina.

. THE COURT SHOULD REVIEW TH S MATTER BECAUSE OF SI GNI FI CANT
PUBLI C | NTEREST

The defendant has assuned near-unfettered power to order
corporations such as Delhaize to conbine their tax returns,
which the Court of Appeals condoned in Wal-Mart Stores East,
Inc. v. Hinton, 197 N C App. 30 (2009), notice of appeal

dismssed as nmoot, 363 NC 748 (2009). Because of this
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precedent, lower courts will uphold the defendant’s conbination
orders unless those orders reflect “a clear manifest abuse of
discretion.” Op. Y 61 (citing Wllians v. Burlington Indus., 318
N. C. 441, 446 (1986)).

This Court’s immediate intervention 1is necessary to
determine the outer limts of the defendant’s power. The Court
of Appeals is not permtted to reverse its Wal-Mart decision. In
the Matter of the Appeal from Gvil Penalty, 324 N C. 373, 384
(1989), and in any event, only this Court can provide taxpayers
with a definitive construction of N.C Gen. Stat. § 105-130.6
and North Carolina s Constitution. This Court’s refusal to grant
discretionary review would therefore do nore than |eave
petitioner’s case unresolved: it would signal that in North
Carolina, the uncertainty currently plaguing the business
community is deened not to be of “significant public interest

. NC GCen. Stat. 8§ 7A-31(b)(a)(1). The public, however, is
presently affected as di scussed bel ow.

1. STANDARDLESS TAXATION IS ANATHEMA TO A FAIR AND EFFECTI VE
TAX JURI SPRUDENCE

The issues of this appeal are inportant to the
jurisprudence of the state because they raise the question
whet her a governnental agency like the defendant can arbitrarily
create the rules of the road as it goes along and require the

public to foll ow
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North Carolina s system of inconme taxation depends heavily
on taxpayer-enforced conpliance. It is inpossible for the State
to audit every corporation’s return. See A Mtchell Polinsky &
St even Shavell, The Econom c Theory of Public Enforcenent of Law
42 (Nat’| Bureau of Econ. Research, Wrking Paper No. 6993,
(1999)). Taxation is consequently nost effective, in the long
term when citizens are able to determne their tax obligations
and are willing to neet those obligations voluntarily, based on
clear rules. See Eric A Posner, Law and Social Norns: The Case
of Tax Conpliance, 86 VA. L. Rev. 1781, 1784 (2000).

But taxpayers have little incentive to file an accurate
tax return if the defendant can arbitrarily change the tax rules
and alter their tax burdens after they file, in ways the
t axpayers never could have reported thenselves on their initia
returns. In such circunstances, taxpayers may try only to avoid
m st akes so egregious that they would warrant penalties. Not
only is such a situation unhealthy for proper tax collection, it
is patently wunfair to taxpayers. “Fairness,” noreover, “is
i ndi spensible to enacting tax |egislation because it increases
taxpayer norale and enhances voluntary conpliance.” Leo P
Martinez, The Trouble with Taxes: Fairness, Tax Policy, and the
Constitution, 31 HasTINGS ConsT. L. Q 413, 416 (2004); see also
Posner, supra, at 1784 (“People are nore likely to pay taxes if

tax authorities seemfair and have fair procedures”).
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Where, as here, auditors can reject corporations’ separate
returns filed in accordance with the statutes on grounds not
communi cated to the public, taxpayers are denied an opportunity
to file accurately (because, e.g., tax policies are secret) and
are vul nerable unless they guess correctly what an unpredictable
auditor will require. And where an agency hides deci sion-nmaking
standards even from its auditors, as defendant has done, the
resulting confusion wll underm ne hori zont al equity: a
cornerstone of tax fairness that requires “equal treatnent of
[taxpayers] in equal positions.” Richard A Misgrave, Horizontal
Equity: A Further Note, 1 FLA. Tax Rev. 354, 355 (1993).

The defendant’s treatnment of Petitioner is unbefitting a
government obliged to provide its citizens with due process of
| aw. The Busi ness Court described the goals of E. Norris Tol son,
who Dbecane Secretary of Revenue in 2001, as naking “the
Departnent . . . act nore |like a business and less like a
government agency with regard to accounts receivable.” Op. 1 47.
Hi gh-ranki ng depart nment officials simlarly feared t hat
formul ati ng and disclosing standards m ght enable taxpayers to
chal | enge defendant’s decisions, see Op. 1 50, 53-54; instead,
it “worked actively to conceal the standards its decision makers
were using” and “forced taxpayers to guess whether they would be
subj ected to conpelled conbination and resulting penalties,” Op.

1 58. Rather than publish standards that would allow taxpayers
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to understand what they owed and why, the defendant blind-sided
them with vastly increased tax assessnents and penalties based
on the subjective “decision” of a single tax official whose only
apparent guiding principle was increasing revenue for the budget
in tight budget years. Transparency is the hallmark of
accountability; wth regard to conbination, transparency was
nowhere to be found.

[11. STANDARDLESS TAXATION THREATENS THE VIABILITY OF NORTH

CAROLI NA  CORPORATIONS AND FRUSTRATES THE  GOALS OF
SECURI TI ES REGULATI ON.

The def endant’ s practice of exer ci si ng unfettered
discretion over corporate taxation threatens the financia
security of nunerous corporations that do business in North
Carolina. The defendant issued conbination orders to roughly 100
corporations following its <change of pol i cy. Whether a
corporation, such as Del haize, owes over $20.5 million dollars
to the defendant affects that corporation’s profitability, and
perhaps whether it is a worthwhile investnent. This downward
pressure on valuation may be too nmuch for a taxpayer to bear;
corporations nmay settle and did settle with the defendant rather
than litigate even their nost neritorious clainmns.

Uncertainty has the further effect of frustrating accurate
and transparent financial disclosures - values at the heart of

federal securities law. A conpany that cannot accurately predict
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its state incone tax liability, even internally, can scarcely be
expected to provide nmeani ngful information to investors.

This problem is made nore significant by the recent
tightening of financial disclosure requirenents. In 2006, the

Fi nancial Accounting Standards Board (“FASB’) clarified the

di sclosure requirenents surrounding uncertain income tax
positions. See Fin. Accounting Standards Bd., Accounting for
Uncertainty 1in |Inconme Taxes - an interpretation of FASB

Statenment No. 109 (2006) [hereinafter “FIN 48"].% FIN 48 provides
uniformcriteria for the preparation of financial statenents and
expands the required disclosure regarding uncertainty in incone
taxes. It mandates a reserve for 100% of tax itens unless it is
“nore likely than not” that the conpany would prevail on those
itens if they were litigated. This reserve can continue for
several years, wth interest and other adjustnents accruing
annual | y.

Because the defendant’s secretive approach to tax
assessnent | eaves conpanies uncertain as to their t ax
liabilities, it threatens to skew how conpanies nust allocate

their assets, and wll frustrate their ability to operate

! The Securities and Exchange Commi ssion recogni zes as
authoritative the financial accounting standards pronul gated by
the FASB. See Reaffirmng the Status of the FASB as a Desi gnated
Private-Sector Standard Setter, Exchange Act Rel ease Nos. 33-
8221, 34-47743, 1C 26028, FR-70, 80 S.E.C. Docket 139 (Apr. 25,
2003), available at http://ww. sec. gov/rul es/policy/33-8221. htm
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conpetitively by making optinmal use of their capital. It also
makes it difficult, if not inpossible, for conpanies to
formul ate adequate disclosures to their investors because the
conpany itself cannot be certain whether it will be subject to
conbined tax liability. Because standardless taxation inhibits
di sclosure of reliable, concrete information to present and
potential investors, it frustrates the goals of securities |aw.

| V. STANDARDLESS TAXATI ON DI SSUADES CORPORATIONS FROM DA NG
BUSI NESS | N NORTH CARCLI NA.

The defendant’s approach to forced conbination wll deter
busi nesses from entering North Carolina unless their interests
are protected by this Court. Absent this Court’s recognition of
statutory and constitutional I|imtations on the defendant’s
power, whether tax burdens are fair and predictable will vary
wi thout rational explanation. Investnent in North Carolina wll
be discouraged in at |east two ways.

First, standardless taxation increases conpliance costs.
Prior to the defendant’s policy change, the fact that business
was transacted with affiliates at arms-length prices all but
assured that the defendant would not require corporations to
conbine their returns. Now, corporations operate in an
environment of uncertainty, where even the npbst standard
i nterconpany transaction can lead to forced conbination, which

rai ses the cost of doing business in North Carolina.
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Second, the defendant appears to have sel ectively exercised
its conbination authority to raise revenue rather than to cause
taxpayers to report properly. Every one of the nearly 100
conbi nations required by the departnent resulted in an increased
tax burden on the relevant taxpayer. Op. § 83. But the defendant
did not sinply require conbination of businesses to determ ne
their “true earnings.” It instead selectively required
conbination in this case, requiring Delhaize to conbine its
return with only one of its two Florida affiliates, see Op. 11
12, 33, 38: including the other affiliate would decrease, rather
than increase Del haize’'s tax burden. Such a policy is plainly
hostile to business interests and principles of fair taxation.

A conpany deciding whether to expand its operations in a
multistate fashion wll necessarily consider whether the
additional cost and conplexity of tax conpliance in a state
out wei ghs the business benefits of expansion. At the margin, the
uncertainty caused by standardless, effectively unreviewable,
tax assessnent, like that inposed on Delhaize, could tend to
cause conpanies to (a) generally choose business activities that
are of |esser value to the business, society, and the econony,
and (b) choose to avoid North Carolina. Such choices, inherent
in any system that requires taxation, are nmade wth increasing

frequency as the costs of conpliance increase.
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CONCLUSI ON

The decision of the Business Court, based on the unrevi ewed
decision of the Court of Appeals in Wil-Mrt, threatens
continued substantial and adverse effects on corporations
transacting or considering transacting business in North
Carolina. Delayed resolution of the issues raised by this
petition will prove costly to North Carolina businesses—and the
consuners, enployees, and investors that rely on them To
prevent these costs, and to preserve the integrity of North
Carolina’s tax system this Court should resolve Plaintiff’s
case expeditiously and grant its Petition for D scretionary
Revi ew Before Determ nation by Court of Appeals.

This the 12th day of August, 2011.

Al ston & Bird LLP

By:

Jasper L. Cunm ngs, Jr.

Counsel for Am cus Council On State Taxation
Al ston & Bird LLP, 4721 Enperor Blvd., Suite
400, Durham N.C. 27703-8580

919 862-2302

Fax 919 862- 2260

j ack. cumm ngs@l st on. com

NC Bar No. 1046

46722.000013 EMF_US 36741492v4
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CERTI FI CATE OF SERVI CE

The undersi gned hereby certifies that he served a copy of the
foregoi ng PROVI SI ONALLY FI LED BRI EF on the parties by electronic
delivery to the emai|l addresses below, this 12th day of August
2011, addressed as foll ows:

Attorney for Defendant:

Kay Linn MIller Hobart, N.C. Attorney Ceneral, P.O Box 629,
Ral ei gh, NC 27602
khobart @cdoj . gov

Attorneys for Plaintiff:
Janes G Exum SM TH MOORE LEATHERWOOD LLP, P.O Box 21927,

G eensboro, NC 27420
jimexum@ni t hnoor el aw. com

Reid L. Phillips, BROOKS Pl ERCE MCLENDON HUMPHREY & LEONARD,
P. O. Box 26000, G eensboro, NC 27420
rphillips@rookspierce.com

Richard L. Watt, Jr., HUNTON & WLLIAMS, L.L.P., 2200
Pennsyl vani a Avenue, NW Washi ngton, DC 20037
rwyatt @unt on. com

This the 12'" day of August, 2011.

Jasper L. Cumm ngs, Jr

Counsel for Am cus Council On State
Taxat i on:

Al ston & Bird LLP, 4721 Enperor Blvd.,
Suite 400, Durham N. C. 27703-8580
919 862-2302

Fax 919 862- 2260

j ack. cumm ngs@l st on. com

NC Bar No. 1046



