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I IDENTITY OF PETITIONER

The Petitioner is Lowe’s Home Centers, LLC (“Lowe’s”).

II. INTRODUCTION

This is a case of first impression, involving unambiguous statutes
and undisputed facts, that asks whether a seller, like Lowe’s, can ever claim
Washington sales tax credits and business and occupation (B&O) tax
deductions for taxes it remitted on worthless private label credit card
(“PLCC”) accounts if the transactions were initially financed by a third
party bank.! Under the law, including this Court’s decision in Puget Sound
National Bankv. Department of Revenue,? the mere fact that a bank initially
owned and managed the PLCC accounts before they were written off does
not affect whether Lowe’s was entitled to a credit or deduction for taxes it
remitted on the accounts after it performs on its guaranty.

RCW 82.08.037 permits a retailer to claim a credit for sales taxes it
has previously remitted if its customer, on whose behalf the retailer remitted
the taxes, buys goods on credit and later defaults. Similarly, RCW
82.04.4284 permits a retailer to take a bad debt deduction for B&O tax on

the same basis.? The corresponding regulation explains that such credits and

1 Lowe’s HIW, Inc. (“HIW™) initially claimed the credits and deductions at issue in this
Petition, but Lowe’s is the successor-in-interest to FIIW and party to this appeal. For ease
of discussion, this Petition will use Lowe’s throughout to refer to both HIW and Lowe’s.
2 123 Wn.2d 284, 868 P.2d 127 (1994) (en banc) (hereinafter “Puget Sound”).

3 This Petition will refer to these two statutes as the “Bad Debt Statutes”. App. 48-52.



deductions “arc based on federal standards for worthlessness under
section 166 of the Internal Revenue Code.™

In Puget Sound, this Court identified only three requirements a
retailer must satisfy to claim a credit/deduction for bad debt losses: “(1) the
seller must be a person, (2) making sales at retail, and (3) entitled to a refund
for sales taxes previously paid on debts which are deductible as worthless
for federal income tax purposes.” 123 Wn.2d at 287. Respondent, the
Washington Department of Revenue (“DOR”™), concedes that Lowe’s
satisfied the first two requirements. DOR also acknowledges that Lowe’s
properly deducted the PLCC bad debts on its federal corporate income tax
returns for the relevant years, pursuant to section 166 of the Internal
Revenue Code of 1986, as amended (“IRC”), thereby satisfying the third
requirement. These conceded facts entitle Lowe’s to take the corresponding
Washington sales tax credits and B&O tax deductions.

DOR, however, denied Lowe’s claim, contending that: (1) the PLCC
financing arrangement here (the “PLCC Agreement™) was identical to the
arrangement at issue in Home Depor’; and (2) retailers who participate in
PLCC arrangements with third party banks can never qualify for bad debt

credits or deductions in Washington.

4 WAC 458-20-196(1)(d) (emphasis added) (the “Bad Debt Regulation™). App. 53-58.
5 Home Depot USA, Inc. v. State Dep’t of Revenue, 151 Wn. App. 509, 215 P.3d 222
(2009) thereinafter “Home Depot”).



However, the PLCC Agreement Lowe’s entered into with third-
party financing companies (the “Bank™) was materially different from the
PLCC agreement analyzed in Home Depot. Under the Home Depot
template, the seller: (1) contracts away its right to take the loss on defaulted
PLCC accounts; (2) is fully paid for the purchase prices and corresponding
tax; (3) bears no risk of loss; and (4) is ineligible to take PLCC bad debt
deductions on its federal income tax returns under IRC § 166. In contrast,
under the PLCC Agreement at issue here, Lowe’s: (1) remains directly
liable, as guarantor, and bears the economic loss for all bad debts arising
from the PLCC accounts (up to a specified cap); (2) remits sales taxes it
cannot recover from its buyers; (3) reflects the PLCC bad debt losses in its
books and records; and (4) deducts, and is entitled to deduct, the losses as
bad debts on its federal income tax returns under IRC § 166.

As guarantor of worthless PLCC accounts, Lowe’s made payment
to the Bank (including all previously-remitted taxes), thereby stood in the
shoes of the original creditor, and became the sole party eligible to deduct
the PLCC bad debts for federal income tax purposes. Since (1) Washington
bases bad debt credits/deductions solely on “federal standards for
worthlessness” under IRC § 166; and (2) the Bad Debt Statutes do not
require a taxpayer to have originated and owned the account, then Lowe’s

was entitled, as a matter of law, to take corresponding credits/deductions.



The trial court agreed with Lowe’s, but felt obliged by its reading of
dicta in Home Depot to go against its inclination to go Lowe’s direction:

Lowe’s has a significant number of persuasive arguments in
this case as to why this situation is different than the Home
Depot situation for the reasons articulated in their briefing,
particularly the plain text of the statute that appears to link
this directly to the federal income tax provisions . . .. What
the court struggles with, however, is the Home Depot
decision’s language, which appears at the urging of the
Department of Revenue in that case to have been originally
focused on the issue of whether or not the bad debt could be
taken as a deduction from federal income tax returns, but
then goes on to use very firm language about the debt must
be held or owned by the party seeking to take the state
deduction or credit or whatever.

I

So if T were sitting de novo without any authority that was
binding me from the Court of Appeals in Home Depot, 1
would feel much more inclined to go Lowe’s direction.’

Likewise, the dissent in the Court of Appeals’ opinion agreed with Lowe’s:

Lowe’s payments were made to discharge the obligation
Lowe’s had as the guarantor of those bad debts, and
therefore under 26 C.F.R. § 1.166-9(a) those payments are
treated as worthiess debts for purposes of 26 U.S.C. § 166.
Lowe’s also met the requirements of 26 C.F.R. § 1.166-9(d).
And because those guaranteed payments constitute bad debts
as that term is used in 26 U.S.C. § 166, Lowe’s is entitled to
a sales tax credit under RCW 82.08.037(1) and a B&O tax
deduction under RCW 82.04.4284(1).7

This Court should accept review of this Petition for two reasons:

§ Verbatim Report of Proceedings (“VRP™) at 3:18-4:11; 4:23-5:1; 5:12-19.

7 Lowe’s Home Ctrs., LLCv. Dep’t of Revenue,  Wh. App 2d , P3d_ ,2018
Wash. App. LEXIS 2082, at ¥39-40, 88, 2018 WL 4214266 (2018) (hercinafter “L TLowe’s
Iy (Maxa, C.J,, dissenting).




First, the majority’s opinion conflicts with Washington law, including
| Puget Sound, which merits review under RAP 13.4(b)(1). This Court should
clarify that the Bad Debt Statutes do not require retailers to initiate and own
the defaulting accounts in order to claim Washington bad debt credits and
deductions. Further, this Court should clarify that Home Depot does not and
cannot Sﬁpport DOR’s position that only the originator and owner of bad
debt accounts, and not a guarantor, can take the credits and deductions for
taxes remitted on the accounts.

Second, the Court should also accept review under RAP 13.4(b)(4).
No Washington court decision has addressed a PLCC arrangement like the
one at issue here and none has held that a seller who has guaranteed a bad
debt and is entitled to a deduction under IRC § 166 is nevertheless barred
from taking corresponding Washington icredits and deductions for taxes
Apreviously remitted on defaulted PLCC accounts. The proper interpretation
of the Bad Debt Statutes is of substantial public interest.

Ill. COURT OF APPEALS DECISION

Lowe’s seeks review of the published decision filed on September
5, 2018, by Division II of the Court of Appeals, wherein the majority
affirmed the trial court’s Order denying Lowe’s claim. See App. 1-36.

IV. ISSUES PRESENTED FOR REVIEW

1. Whether the majority erred in concluding, contrary to Pugef



Sound, that a retailer who guarantees worthless customer debts and
ultimately bears the risk of loss for all bad debts from PLCC accounts is
nevertheless ineligible to take a corresponding bad debt sales tax credit and
B&O tax deduction in Washington.

2. Whether the majority erred in purporting to rely on Home
Depot to hold that Lowe’s can never be eligible to claim a sales tax credit
or B&O tax deduction on bad debts arising from PLCC accounts it does not
initiate and own.

3. Whether the majority erred in concluding that the Bad Debt
Regulation imposes a condition that a retailer must write off as uncollectible
the specific bad debt accounts in its books in order to claim corresponding
sales tax credits and B&O tax deductions, and that Lowe’s did not do so.

4. Whether the majority and dissent erred in holding the denial
of Lowe’s claim did not violate its constitutional equal protection rights.

V. STATEMENT OF THE CASE

A. PROCEDURAL HISTORY

DOR rej ected Lowe’s claims for PLCC bad debt credits/deductions
and assessed Washington sales and B&O taxes, interest, and penalties in the
principal sum of $2,218,507.63 (the “Refund Amount™) for the period of

April 1, 2001 through December 31, 2009 (the “Assessment Period™).?

B CP 450, 464-87 (Decl. 13 & Exs. A & B).



Lowe’s paid this amount in full and, on February 11, 2016, filed suit,
seeking to recover the Refund Amount, plus interest.”

On February 10, 2017, the trial court conducted a hearing on the
parties® cross motions for summary judgment, during which it concluded
there was no genuine issue of material fact and its decision was controlled
by its reading of language in Home Depot that it suggested may have been
dicta.'® On March 3, 2017, the trial court entered an Order denying Lowe’s
motion and granting DOR summary judgment.!

Lowe’s appealed the decision. On September 5, 2018, the Court of
Appeals issued an opinion wherein the majority affirmed the trial court. The
majority erroneously held that, even though the bad debts for which Lowe’s
made guarantee payments included Washington sales and B&O taxes,
Lowe’s was still not entitled to a refund of the remitted taxes.'> The majority
purported to rely on Hmﬁe Depot as grounds for imposing an extra-statutory
requirement that Lowe’s must have initiated the financing and owned the
PLCC accounts when they became worthless in order to claim bad debt
credits and deductions. Id. It further erred in ruling the Bad Debt Regulation

imposes a condition that Lowe’s write off as uncollectible the specific

S CP 450-51 (Decl. f4).

10 Cp 1154-55 (Notice of Hearing); VRP at 3:15-5:1; 29:20-25,
1L Cp 2800-02 (Order).

12 See generqglly, Lowe’s I, 2018 Wash. App. LEXIS 2032.



PLCC accounts and that Lowe’s did not do so.!* Finally, the court held that
the denial of Lowe’s claim did not violate its equal protection rights. Id. at
9968-78. The Chief Judge dissented but agreed with the majority’s
constitutional analysis.!*
B. FACTUAL BACKGROUND

Lowe’s owns and operates retail stores in Washington.! Prior to the
Assessment Period, Lowe’s executed the PLCC Agreement, which
provided that the Bank would, in certain circumstances, extend credit to
customers to make purchases at Lowe’s stores. Lowe’s entered into this
arrangement in the ordinary course of business.'®

A customer seeking to buy items from Lowe’s could submit an
application with the Bank at any Lowe’s store. If the Bank approved the
application, it granted the customer a line of credit that could be used to buy
items at Lowe’s. Within a day or two after the transaction, the Bank would
forward to Lowe’s full payment for the purchases and corresponding taxes.
Lowe’s, as the retailer, would promptly remit Washington sales and B&O

tax on the PLCC transactions in the state.!”

13 1t is undisputed that Lowe’s wrote off in #s books and records the losses it bore in paying
the Bank on the defaulied PLCC accounts. Lowe’s, however, did not own the specific
accoumnts, and therefore could not reflect them in its books and records. As a maftter of tax
and aceounting law, the distinction is irrelevant. Blasi Dep. 31:14-32:9 (App. 44).

4 Lowe’s I, 2018 Wash. App. LEXTS at ¥37-44, §480-98, & *37, n.12.

15 CP 450-51 (Decl. 142, 6).

16 CP 451-52, 488-844 (Decl. §97-9 & Exs. C-F).

17.CP 453 (Decl. 410).



After Lowe’s remitted tax on the purchases, some Cardholders
failed to pay in full, resulting in bad debt losses (“PLCC Bad Debts™).
Though the Bank initiated and technically owned and managed the accounts
while they were current, the PLCC Agreement required Lowe’s to assume
responsibility (on a dollar-for-dollar basis) for all PLCC Bad Debtsup to a
specified cap (the “Cap™). In other words, Lowe’s guaranteed that the Bank
would receive all payments due on PLCC accounts, up to the Cap (the “Bad
Debt Guarantee™),'® Thus, Lowe’s “steps into the creditor’s shoes” with
respect to these accounts.'® When recoveries were made on PLCC accounts
that had been written off as worthiess, the proceeds went to Lowe’s, not the
Bank.?® Lowe’s added these sales back and reported sales taxes thereon.
The benefits Lowe’s received by entering into the PLCC Agreement
provided reasonable consideration for assuming the Bad Debt Guarantee.?!

In honoring the Bad Debt Guarantee, Lowe’s paid the Bank the full
unpaid balances due on the written-off PLCC accounts, which included any
related taxes that Lowe’s had previously remitted to DOR. Consequently,

with respect to PLCC Bad Debts, Lowe’s had remitted taxes that it could

18 (P 453 (Decl. 10, 11). Lowe’s was subject to recourse on all PLCC Bad Debts, except
for certain amounts that ran over the Cap during 2008 and 2009. CP 455 (Decl. §15).
Lowe’s did not claim bad debt credits or deductions for amounts exceeding the Cap.

18 Putnam v. Comm’r, 352 U.S. 82, 85, 77 8. Ct. 175, 176, 1 L. Ed. 2d 144 (1956).

20 CP 454-55 (Decl. §]13-14).

21 CP 454 (Decl. 712).



not recover from its customers. Thus, Lowe’s, not the Bank, was the party
who had advanced and was out of pocket as to sales and B&O taxes paid on
the worthless PLCC transactions.?? The PLCC Agreement explicitly gave
Lowe’s the right to take corresponding credits and deductions for the
resulting losses at both the federal and state levels.? Significantly, Lowe’s
books and records reflected all PLCC Bad Debt lossés that it had incurred.®*

Throughout the Assessment Period, Lowe’s filed consolidated
federal corporate income tax returns (“Federal Returns”). Pursuant to IRC
§ 166, Lowe’s deducted the PLCC Bad Debts, along with its other bad
debts, as “Bad Debts” on Line 15 of the returns.”” The Internal Revenue
Service (“IRS”) regularly audited the Federal Returns and, for tax years
2004 through 2007, focused on the bad debt deductions claimed on Line 15,
including the PLCC arrangement with the Bank. The IRS ultimately
accepted and proposed no adjustments to the PLCC Bad Debts claimed by
Lowe’s. % Lowe’s timely claimed corresponding Washington sales tax
credits and B&O tax deductions on the principal amounts of the written-off

PLCC Bad Debts.?’

2 CP 2668 (Decl. §2).

B Cp 454, 523, 613, 696, 782 (Decl. 713 & Exs. C-F); 1137-38 (Decl. §12).
% CP 455 (Decl. §16). :

25 CP 455-57, 845-98 (Decl. 1§17-18 & Exs. G-1 to G-9).

2 CP 45759 (Decl. §§19-25).

21 CP 459 (Decl. §§26-27).

-10 -



VI. ARGUMENT
A. Tris COURY SHOULD GRANT REVIEW TO CORRECT THE
MAJORITY’S DECISION WHICH (1) MISREADS AND
MISAPPLIES THE BAD DEBT STATUTES AND BAD DEBT
REGULATION AND (2) CONFLICTS WITH PUGET SOUND
As the dissent states, “the majority unnecessarily complicates what
should be a straightforward analysis”, the Bad Debt Statutes
“unambiguously show that [Lowe’s] is entitled to retail sales tax credits and
[B&O)] tax deductions.” In affirming the trial court, the majority misread
and misapplied the Bad Debt Stafutes and the Bad Debt Regulation.
L. The Requirements Under Washington Law
During the Assessment Period, RCW 82.08.037(1) clearly provided:
A seller is entitled to a credit or refund for sales taxes
previously paid on bad debts, as that term is used [for federal

income tax purposes] in 26 U.S.C. Sec. 166.

RCW 82.04.4284(1) permits a similar deduction for B&O tax:

In computing tax there may be deducted from the measure

of tax bad debts, as that term is used in 26 U.S.C. Sec. 166.

. . on which tax was previously paid.
The Bad Debt Regulation clarifies that, for both taxes, “Washington credits,
refunds, and deductions for bad debts are based on federal standards for

worthlessness under section 166 of the Internal Revenue Code.”” No

other standard is specified.

2 Lowe’s I, 2018 Wash. App. LEXIS at *37, 180.
2 WAC 458-20-196(1)(d) (emphasis added).

-11 -



Thus, under the Bad Debt Statutes in effect throughout the
Assessment Period, Washington looked exclusively to federal law and
standards relating to bad debt losses under IRC § 166, along with TREAS.
REG. § 1.166-9, to determine whether a retailer, like Lowe’s, was eligible
to claim a sales tax credit or B&O tax deduction for taxes previously paid
on bad debts. Except for a timing requirement that the credit be taken in
“the tax reporting period in which the bad debt is written off as
uncollectible” and “would be eligible for a bad debt deduction for federal
income tax purposes,” WAC 458-20-196(2), neither the Bad Debt Statutes
nor Bad Debt Regulation imposed any additional conditions or restrictions
on a seller’s right to claim a credit or deduction for tax paid on bad debts.

Puget Sound controlled throughout the Assessment Period. The
majority acknowledged that, in Puget Sound, this Court identified only three
requirements a retailer must satisfy to take a bad debt credit/deduction: “(1)
the seller must be a person, (2) making sales at retail, and (3) entitled to a
refund for sales taxes previously paid on debts which are deductible as
worthless for federal income tax purposes.”® Significantly, this Court did

not even suggest that the taxpayer must have also initiated the financing and

3¢ Lowe's I, 2018 Wash. App. LEXIS at *8, 19. When the Washington Legislature
amended RCW 82.08.037, effective July 1, 2004, it did so while expressly preserving the
requirements established in Puger Sound. 2004 Wash. Legis. Serv. Ch. 153 (5.B. 6515),
§ 301 (CP 1269 (Decl. at Ex. C)).

12 -



then owned the account when it became worthless.
2. Lowe’s Satisfied the Puget Sound Reguirements

Lowe’s plainly satisfies the first two requirements of Puget Sound:
(1) it is a “person”,?! and (2) it made taxable retail sales in Washington.*
Further, there is no dispute that Lowe’s Bad Debt Guarantee payments were
“deductible as worthless for federal income tax purposes™ “[T|he DOR
agrees that [Lowe’s Bad Debt Guarantee payments] qualified as federal
debts arising from a guarantfor loss under 26 C.F.R. §1.166-9(a).” 3
However, DOR argued and the majority erred in agreeing that Lowe’s
payments were not debts on “sales taxes previously paid.”**

The majority’s focus on language in the Bad Debt Statutes that a
credit/deduction is allowed for taxes “previously paid” as gr;)unds for
denying Lowe’s claim is at odds with this Court’s reasoning in Puget Sound.

Specifically, Puget Sound confirmed that a person (in that case a bank) who

31 A “person” is defined to include a corporation. RCW 82.04.030, 82.08.010(6).

32 Gog CP 1255 (Decl. at Ex. B (Barrett Dep. at 58:13-25; 59:17-22)).

33 Lowe’s I, 2018 Wash, App. LEXIS at *12-13, 28 (emphasis added). Under the federal
standards (TRC § 166 and TREAS. REG. § 1.166-9) to which the Bad Debt Statutes are tied,
a guarantor of a worthless debt, who neither initiated the account nor owned it when it
defaulted, is still entitled to claim a bad debt deduction. See CP 1235 (Decl. at Ex. A (Jones
Dep. at 86:1-25)). By its express terms, TREAS. REG. § 1.166-9(d) allows bad debt
deductions to be claimed by “a guarantor, endorser, or indemnitor” — persons who neither
initiated nor owned the accounts when they became worthless. See also Putnam, 352 U.S.
at 85-86 (acknowledging the right of guarantors o deduct, as bad debts, payments made to
creditors in satisfaction of their gnaranties) (CP 1284 (Smith Decl. at Ex. F)).

The IRS itself verified that Lowe’s PLCC Bad Debts met the federal standards for
deductibility. The trial court expressly acknowledged that Lowe’s Federal Returns were
“audited and have been found to be satisfactory.” VRP at 3:18-4:2,

3 Lowe’s I, 2018 Wash. App. LEXIS at *13, 930.

-13 -



acquired through assignment the outstanding accounts receivables
originated by a seller satisfied the 'requirements of the Bad Debt Statute,
even though the bank was not the original seller. This Court reasoned that,
as a result of the assignment, the bank became the party that actually fronted
the sales tax and thereby “step[ped] into the shoes” of the seller for purposes
of claiming sales tax credits for accounts that later defaulted.® The
reasoning applies equally here with Lowe’s.

The parties and the Court of Appeals agree that Lowe’s was a
“ouarantor” of the PL.CC accounts, as that term is defined for purposes of
IRC § 166.3 Also, all agree that in honoring the Bad Debt Guarantee,
Lowe’s paid the unpaid balances due on the written-off PLCC accounts,
which included any corresponding taxes Lowe’s had previously remitted to
DOR.*" In concluding that Lowe’s was entitled to claim sales tax credits
and B&O tax deductions, the dissent emphasized this undisputed fact:

[TThe Banks’ credit card bad debts for which Lowe’s acted

as guarantor included sales taxes and B&O taxes. Lowe’s

initially received reimbursement for sales taxes and B&O

taxes. But because of the guarantee, that reimbursement was

negated and Lowe’s became responsible for the amounts of
the sales taxes and B&O taxes relating to the bad debts.*®

Lowe’s struggles to understand the majority’s contention that, “No

33123 Wn.2d at 292-93.

36 Cp 1137-38 (Decl. §12); Lowe’s I, 2018 Wash. App. LEXIS at *12, 128,
37 Lowe’s I, 2018 Wash. App. LEXTS at *5, 10,

38 Id. at *40, 9 (emphasis in original).

-14 -



legal authority supports the dissent’s position that Lowe’s can ‘negate’ the
buyer-cardholders’ satisfaction of the retail sales tax and circumvent the
obligation to pay DOR sales taxes under RCW 82.08.050(2)-(3) after the
buyers’ tax obligation was satisfied.”* The dissent explained that the Bank
initially forwarded to Lowe’s payment for the purchases and all
corresponding taxes and Lowe’s, as the retailer, promptly remitted the tax
to DOR. But by operation of the Bad Debt Guarantee, Lowe’s paid off the
balances due on the written-off PLCC accounts, which included taxes
. previously remitted to DOR. Consequently, with respect to these PLCC Bad
Debts, Lowe’s had remitted taxes it could not recover from its customers.
In other words, Lowe’s — and not the Bank - was the party out of pocket as
to taxes paid on worthless PLCC transactions. As such, its Bad Debt
Guarantee payments were payments for sales and B&O taxes previously
paid, thereby satisfying the third Puget Sound requirement.*’

3. The Majority Misapplied the Bad Debt
Regulation in Denying Lowe’s Claim

The Bad Debt Regulation specifies the time during which a taxpayer

may claim a bad debt credit/deduction: during “the tax reporting period in

¥ Id. at *28, 760.

# n interpreting statutes, this Court seeks fo ascertain and give effect to the intent and
purpose of legislature. Welch v. Southland Corp., 134 Wn.2d 629, 633, 952 P.2d 162
(1998). Here, the legislative purpose of the Bad Debt Statutes “is to allow sellers to recover
sales taxes they were required to remit to the State but could not collect from the buyer.”
CP 2673 (Dep’t Opp’n at 4). Lowe’s falls within the scope and purpose of the statutes.
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which the bad debt is written off as uncollectible in the taxpayer’s books
and records and would be eligible for a bad debt deduction for federal
income tax purposes.”! The majority misapplied this language in adopting
DOR’s claim that (1) writing off the specific accounts is a prerequisite to
taking a sales tax credit and B&O tax refund; and (2) as a matter of law,
Lowe’s did not satisfy this requirement.*?

As the dissent explained, the Regulation “does not somehow create
a new requirement for claiming the credit or refund.” Rather, the cited
language is merely descriptive, not prescriptive. It describes when a
taxpayer may take the credit/deduction; it neither creates nor implies any
additional, extra-statutory requirement.* Moreover, the record shows that
Lowe’s in fact reflected in its books and records the losses it suffered related
to the PLCC Bad Debts.* Ronald W. Blasi, an expert in the field of federal
éorporate income tax law, testified that there is no specific manner in which
the bad debt losses must be recorded:

A: There should be some type of accounting entry that

indicates Lowe’s is fulfilling its obligation as a guarantor. It

doesn’t have to follow any fixed pattern. There’s nothing in

the law or in the regulations that requires any fixed pattern
to be followed. It just has to be demonstrated that it has had

T WAC 458-20-196(2)(a).

22 See generally, Lowe’s I, 2018 Wash. App. LEXIS 2082.

4 Id. at %43, 96.

44 Neither IRC § 166 nor the corresponding regulations requires a write off of a specific
account for a taxpayer to be eligible for a bad debt deduction for wholly worthless debts,
45 See CP 455 (Decl. 716}.
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a debt, in this case, a debt that arises as a result of the
guarantee, and that debt is bad.*

DOR did not challenge Mr. Blasi’s expert testimony.

Because the majority’s decision misinterprets the Bad Debt Statutes
and Regulation and conflicts with Puget Sound on an issue of substantial
public interest, this Court should accept review under RAP 13.4(b)(1)&(4).

B. THE DECISION THAT LOWE’S CAN NEVER CLAIM A

REFUND BECAUSE IT Dip NOT INITIATE AND OWN THE

PLCC AccounTs CONFLICTS WITH THE LAW AND
PRESENTS AN ISSUE OF SUBSTANTIAL PUBLIC INTEREST

DOR claims Lowe’s can never claim sales tax credits or B&O tax
deductions on worthless PLCC accounts it did not initiate and own. Bu,
DOR also admits that neither the Bad Debt Statutes nor the Bad Debt
Regulation imposes this precondition.*” DOR further admits that it lacks
authority “to create its own laws or to ignore, alter, or add to the laws
enacted by the Legislature.”™®

Because the Bad Debt Statutes, Regulation, and federal standards to
which Washington law is linked contain no language requiring that Lowe’s
must have initiated the financing and owned the PLCC accounts in order to

claim a state bad debt credit or deduction, DOR insists that Home Depot

46 Blasi Dep. 31:14-32:9 (App. 37-47) (also at CP 2714-24).

47 See CP 1259 (Decl,, Bx. B (Dep., pp. 75:22-76:9, 76:16-19)). This testimony is a binding
admission regarding a key material fact that has “substantial weight.” Raborn v. Hayton,
34 Wn.2d 105, 108, 208 P.2d 133 (1949).

48 CP 1215 (Decl. at Ex. A (Jones Dep. at 9:1-25)); CP 1244 (Decl. at Ex. B (Barrett Dep.
at 14:21-25; 15:8-10; 17:5-13)).
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implicitly imposes the requirement. The majority erred in agreeing:
Home Depot supports the DOR’s position that a bad debt
“directly attributable” to a retail sale and thus eligible for the
state tax refund must be owned by the taxpayer and inifiated
by a seller. The Home Depot court emphasized that “the
party seeking the [state] deduction must be the one holding

the bad debt [on the retail sale] as well as the one to whom
repayment on such a debt would be made.”™

But the referenced Home Depo{ language merely states that “the
.party secking the deduction must be the one holding the bad debt.”>® Home
Depot does not state the party had to initiate and own the account. There is
a fundamental difference between holding a debt and initiating and owning
the account. Although Lowe’s did not initiate or own the PL.CC accounts,
by operation of its Bad Debt Guarantee payments, Lowe’s stepped into the
Bank’s shoes and held the PI.CC Bad Debts when it claimed the deduction
under IRC § 166 and corresponding Washington credits and deductions.

When a PLCC Cardholder purchases merchandise from Lowe’s, his
initial debtor-creditor relationship is with the Bank. But once Lowe’s fulfills
its obligation as guarantor of the PLCC Bad Debts, it assumes the Bank’s
role as the Cardholder’s creditor. Thé record establishes that the Bank
recovered from Lowe’s, as guarantor, the unpaid balances due on the

written-off PLCC accounts, which included any related taxes. Accordingly,

4 Lowe’s I, 2018 Wash. App. LEXIS at *18, 140 (emphasis added, internal citations
omitted).

30 151 Wn. App. at 922 (emphasis added).
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by operation of law, Lowe’s became “the one holding the debt” and the “one

to whom repayment on such debt would be made”.”!

The majority erred in concluding that “Lowe’s did not incur a bad
debt loss ‘directly attributable’ to a retail sale”.* In Putnam, the U.S.

Supreme Court explained the effect of guarantees like Lowe’s Bad Debt

Guarantee:

instanter upon the payment by the guarantor of the debt, the
debtor’s obligation to the creditor becomes an obligation to
the guarantor, not a new debt, but by subrogation, the
result of the shift of the original debt from the creditor to
the guarantor who steps into the creditor’s shoes.”

Washington has recognized the same for 118 years:

It is a well-settled principle that a surety or guarantor who

pays the debt of his principal will be substituted in the place

of the creditor of such principal, as to all securities for the

debt held by the creditor, and will be entitled to the same

benefit from them as the creditor himself might have had.>*

Because Lowe’s stepped into the Bank’s shoes, the PLCC Bad
Debts were not attributable to the cost of doing business or a collateral debt
as the majority suggests. Rather, as the U.S. Supreme Court emphasized,
the guarantor’s obligation is “not a new debt,” but “the shift of the original

debt from the creditor to the guarantor.”? Further, Lowe’s subsequently

51 CP 453-57 (Decl, at §q11, 14-15, 17-18); CP 2668 (Decl. 12).
52 Lowe’s I, 2018 Wash. App. LEXIS at *21, [46.

53352 10.S. at 85-86 (emphasis added).

54 Blewett v. Bash, 22 Wash. 536, 543-44, 61 P, 776 (1900).

55 Putnam, 352 11.S. at 85-86.
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received recoveries on PLCC accounts that had previously been written off
as worthless, and paid sales tax on these amounts. These are the critical and
determinative distinctions between this case and Home Depot.>®

C. EQUAL PROTECTION

The equal protection clause requires that tax law must “apply alike
to all persons within [a] designated class” and “reasonable ground must
exist for making a distinction between those who fall within the class and
those who do not.”” Here, the Bad Debt Statutes provide a statutory remedy
for retailers that pay taxes they cannot recover from defaulted buyers.
Lowe’s, as guarantor, falls within this class of retailers. DOR’s
unauthorized imposition of an extra-statutory requirement that Lowe’s must
have initiated and owned the worthless PLCC accounts in order to claim
bad debt credits/deductions violates Lowe’s equal protection rights.*®

Respectfully submitted this 4th day of October, 2018.

" Justin P. Walsh, WSBA No. 40696

56 Home Depot did not involve a similar guarantee and Home Depot was never out of
pocket for sales tax remitted to Washington on accounts that became worthless. As a
practical matter, Home Depot did not care if the PLCC customers ever paid on their
accounts. The Court of Appeals denied the refind clajm because Home Depot did not bear
the economic loss and “could not deduct defaulted debt on its private label cards as bad
debt under [the] federal income tax laws.” 151 Wn. App. at 915.

57 State ex rel. N. Pac. Ry, Co. v. Henneford, 3 Wi.2d 48, 54, 99 P.2d 616 (1940).

58 Allegheny Pittsburgh Coal Co. v. Cty. Comm'n of Webster Cty., W. Va., 488 11.8, 336,
345, 109 8. Ct. 633, 102 L. Ed. 2d 688 (1989).
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Filed
Washington State
Court of Appeals

Division Two

Septernber 5, 2018

IN THE COURT OF APPEALS OF THE STATE OF WASHINGTON

DIVISION I
LOWE’S HOME CENTERS, LLC, No. 50080-9-11
Appellant,
V.
DEPARTMENT OF REVENUE, STATE OF PUBLISHED OPINICN
WASHINGTON,
Respondent,

JOHANSON, J, - In this state tax refimd claim case, Lowe’s Home Centers LLC appeals
the superior court’s order denying Lowe’s a tax refind on cross motions for summary judgment
filed by the Department of Reverie (DOR) and Lowe’s. Lowe’s customers made retail purchases
using Lowe’s credit cards issued by GE Capital Financial Inc. and Monogram Credit Bank of -
Georgia (collectively the Bank}), The Bank paid Lowes in full for the cardholders’ purchases
within one to two days of each transaction. Some cardholders defaulted on their credit card
payments to the Bank, and Lowe’s profit-share amount under agreements with the Bank was
reduced by the amount in which cardholders had defaulted, up to a specified cap. Lowe’s argues
that as a matter of law under the undisputed facts, it is entitled to a state retail sales tax and

corresponding retailing business and occupation (B&O) tax refund on the reductions to its profit-
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sharing income based on its guaranty of defaulted accounts under the profit-sharing agreements.
And it argues that the superior court violated its due process and equal protection rights. We
affirm.

FACTS

Between Aprii 1, 2061 and December 31, 2009, the reievan_ttax assessent period, Lowe’s
sold merchandise at its retail stores. Many customers paid for products using “private label credit
cards” (PLCC) that could be used only at Lowe’s stores. Clerk’s Papers (CP) at 68. APLCCisa
customized credif card that may be used only at a particular retailer’s outlets.

The PLCCs were issued under agreements between Lowe’s and the Bank. The agreements
provided (1) the terms under which the Bank extended credit to Lowe’s customers and furnished
cash payment to Lowe’s for items purchased under the PLCC accounts, (2) the terms governing
ownetship and management of PLCC accoutits, and {3) the terms by which Lowe’s and the Bank
jointly marketed the PLCCs to Lowe’s customers and shared profits and losses resulting from the
PLCC accounts.

I. PAYMENT FOR PLCC PURCHASES

Under the PLCC agreemets, the Bank would extend credit to qualified Lowe’s customers
for purchases at Lowe’s stores. The cardholder could then purchase goods from Lowe’s stores
using the line of credit provided by the Bank.

When a cardholder made a purchase using a PLCC, the Bank forwarded full payment for
the purchase and all corresponding taxes to Lowe’s within one to two days. Lowe's promptly

remitted to the DOR all Washington sales and B&O taxes on the PLCC transactions, Lowe’s
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accounted for PLCC transactions as “cash and cash equivelents,” the same term used for
customers’ payments with cash, check, or other credit cards. CP at 60.
II. OWNERSHIP AND MANAGEMENT OF PLCC ACCOUNTS
Under the PLCC agreements, the Bank was the ;‘sole and exclusive ownetr” and manager
of all PLCC accounts and outstanding receivables. CP at 136, As such, credit sales generated
| through Lowe’s PLCCs were not reflected in Lowe’s accounts receivable.

In addition, the Bank had the “sole right to establish the finance charge rates” and “all other
terms and conditions” related to the credit accounis. CP at 136. Towe’s had “no right, title or
interest” in the credit accounts and transaction-related documentation. CP at 136, The Bank had
the exclusive right to receive cardholder payments. And the Bank was “entitled to receive all
payments made by or on behalf of Cardholders on Accounts. . . . Retailers acknowledge and agree
that they have no right, title or interest in ot to . . . any payments made by or on behalf of
Cardholders on Accounts or any proceeds with respect to the accounts.” CP at 136, All marketing
and promotional materjals given to customers had to “clearly disclose that Bank is the owner and
creditor on all Accounts.” CP at 134, All PLCC services were to be “performed and controlled
dircctly” by the Bank. CP af 49.

L. JONT MARKETING AND PROFIT AND LOSS SHARING

Lowe’s and the Bank jointly martketed and promoted P1.CCs. As an incentive to Lowe’s

to promote the use of the PLCCs, the Bank and Lowe’s agreed to share profits and losses associated

with the accounts.

Under the agrecrhenté’ terms, Lowe’s was entitled to additional profits generated by the

PLCC portfolio once the Bank reached its target rate of return. Lowe’s znd the Bank settled the
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profit-sharing obligations on a monthly basis after balancing the revenues generated by fingnce
charges, fees, debt insurance premiums, and other services against program expenses, including
net write-offs,

In exchange for the benefits Lowe’s received from the PLCC agreements, including sharing
profits and “giving its customers increased access and incentives to purchase additional
merchandise,” Lowe’s agreed to “pay to the Bank{] any amounts that the Cardholders failed to pay
on theit PLCC accounts, up to” a specified cap.! CP at 453-54. The defaulted accounts Lowe’s
guaranteed under the profit-sharing agreements included the purchase prices and retail sales taxes
for Lowe’s products that catdholders had failed to repay the Bank. To satisfy Lowe’s obligation
under the profit-sharing agreements’ guarantee provision, the Bank reduced Lowe’s monthly shate
of profit distributions up to a specified percentage of anticipated average net receivables on the
PLCC accounts. The Bank was tesponsible for losses on defaulted acoounts exceeding the cap.

The agreements stated that Lowe’s “and ot Bank shall have the right to claim any available
sales tax deductions related to Net Write-Offs borne by” Lowe’s. CP at 454, 523, 613, 696, 782

When a customer defaulted on its PLCC account, the Bank, not Lowe’s, possessed the
accounts receivable and had authority to write off the mmcollectible debt on its books and records.
CPat 113 (*[The Baﬁk} has the receivables and Habilities, along with anything else on their books,
and Lowe’s does not have a receivable or liability on its books and records at all.”); CP at 945

(“{The Bank] owns the receivable and [Lowe’s] do[es] not make an entry when an account is

I Lowe’s calls this clause the “Bad Debt Guarantee.” Br, of Appellant at 9. For clarity, we use
the term “profit-sharing reduction” to describe the amount that Lowe’s profits were reduced under
the profit-sharing agreements to cover a portion of Lowe’s losses from defaulted PLCC accounts.
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uncollectible.”). Although Lowe’s books and records reflected Lowe’s profit-sharing reductions,
Lowe’s books and records did not reflect any accounts receivable on the PLCC accounts nor
unpéid debt obligations owed to Lowe’s by cardholdets.
IV. PROCEDURAL HISTORY
Throughout the relevant assesstnent period, Lowe’s filed federal corporate income tax
returns. Under 26 U.S.C. § 166, Lowe’s deducted its profit-sharing reductions as “Bad Debts” on
line 15 of the tax returns. CP at 846. The Internal Revenue Service (IRS) aundited these returns
and proposed no adjnstments to Lowe’s bad debt deductions.
Lowe’s also claimed a Washington tetail sales tax credit under RCW 82.08.037° and
tetailing B&O tax deduction under RCW 82.04.,4284* for Lowe’s profit-sharing reductions. The
DOR audited Lowe’s and determined that Lowe’s had improperly claimed bad debt sales tax

credits and B&O tax deductions on the defaulied PLCC accounts.

2 Qur opinion refers to Lowe’s bad debts from its profit-sharing reductions as “profit-sharing bad
debis.”

3 Three versions of RCW 82.08.037 were in effect during the assessment period at issue here, See
former RCW 82.08.037 (1982) (effective from 1982 to June 30, 2004); former RCW 82.08.037
(2004) (effective from July 1, 2004 to June 30, 2008); former RCW 82.08.037 (2007} (effective
from July 1, 2008 to April 30, 2010) (The statute was also amended in 2003, but that amendment
was replaced by the 2004 amendment.). The legislature amended this statute again in 2010. See

LAWS OF 2010, ch, 23, § 1502. Because there is no relevant distinction between any of these
versions of the statute, we cite to the current version of the statite.

* Two versions of RCW 82.04.4284 were in effect during the assessment period at issue here,

See former RCW 82.04.4284 (1980); former RCW 82.04.4284 (2004). Because there is no
relevant distinction between these two versions of the statute, we cite to the current version.
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| After these audits, the DOR assessed retail sales taxes and refailing B&O taxes against
Lowe’s. Lowe’s paid in full both assessments. Lowe’s filed an appeal under RCW 82.32.180

secking a retail sales tax and retailing B&O tax refund.
The parties filed cross motions for summary judgment. The superior court ruied that under
Home Depot USA, Inc. v. Department of Revenue,’ the DOR propetly denied Lowe’s tax refund.
Consequently, the superior court granted the DOR’s summary judgment motion and denied

Lowe’s summary judgment motion. Lowe’s appeals.
ANALYSIS
1. PRINCIPLES OF LAW
A, STANDARD OF REVIEW

We review a summary judgment order de novo, and we perform the same inquiry as the
superior court. Sheehan v. Cent. Puget Sound Reg’l Transit Auth., 155 Wn.2d 790, 79697, 123
P3d 88 (2005), We consider all the facis submitted to the superior court and all reasonable
inferences from the facts in the light most favorable to the nonmoving party. Keckv. Collins, 184
Wn.2d 358, 370, 357 P.3d 1080 (2015). The moving party is entitled to summary judgment if it
shows that the pleadings, affidavits, depositions, and admissions on file demonstrate the absence
of any genuine issues of material fact and that the moving party is entitled to judgment as a matter

of law. Sheechan, 155 Wn.2d at 797; CR 56(c).

5151 Wn. App. 909, 215 P.3d 222 (2009).
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B. RETAIL SALES TAX BACKGROUND

Washington imposes a 6.5 percent tax on each retail sale of tangible personal property.
RCW 82.08.020(1)(a). The tax is based on the “‘selling price,” which means “the total amount
of consideration” for which a good is sold, without deduction for the seller’s overhead expenses
or any other expenses whatsoever and without deduction on account of losses, RCW 82.08.010(1).
The buyer has the primary obligation to pay the sales tax, but the seller has the duty to temit sales
tax even if no tax is collected at the time of sale. RCW 82.,08.050(1); 44RO Med. Supplies, Inc.
v. Dep’t of Revenue, 132 Wn. App. 709, 716, 132 P.3d 1143 (2006). Sales taxes paid by the seller
on the buyer’s behalf but not paid from the buyer to the seller are a debt owed by the buyer to the
seller. Home Depot, 151 Wn. App. at 917.

“A seller is entitled to a credit or refund for sales t;axcs previously paid on bad debts, as
that term is used in 26 U.S.C. Sec. 166,” RCW 82,08.037(1). In Puget Sound National Bankv.
Department of Revenye, our Supreme Court stated that “RCW 82.08.037 has three requirements:
(1) the seller must be a person, (2) making sales at retail, and (3} entitled to arefund for sales taxes
previpusly paid on debts which are deductible as worthless for federal income tax purposes.” 123
Wn.2d 284, 287, 868 P.2d 127 (1994). The legislative purpose of RCW 82.08.037 is to provide a
remedy for sellers that paid taxes they could not collect from the buyer. Home Depot, 151 Wn,
App. at 517, 920-21,

In addition to recognizing tax credits and refunds for bad debts resulting from retail sales
tax unpaici by consumers under RCW 82.08.037, Washington law separately recognizes tax credits

and deductions for bad debts that result from other sources, including B&O tax bad debts (RCW
82.04.4284).

APP, 007



No. 506080-9-I

The B&O tax applies to ““virtually all business activities cartied on within the state.*”
Steven Klein, Ine. v. Dep 't of Revenue, 183 Wn.2d 889, 896, 357 P.3d 59 (2015) (infernal guotation
marks omitted) (quoting Simpson Inv. Co. v. Dep’t of Revenue, 141 Wn.2d 139, 149, 3 P.3d 741
(2000)). Various rates apply to different business activities, Steven Klein, Inc., 183 Wn.2d at 897.
For those making retail sales, the tetailing B&O tax applies at the rate of 471 percent of “the gross
proceeds of sales of the business.” RCW 82,04.250(1). When computing B&O tax, a party may
deduct “from the measure of tax bad debts, as that term is used in 26 U.S.C. Sec. 166 .. . on which

tax was previously paid.” RCW 82.04.4284(1).

Until 2018, the DOR’s regulations governing bad debt oredits, refunds, and deductions

under RCW 82.08.037 and RCW 82.04.4284 include the following:

Washington credits, refunds, and deductions for bad debts are based on federal
standards for worthlessness under section 166 of the Internal Revenue Code
[(ROJ..... '

(2) Retail sales and use tax.

(a) General rule, Under RCW 82.08.037 and 82.12.037, sellers are entitled
to a credit or refund for sales and use taxes previously paid on “bad debts” under
.section 166 of the [IRC]. . . , Taxpayers may claim the credit or refund for the tax
reporting period in which the bad debt is written off as wncollectible in the

taxpayet’s books and records and would be eligible for a bad debt deduction for
federal income tax purposes. . . . o

(3) Business and occupation tax.

(2) General rule, Under RCW 82.04.4284, taxpayers may deduct from the
measute of B&O tax “bad debis” under section 166 of the [IRC], as amended or
renumbered as of Janvary 1, 2003, on which tax was previously paid.

APP. 008



No. 50080-9-1T

Former WAC 458-20-196{1)(c)-(3) (2010) (emphasis added).® The unpaid debt obligation must
_have been reported as income, and debts from unpaid fees or unrealized profits do not qualify. 26
CF.R. § 1.166-1(a), (c), (e).
“Taxes are presumed to be just an& fegal, and the burden is on the taxpayer to prove that
the tax is Incorrect,” 4OL, LLCv. Dep’t of Revenue, 149 Wn. App. 533, 554,205 P.3d 159 (2009)
(citing Ford Motor Co. v. City of Seaitlé, 160 Wn.2d 32, 41, 156 P.3d 185 (2007)). The taxpayetr
seeking a refund has the burden of proving that the DOR incorrectly assessed the tax and it is
entitled to arefund. RCW 82.32.180; Wash. Imaging Servs., LLC v. Dep’t of Revenue, 171 Wn.2d
548, 555,252 P.3d 885 (2011). Courts focus on substance rather than form when determining tax
classifications. First Am. Title Ins. Co. v. Dep’t of Revenue, 144 Wn.2d 300, 303, 27 P.3d 604
(2001},
IL BAD DEBT TAX REFUND
The parties agree there are no genuine issues of material fact. The parties dispute whether,
as a matter of law, Lowe’s was entitled to a bad debt retail sales tax refund under RCW 82.08.037
and a corresponding retailing B&O tax refund under RCW 82.04.4234 for Lowe’s profit-sharing

bad debts. We agree with the DOR that Lowe's was not entitled to a sales or B&O tax refund.”

¢ Given the similarity between provisions governing the bad debt retail sales tax and bad debt B&O
tax exemptions, Lowe’s does not distinguish between them in its analysis.

7 Lowe’s refers to these provisions together as the “Bad Debt Statutes” throughout its briefing and
argues that “Washington law requites uniform treatment of bad debts losses for purposes of sales
tax and B&O tax.” Br. of Appellant at 15, Lowe’s primarily cites authority regarding the retail
sales tax credit under RCW 82,08.037 and argues that the authority controls Lowe’s B&O tax
eligibility because the standards governing eligibility for the retail sales tax exemption and a
retailing B&O tax deduction are substantially similar. Our analysis focuses on Lowe’s retail sales
tax exemption claim because the parties’ briefing and legal authority focused almost exclusively

9
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A. BAD DEST REFUND REQUIREMENTS
We first identify the requirements Lowe’s must satisfy to be eligible for a tax refund under
RCW 82.08.037. Lowe’s argues that its i)roﬁt—sharing reductions qualify for a tax refund under
RCW 82.08.037 because the reductions were deductible under 26 U.S.C, § 166, The DOR asseris
that in addition to qualifying for a bad debt deduction under 26 U.58.C. § 166, Lowe’s must also
show that its profit-sharing reductions are “sales taxes previously paid” and “written off as

~ uncollectible” to obtain a tax refund under RCW 82,08.037(1); WAC 458-20-196(2)(a). We agree
with the DOR.

1. PRINCIPLES OF LAW

RCW 82.08.037(1) provides that “[a] seller is entitled to a credit or refund for sales faxes
previou.s'l); paid on bad debts, as that term is used in 26 U.S.C. Sec. 166,” (Emphasis added.)
Taxpafers may claim a credit or refund under RCW 82.08.037 only “for the tax reporting period
in which the bad debt is written off as uncollectible in the taxpayer’s books and records and would
be eligible for a bad debt deduction for federal income tax purposes.” Former WAC 458-20-
196(2)(a) (emphasis added). A party is eligible for a state tax refund vnder RCW 82.08.037 only
when it has bad debt “directly attributable” to a retail sales tax payment, Home Depot, 151 Wn,
App. at 922. In addifion, the party sceking the state bad debt deduction must be the one holding

the bad debt as well as the one to whom repayment on such debt would be made. Home Depot,

151 Wn. App. at 922.

on the retail sales tax issue. To the extent that Lowe’s relies on its failed retail sales tax credit
claim to support its eligibility for the B&O deduction, Lowe’s arguments necessarily fail.

10
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A deductible bad debt under 26 U.S.C. § 166 is defined broadly and must “arise[] from a
debtor;cre&itor relationship based upon a valid and enforcesble obligation to pay a fixed or
determinable sum of money.” 26 CF.R. § 1.166-1(c). Bad debts under 26 U.5.C. § 166 can result
from a variety of transactions, including losses on unpaid loans or payments on a guatanty. 26
_ CER. §1.166-9(a); see, e.g., Trentv. C.LR., 291 R.2d 669, 671 (2d Cir. 1961); First Trust & Sav.
Bani; of Davenport, lowa v, United States, 301 F. Supp. 194, 197 (8.D. Towa, 1969).

2. FEDERAL DEDUCTIBILITY NOT SOLE REQUIREMENT

Contrary to Lowe’s assertions, whether Lowe’s qualified for a federal bad debt deduction
is not at issue. Here, the DOR agrees that Lowe’s profit-sharing reductions qualified as federal
bad debts axising from a guarantor loss under 26 C.ER. § 1.166-9(a). Wash. Court of Appeals
oral argument, Lowe 's Home Centers, LLC, v. Dep't of Revenue, No. 50080—9—11 (Feb. 21, 2018),
at 22 min., 40 sec. through 25 min., 24 sec. (on file with court). The core of the parties’
disagreement is whether there are additional requirements fo obtain a state tax refund and, if so,
whether Lowe’s has' satisfied the requirements,

However, the fact that 3 bad debt is deductible under federal law is not itself sufficient to
~ support a tax credit under RCW 8§2.08.037. Although there are many forms of federal bad debt
that may be claimed under 26 U.S.C. § 166, 26 C.E.R. § 1.166-1(a), (¢), and 26 CF.R. § 1.166-
9(a), only bad debts “on sales taxes previously paid” that are “written off as uncollectible” qualify
for a retail sales tax refund. RCW 82.08.037(1); former WAC 458-20-196(2)(s). Thus, Lowe’s
has the burden to establish that its profit-sharing reductions are “sales taxes previously paid” and

“written off as uncollectible.” RCW 82.08.037(1); former WAC 458-20-196(2)(a). To the extent
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Lowe’s asserts that it qualifies for a state tax refund because its profit-sharing reductions were
deductible as bad debts under 26 U.S.C. § 166, its claim fails.
B. “SA1LES TAXES PREVIOUSLY PAID”

Lowe’s attempts to frame its federal bad debts as debts on ‘;sales taxes previously paid”
because its profit-shating reductions covered some of the Bank’s losses on PLCC accounts that
included charges for retail sales tax, RCW £2.08.037(1). The DOR asserts that Lowe’s profit-
sharing bad debts are not debts on “sales taxes previously paid” because (1) Lowe’s received
payment on the gross proceeds for retail sale PLCC fransactions and (2) under Home Depot,
Lowe’s profit-sharing bad debts were not “directly attributable” to a retail sale but instead were

attributable fo its separate contractual agresments with the Bank, RCW 82.08.037(1); 151 Wn.2d

at 922, We agree with the DOR,
L RETAIL SALE PROCEEDS RECEIVED
The parties dispute whether Lowe’s receipt of gross proceeds on the PLCC retail sales
eliminated any debt on “sales taxes previously paid” by Lowe’s. RCW 82.08.037(1). We agree
Wiﬂl DOR that because Lowe’s received proceeds from the Bank for the PLCC retail sale
transactions, Lowe’s had nﬁ debts on “sales taxes previously paid.” RCW 82.08.037(1). _
RCW 82.08.037(1) provides that “[a] seller is entitled to a credit or refund for sales taxes
previously paid on bad debts, as that term is used in 26 U.S.C. Sec. 166.” A bad debt wnder 26
U.8.C. § 166 must “arise|] from a debtor-creditor relationship based npon a valid and enforceable
obligation to pay a fixed or determinable sum of money.” 26 CFR. § 1.166-1(c). Importantly,
courts focus on the substance of a transaction to determine how it is classified for tax purposes,

rather than relying on the characterization of transactions provided in taxpayers® contracts with
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third parties. See First Am. Title Ins. Co,, 144 Wn.2d at 303. Retail sales tax is based on the
“[s]elling price,” which means “the total amount of consideration” for which a good is sold.
RCW 82.08.010(1)(a)(i). Sales taxes paid by the selier on behalf of the buyer but not paid from
the buyer to the seller are a debt owed by the buyer to the seller, Home Depot, 151 Wn. App. at
917.

Hete, when a cardholder made a purchase using a PLCC, the Bank forwarded to Lowe’s
full payment for the purchase and all corresponding taxes within one to two days, Lowe’s thus
received the “[s]elling price’” from the Bank. RCW 82.08.010(1)(a)(i). Lowe’s accounted for
PLCC transactions as “cash and cash equivalents,” the same termn used for customets’ payments
with cash, check, or other credit cards. CP at 60. In addition, Lowe’s books and records did not
reflect any unpaid debt obligations on defaulted credit card accounts, and Lowe’s did not carry
any of the cardholders’ accounts on its books. Once the Bank paid Lowe’s proceeds for the selling
price including sales tax, any debt for sales tax by the costomer to Lowe’s was satisfied. See Home
Depot, 151 Wn. App. at 921-22, Because Lowe’s had actnally collected the sales tax that it
remitted to the State, it had no bad debt on sales tax paid to the DOR.

Lowe’s profit-sharing reductions did not result in a bad debt on sales tax previously paid
because the reductions did not cover sales tax that Lowe’s remitted to the State that the bﬁyer failed
to repay but instead were profit-sharing reductions that covered some of the Bank’s PLCC losses
for credit it extended to cardholders. See Home Depot, 151 Wn. App. at 921-11; 26 CF.R. §
1.166-9(a). As such, Lowe’s profit-sharing bad debt resulted from the bargained-for proﬁt_—sharing

agreements and not debts on sales tax owed to Lowe’s on a retail sales fransaction.
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Although Lowe’s correctly asserts that the PLCC agreements stated that Lowe’s had the
right to ““claim any available sales tax deductions related to*” its profit-sharing reductions, this
contract provision does not control our characterization of the transactions for tax purpose:s. CP
at 523, A private agreement does not disrupt a party’s statutory tax obligations or the proper
characterization of its transactions for tax purposes. Wash. Imaging Services, 171 Wn.2d at 556-
57

Becaunse Lowe’s profit-sharing reductions wete not bad debts on “sales taxes previously
paid,” they did not qualify for a state sales tax refund under RCW 82.08.037(1).

2 HoumEe DEPOT

To further support its argument that Lowe’s federal bad debts were not debts on “sales
taxes previously paid,” the DOR relies on Home Depot. We agree with the DOR that under Home
Depot, Lowe’s profit-sharing bad debts are not “directly attributable” fo retail sales and thus not
subject to a tax refund under RCW 82.08,037. 151 Wn. App. at 922.

a. HoMe DEpOTHOLDING

Lowe’s argues that Home Depot does nof require a taxpayer to “own” and “initiate” the
bad debt to obtain a state fax refund under RCW 82.08.037. Appellant’s Reply Br. at 12, 16, The
DOR asserts that under Home Depot, a retailer cannot obtain a state tax refund on bad debts arising
from PLCCs it does not own and that the retailer did not initiate because such debts are not
“directly attributable” to retail sales. 151 Wn, App. at 922, We agree with the DOR.

In Home Depot, we addressed whether a retailer, Home Depot, qualified for a sales tax
refund under RCW 82.08.037 on service fees that the retailer Home Depot paid on bank-owned

PLCCs. 151 Wn. App. at 912-13. Home Depot contracted with a bank to establish a PLCC
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program. Home Depot, 151 W, App. at 913. The bank was the exclusive owner of the accounts
and bore the risk of all credit losses, and the bank took a federal bad debt deduction while Home
Depot did not. Home Depot, 151 Wn. App. at 913, 914, The bank paid Home Depot the sales
proceeds on PLCC transactions daily and subtracted service fees, which were calculated in part to
cover the bank’s losses on uncollectible accounts. Home Depot, 151 Wn. App. at 914. Home
Depot raised a similar argument to Lowe’s, claiming that as long as it “actually bore the risk of
loss from the defanlted debts” by paying the service fees, it was entitled to a state tax refund under
RCW 82,08,037 for debts the bank claimed as bad debts. Home Depot, 151 Wn. App. at 915.

We held that Home Depot had no debt “directly attributable” to a retail sales tax payment
and thus was not eligible for a state tax refund under RCW 82.08.037. Home Depot, 151 Wn.
App. at 922. We explained that at the time a PLCC cardholder purchased an item on their PLCC,
Home Depot paid the sales tax due to DOR and this created a statufory “debt” due from the buyer
to the seller, Home Depot, 151 Wn. App. at 921-22. However, when the bank fransmitted the
putchase price to Home Depot, the debt between Home Depot and the buyer “ceased to exist.”
Home Depot, 151 Wn. App. at 922. At that point, Horoe Depot no longer held any debt “directly
attributable” fo the retail sale and thus could not qualify for the state bad debt deduction. Home
Depot, 151 Wn, App. at 922,

Comirary to Lowe’s and the dissent’s assertions, Home Depot sapports the DOR’s position
that a bad debt “directly attributable” to a retail sale and thus eligible for the state tax refund must
be owned by the taxpayer and initigted by a seller. 151 Wn. App. at 922. The Home Depot court

emphasized that “the party seeking the [state] deduction must be the one holding the bad debt fon
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the retail sale] as well. as the one to whom repayment on such a debt would be made.” 151 Wn.
App, at 922.

In addition, we stated that refailers that only extend credit to their customers and “finance
their own retail sales™ belong to the class of persons entitled to utilize Washington’s bad debt tax
statutes. Home Depot,‘ISI Wn. App. at 927 (emphasis added). The defaulied PLCC accounts that
Home Depot’s service fees helped to cover were initiated by the Bank rather than by Home Depot
and therefore were not initiated by the seller. See Home Depot, 151 Wn. App. at 923,

Further, Home Depot did not own the debt, as evidenced by the fact that it had no inferest
in the PLCC debts, it had no right to collect any unpaid sums ftom the buyer, and it did not deduct
bad debt on its federal tax returns.® Howme Depot, 151 Wn. App. at 922. qu:ause Home Depot did
not own or injtiate the PLCC accounts and resulting losses that Home Depot’s service fees helped
cover, Home Depot’s payments were not “directly atiributable” to a retail sale. Home Depot, 151
Wi, App. at 922,

As DOR asserts, the only Supreme Court decision that has addressed RCW §2.08.037
supports Home Depor’s holding that a bad debt must be owned by the taxpayer and initiated by
the seller in a retail sales transaction to qualify for a tax refund under RCW 82.08.037.

In Puget Sound, our Supreme Court held that where a seller extends a loan to a buyer
through an installment contract and lafer assigns the outstanding installment contract to a third
party, the third party assumes the seller’s rights under the contract, including the right fo collect

the sales contract debt from the buyer and claim any bad debt from the sales contracts on its state

8 Lowe’s argues that wnder Home Depot, the party that takes the federal bad debt deduction is
entitled to a tax refund wmder RCW 82.08.037. For the reasons discussed below, this claim fails.
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tax returns. Puget Sound, 123 Wn.2d at 293. The bank that owned the accounts in Puget Sound
was allowed to claim a state bad debt refund on uncollectible sales contracts because it “stepped
into the [seller’s] shoes” and was thus entitled to the seller’s tax benefits for the Joans that wete
initiated by the seller and involved debts owed by the buyer to the seller from the retail sale. 123
Wn.2d at 293. Puget Sound supports that loans exiended directly by the seller to a buyer in a retail
sales transaction qualify for the state bad debt deduction. 123 Wn.2d at 263.

In light of Puget Sound’s reasoning, we agree with the DOR that Home Depot authorizes
a tax refund under RCW 82.08.037 only where the bad debt is “directly attributable” to a retail

sale, which requires that the debt be owned by the taxpayer and originated with the seller. 151
Wn. App. at 922.

b. HOME DEPOT APPLICABLE HERE

Home Depot’s reasoning is controlling in thi's case. Like Home Depot, Lowe’s contracted
with the Bank and established a PLCC program. As in Home Depot’s agreements, Lowe’s
agreements with the Bank provided that the Bank was the exclusive owner of all PLCC accounts,
In addition, just as Home Depot paid fees to cover the bank’s bad debt losses from defaulted
accounts, Lowe’s, under the profit-sharing agreements, reduced its monthly share of profit
distributions to cover a portion of the Banl’s bad debt losses. And just as RCW 82.08.037 did not
provide a retail sales tax refund for Home Depot’s service fees paid to the bank, Lowe’s is not
entitled to such a deduction for its payments that covered the Bank’s PLCC account losses. This
is because, lilke Home Depot, Lowe’s did not incur a bad debt loss “directly attributable” to a

retail sale. Home Depot, 151 Wn. App. at 922 (emphasis added).
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In Home Depot’s and Lowe’s cases, the buyer’s “statutory debt” owed o Lowe’s under
RCW 82.08.050 as well as the underlying debt for the purchase price, was discharged when the
banks transmitted payments for the PLCC transactions to the stores. Home Depot, 151 Wn. App.
at 922. Like Home Depot, Lowe’s “no longer held any ‘debt’ . . . directly attributable to its sales
tax payment to DOR” because Lowe’s did not initiate and own the PLCC accounts on which there
were bad debts. Home Depot, 151 Wn. App. at 922,

The Bank, not Lowe’s, extended credit to the cardholders. And the profif-sharing
reductions that covered some of the Rank’s losses on defaulted PLCCs were initiated by the Bank,
Consequently, Lowe's bad debts resulted from its role as a guarantor-creditor of the Bank’s PLCC
accounts rather than from Lowe’s role as a seller. See Home Depot, 151 Wn. App. at 922. Thus,
under Home Depot, Lowe’s guarantor bad debts under 26 CFR. § 1.166-9(a) are not “directly
attributable” to a retail sale. 151 Wn, App. at 922.

In addition, Lowe’s profit-sharing bad debt was not owned by Lowe’s. The undisputed
facts show that Lowe’s had “no right, title or intetest” in the PLCC accounts. CP at 136. The
Bank had the exchigive right to the cardholder payments, All marksﬁng and promotional materials
given to customers stated that the Bank is the owner and creditor on all accoumts. All PLCC
services were to be “performed and controlled directly” by the Bank, CP at49. When a customer
ﬁcfaulted on its PLCC account, the Bank, not Lowe’s, wrote off ihe uncollectible debt on its books |
and records. Lowe’s books and records did not veflect any umpaid debt abligarion.s' owed to Lowe's
on the defaulted PLCC accounts. Based on these facts, Lowe’s was not owed repayment by

cardholders for its profit-sharing reductions and did not own the PLCC debt.
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Lowe’s profit-sharing bad debts, which it did not initiate or own, were atttibutable to its
bargained-for profit-sharing agreements and not “directly atiributable” to a retail sale. Home
Depot, 151 Wn. App. at 922,

c. LOWE’S ARGUMENTS DISTINGUISHING HOME DEPOT FAIL

Lowe’s argues that its situation is distinguishable from Home Depot because, unlike Home
Depot, Lowe’s bore the risk of loss on the credit accounts and took the federal bad debt deduction.
Both arguments fail,

First, Lowe’s claims that in contrast fo Home Depot, Lowe’s bore the risk of lass on the
PLCC accounts because it ultimately held the debt and was owed repayment by cardholders,
Lowe’s argues that because it paid the Bank “the unpaid balances due on the written-off PLCC
accounts, which included any related sales taxes incurred on the salef,]” Lowe’s, “by operation of
law . . . became ‘the one holding the debt’ and the *one to whom repayment on such debt would
be made.” Br. of Appellant at 37 (quoting CP at 453-57, 2668). it claims that as a “guarantor”
that paid portions of cardholder’s debts owed to the Bank, Lowe’s stepped into the shoes of the

" Bank and had a right to be repaid for its payments on cardholders’ accounts.

But this argument fails because, contrary to Lowe’s assertion that it “by operation of law,”
became the party that held the debt and was owed repayment, the undisputed facts show that under
the PLCC agreements, Lowe’s did not own the PLCC account debt and cardholders did not owe
repayment to Lowe’s or provide payments directly to Lowe’s. Br. of Appellant at 37. Notably,
the profit-sharing agreements explicitly provided that the Bank exclusively owned the debt and
had the exclusive right to be repaid, In addition, Lowe’s disclosures to the federal government

during its IRS audit state that “[the Banlk] owns the receivable and does not remit cash to Lowe’s”
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and Lowe’s does not “make an enfry when an account is uncollectible.” CP at 945. These
undisputed facts establish that the Bank and not Lowe’s owned the PLCC account debt and had
the right to be repaid by cardholders.

Second, Lowe’s claims that it took the federal bad debt deduction because its profit-shating
reductions qualify as “bad debts” under 26 CF.R. § 1.166-9. Lowes asserts—and the dissent
agrees—that Home Depot was ineligible for the federal bad debt deduction because Home Depot’s
payment of service charges did not qualify as bad debt, whereas Lowe’s is eligible for the state tax
refund under RCW 82,08,037 for its guarantor bad debt. Dissent at 33. Lowe’s is correct that
Home Depot did not take a federal bad debt deduction for the fees it paid to the bank, in confrast
to Lowe’s that took a federal bad debt deduction for its profit-sharing reductions that satisfied its
guarantdr obligation. And a party’s faitute to take a federal bad debt deduction is relevant to its
eligibility for the state bad debt deduction, Home Depot, 151 Wn. App. at 922. But as discussed
above, a party’s federal bad debt deduction is not alone sufficient to obtain a state tax tefund under
RCW 82.08.037. There must be a nexus between the bad debt and the sale. Here, the buyer made
a putchase using a PLCC. The Bank paid Lowe’s in full for the sale. There is no bad debt from
the sale, Instead, ag discussed above, Lowe’s bad debts resulted from its role as a guarantor-
creditor rather than a seller, and Lowe’s guarantor bad debts under 26 C.F R. § 1.166-9(a) are not
“directly atiributable” to a retail sale. Home Depot, 151 Wn. App. at 922.

The Home Depot court noted a distinction between bad debts directly attributable to a retail
sale and bad debts resulting from the cost of doing business, saying, “Simply because someone
can deduct the unpaid sales tax as a bad debt does not transform an ordinary business expense or

loss into a refundable sales tax debt under former RCW 82.08.037.” 151 Wn. App. at 924. The
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Home Depot vourt recognized that a party’s federally deductible bad debt does not automatically
qualify for a state tax refund under RCW 82.08.037 because a party’s bad debt must be “directly
attributable” to a debt on a retail sale to qualify for a state refund. 151 Wn. App. at 922. And as
discussed above, Lowe’s federal bad debts resulted from Lowe’s profit-sharing reductions to cover
some of the Bank’s PLCC account losses and not from debts Lowe’s owned and initiated that are
“directly attributable” to a retail sale. Home Depot, 151 Wn, App. at 922.

Lowe’s also discusses cases litigated by Home Depot in other states that addressed nearly
identical claims as those at issue in our State’s Home Depot. All other states’ appellate courts
concluded, as did our court, that Home Depot was not entitled to.a state bad debt refund based on
vatied reasoning. But those cases are consistent with our Home Depot decision.’ Although Home
Depot’s lack of federally deductible bad debt was relevant to some of those decisions, many state
courts held that Home Depot had no bad debt atiributable to PLCC retail transactions because the
bank paid the store in full for the purchased goods. See, e.g., Home Depot USA, Inc. v. Arizona

Dep’t of Revenue, 230 Ariz. 498, 502, 287 P.3d 97 (2012).

? See, e.g., Home Depot US4, Inc. v. Arizona Dep’t of Revenue, 230 Ariz. 498, 502, 287 P.3d 57
(2012) (“Because Taxpayer received the full amount it was owed, there were no debts—much less
bad debts[~]that served to reduce the gross amount that it realized from its sales of goods.”);
Magee v. Home Depot US.A., Inc., 95 S0.3d 781, 793 (Ala. Civ. App. 2011) (holding that the
state’s bad debt regulations ““clearly envision that the retailer must extend credit to the customer
and own the account, and that if the account is not paid, the retailer must be the party that deducts
the debt as uncollectible’™); /n the Matter of Home Depot US4, Inc. v Tax Appeals Tribunal of the
State of N.Y., 68 AD.3d 1571, 1573, 893 N.Y.5.2d 313 (N.Y. App. Div. 2009) (“Notably,
inastnuch as the debts in question were owed to the finance companies and petitioner was paid in
_advance by the finance companies, [Home Depot] did not actually have any uncollectible receipts.

Indeed, [Home Depot] recorded accounts receivable from the finance companies, not from the
individual customers.”).
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Because Lowe’s received payment on the gross proceeds for retail sale PLCC transactions
and because Lowe’s profit-sharing bad debts were not “directly attributable™ to a refail sale,
Lowe’s profit-sharing bad debts are not debis on “sales taxes previously paid” and thus do not
qualify for a tax refund under RCW 82.,08.037(1).)® Home Depot, 151 Wn. App. at 922.

3. Lowg’s CANNOT “NEGATE” SALES TAX PAYMENT

The dissent would hold that Lowe’s l;ad debts were on ““sales tax previously paid’™
because Lowe’s “initially received reimbursement for” sales taxes but that the sales tax payment
was “negated” by Lowe’s profit-sharing reductions when “Lowe’s became responsible for the
amounts of the sales taxes and B&O taxes.” Dissent at 33. But as discussed above, the dissent
overdooks that the bad debts Lowe's incurred through its profit-sharing reductions were from a
guarantee of credit accounts and not “directly attributable” to the retail sale. Home Depot, 151
Wn. App. at 922, Furthermote, the dissent incorrectly assumes that sellers such as Lowe’s have
authority to “negate” a buyer’s sales tax payment. Contrary to the dissent’s position, once the
buyer-cardholders satisfied their sales tax obligation, Lowe’s did not “negate™ their sales tax
payment through its contract with the Bank,

Once the seller collects retail sales tax from the buyer, the collected tax,

107 owe’s also cites to an Oklahoma administeative decision as “persuasive authority” that Lowe’s
is entitled to a Washington State tax refund. Order, No. P-09-195-H, 2015 WL 1530422 (Okla.
Tax Comm’n Feb. 26, 2015). The Oklahoma administrative law judge (ALJ) determined that
Lowe’s, in a case factually similar to this case, was entitled to an Oklahoma bad debt tax refund.
But as the DOR asserts, this Oklahoma case is unpersuasive for numerous reasons. Most
importantly, the Oklahoma ALJ held that the Oklahoma state tax refund statute did not require that
a debt be directly attributable to a retail sale to be eligible for a refund. This is contrary to our

State’s statute and our court’s decision in Home Depot, which, unlike the Oklahoma decision, has
precedential value in this case.
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is deemed to be held in trust by the seller unti! paid to the [DOR]. Any seller who
appropriates or converts the tax collected to the seller’s own use or to any use other
than the payment of the tax to the extent that the money required to be collected is

not available for payment on the due date as prescribed in this chapter is guilty of
a gross misdemeanot.

RCW 82.08.050(2). In addition, if any seller fails to collect the retail sales tax from the buyer or,
having collected the tax, fails to pay it to the DOR, “whether such failure is the result of the seller’s
own acts or the result of acts or conditions beyond the seller’s control, the seller is, nevertheless,
personally liable to the state for the amount of the tax.” RCW 82.08.050(3).

As discussed above, Lowe’s, as the seller, collected the buyer-cardholders® sales tax when
the Bank transmitted sale proceeds to Lowe’s on behalf of the buyer-cardholders. See RCW
82.08.050(2). Once Lowe’s received full payment for the retail transactions, the buyer-
cardholders’ obligation to pay sales tax was satisfied, and RCW 82.08.05 0(2)-(3) required Lowe’s
to provide the retail sales tax payment to the DOR. No legal authority supports the dissent’s
position that Lowe’s can “negate” the buyer-cardholders’ satisfaction of the retail sales tax and
citcumvent the obligation to pay DOR sales taxes under RCW 82.08.05 0@)—(3) after the buyers’
tax obligation was satisfied. |

The bad debts Lowe’s incurred from its profit-sharing reductions were bad debts on a
guarantee under 26 C.F.R. § 1,166-9(a) resulting not from 2 retail sales but instead from the Bank’s
credit agreements with cardholders and profit-sharing agreements with Lowe’s. As such, Lowe’s
was not efigible for a refind under RCW 82.08.037(1) because the profit-sharing reductions were

not bad debts on “sales taxes previously paid” and were not “directly attributable” to a retail sale.

Home Depot, 151 Wn. App. at 922.
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C. “WRITTEN OFF AS UNCOLLECTIBLE”

The patties dispute whether, as a matter of law, Lowe’s notations in its books regarding ifs
profit-sharing reductions satisfy the requirement under RCW 82.08.037 that the bad debt be
“writtenr off as uncollectible in the taxpayer’s books and records.”” Appellant’s Reply Br. at 4
(quoting WAC 458-20-196(2)(a)).. We agree with the DOR that as a matter of law, Lowe’s did

| not write off itsr bad debts as uncollectible and thus does not qualify for a state bad debt refund,

Former WAC 458-20-196(2)(a).

Under RCW 82.08.037 and 82.12.037, sellers are entitled to a credit or refund for
sales and use taxes previously paid on “bad debts” under section 166 of the [IRC],
as amended ot renumbered as of fanuary 1, 2003. Taxpayers may claim the credit
or refund for the tax reporting period in which the bad debt is written off as
unicollectible in the taxpayer’s books and records and would be eligible for a bad
debt deduction for federal income tax purposes. However, bad debts do not include:

(i) Amounts due on property that remains in the possession of the seller until

the full purchase price is paid;
(if) Expenses incurred in attempting to collect debt;
(W) ‘The value of repossessed property taken in payment of debt.
Former WAC 458-20-196(2)(2).

The dissent argues that the write-off provision merely states “when a taxpayer can claima
eredit or refund” and does not establish a fequiremcnt for a refund. Dissent at 35. But that
interpretation is conttary to the plain meaning of the rule. Former WAC 458-20-196(2)(a) provides
the conditions under which a party may claim a refail sales tax bad debt refund or credit, The
regulation states that taxpayers may claim a tefind for the tax reporting period in which the “bad
debt is written off as uncollectible in the taxpayer’s books and rec‘or > Former WAC 458-20-

196(2)(z). Bven if, as the dissent asserts, the provision merely establishes the appropriate time to

ciaﬁn a bad debt refund, a party that never writes off bad debt as uncollectible in its books and
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records would in turn never be eligible for the bad debt refund or credit under former WAC 458-
20-196(2)(a).

Lowe’s is not eligible for a refund because it never wrote off the bad debt as uncollectible
in its books and records. Lowe’s customers who paid with PLCCs .owad no debt to Lowe’s, so
Lowe’s had no debt to write off. The record shows that the Bank, and not Lowe’s, wrote off the
bad debts on the PLCC accounts in its books and records because the customers owed the Bank,
not Lowe’s, debts on outstanding PLCC accounts. Under its PLCC agreements with the Bank,
Lowe’s had “no right, title or interest in the Accounts (including the Indebtedness).” CP at 145,
Lowe’s stated in depositions and disclosures during an IRS audit that the Bank owns the accounts
receivable and that Lowe’s does not make an entry when an account is uncollectible nor carry
custormets’ unpaid PLCC obligations as an asset on its books and records. “Lowe’s does not bave
areceivable or liability on its books and records at all” relating to the unpaid credit card debts. CP
at 113, |

To support that it wrote off its bad debt as uncollectible, Lowe’s cites to the declaration of
John Notris Aultrnan, The relevant pottion of the declaration provides only that Lowe’s recorded
the amounts of its profit-shating reductions to compensate the Bank for losses on PLCC accounts
and “reflected in its books and records the net bad debts on PLCC accounts that were determined
to be uncollectible by the Banks.” CP at 455 (emphasis added), These statements are consistent
with those offered by the DOR and show that the Bank, not Lowe’ s, had uncollectible debts.

Lowe’s books and records reflected payments Lowe s made fo the Bank that were federally

deductible bad debts as a guaranty payment. But Lowe’s books and records did not reflect any bad
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debt on a retail sales owed by customers to Lowe’s because no such debt existed. As such, Lowe’s
did not satisfy the write-off requirement under former WAC 458-20-196(2)(a).

Lowe’s does not qualify for the tax refund under RCW 82.08.037 because its profii-sharing
bad debt did not result from “sales taxes previously paid,” its bad debt was not “directly
attributable” to a retail sale as required under Home Depot, and it did not write off the debt on its
books and records.!! 151 Wa. App. at 922,

II. EQUAL PROTECTION

Lowel’s argues that the superior court’s denial of ity summary judgment motion on its
refund claim violated its right to equal protection. Lowe’s asserts that t_hc DOR arbitrarily imposed
an “ownership requirement” that does not exist in the bad debt tax statutes and thus treated Lowe’s
differently from other retailers within its class who remitted sales tax that they cannot collect from
the buyer. Br. of Appellant at 47. The DOR argues that Lowe’s equal protection rights were not
violated becanse Lowe’s is not in the same class as retailers who ate able to claim a refund under
RCW 82.08.037. We agree with the DOR.

A, PRINCIPLES OF LAW

“We review constitutional issues de novo.” City of Seattle v. Evans, 184 Wn.2d 856, 861,

366 P.3d 906 (2015), cert. denied, 137 S. Ct. 474 (2016).

" 'The DOR argues that even if Lowe’s can establish that its profit-sharing reductions are bad debts
on retail sales, Lowe’s is still not entitled to summary judgment becanse Lowe's cannot meet its
burden to prove the cortect amount of the sales tax refund. Lowe’s argues that it established the
cotrect amount of the refund and that the DOR’s cited authority is inapplicable, Because, as
discussed above, Lowe’s’ profit-sharing reductions are not bad debts on retail sales, we need not
reach whether Lowe’s can establish the correct amount of a hypothetical sales tax refund.
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Under the Fourteenth Amendment of the United States Constitution, no state shall “deny
to any person within its jurisdiction the equal protection of the laws.” This amendment protects a
person from “*state action which selects him out for discriminatory freatment by subjecting him to
taxes not imposed on othets of the same class,”” Allegheny Pittsburgh Coal Co. v. County Comm’n
of Webster County, W. Va., 488 U.S. 336, 345, 109 8, Ct. 633, 102 L. Bd. 2d 688 (1989) (i:luoting
Hillsborough v. Cromwell, 326 U.S. 620, 623, 66 S. Ct. 445, 90 L. Ed. 2d 358 (1946)). A tax
classification based on reasonable factual distinctions and policy prefetences does not violate equal
protection. See Lehnhausen v, Lake Shore Auto Parts Co., 410 U.S. 356, 360, 93 8. Ct. 1001, 35
L. Ed. 2d 351 (1973).

Under article T, section 12 of the Washington Constitution, “[njo law shall be passed
granting to any citizen, class of citizens, or cotporation , . . privileges or immunities which upon
the same terms shall not equally belong to all citizens, or corporations.” For legislation to comply
with article I, section 12 it must ““apply alike to all persons within the designated class’” and
“‘reasonable ground must exist for making a distinction between those who fall within the class
and those who do not.”” State ex rel. N. Pac. Ry. Co. v, Henneford, 3 Wn.2d 48, 54, 99 P.2d 616
(1940) (quoting State ex rel, Bacich v. Huse, 187 Wash, 75, 80, 59 P.2d 1101 (1936), overruled
on other grounds by Puget Sound Gillnetters Ass’n v. Moos, 92 Wn.2d 939, 603 P.2d 819 (1979)).
An equal protection challenge to disparate tax treatment fails when “‘any state of facts can

reasonably be conceived that would sustain the classification.”” Home Depof, 151 Wn. App. at

926 (quoting United Parcel Serv., Inc. v, Dep’t of Revenue, 102 Wn,2d 355, 368, 687 P.2d 186
(1984)).
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B. No DISPARATE TREATMENT

DOR did not arbitrarily apply an “ownership requirement” to Lowe’s that treated Lowe’s
differently than other parties within the same class as Lowe’s asserts, Br. of Appellant at 47,
Instead, it applied. the standards provided in Home Dépot that withstood Home Depof’s equal
protection challenge,

RCW 82.08.037 provides a tax benefif to retailers who extend credit to their customers and
“finance their own retail sales”; RCW 82.08.037 does not extend the same tax b;eneﬁts to a party
who pays contractual fees to a third-party lender to finance PLCCs. Home Depot, 151 Wn. App.
at 927, The Home Depot court concluded that the factual differences between these two methods
of business amply support the distinction drawn by the legislature. 151 Wn. App. at 928. For
example, “the two types of financing arrangements inchude different types of risks, in that . ..
Home Depot receives instant (te)payment from [the bank] on all accounts, while a self-financing
retailer does not.” Home Depot, 151 Wn. App. at 928-29.

Home Depot’s equal protection analysis controls here. Contrary to Lowe’s assertion, it is
not in the same class as retailers who finance their own retail sales, As discussed above, Lowe's
collected the sales tax owed by the buyer when the Bank transmitted the sale price within days of
sale. Lowe’s profit-sharing reductions, made as part of bargained-for agreements with the Bank,
are not in the same class for taxation purposes as uncompensated {osses a seller experiences when

they themselves extend credit to customers. Thus, the supetior court did not violate Lowe’s equal

protection rights.
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IV, DUE PROCESS
Lowe’s next provides one sentence of argument that the superior court violated Lowe’s
due process rights by denying its summary judgment motion and granting the DOR’s summary
judgment motion, Specifically, Lowe’s states, “Likewise, by imposing arbitrary tequirements on
[Lowe’s] that are neither anthorized by statute nor promulgated as regulations, the [DOR] has
denied [Lowe’s] its right to a refund of overpaid sales and B&O taxes without due process of law,
in violation” of the state and federal due process clauses, Br. of Appellant at 48. The DOR argues

that the due process argumént is waived because it was not raised in Lowe’s complaint to the
superior court. We hold that Lowe’s argument is waived.

““IN]aked castings into the constifutional sea are not sufficient to command judicial
consideration and discussion.” Kitsap County Consol. Housing duth. v. Henry-Levingston, 196
Wn. App. 688, 707, 385 P.3d 188 (2016) (alteration in otiginal} (internal quotation marks omitted)
{(quoting Crystal Ridge Homeowners’ Ass'nv. City of Bothell, 182 Wn.2d 665, 679, 343 P.3d 746
(2015)). In addiﬁon, we do not consider arguments raised for the first time on appeal unless the
new argument raises a manifest error affecting a constitutional right. RAP 2.5(a)(3); Booker
Auction Co. v, Dep’t of Revenure, 158 Wn. App. 84, 90, 241 P.3d 439 (2010). Where a party, in
raising its unpreserved argument, does not claim that the trial court committed a manifest error
affecting a constitutional right, we will not address it. Booker duction Co., 158 Wi. App. at 90.

Lowe’s single sentence in suppott of its due process argument does not warrant judicial
consideration. See Henry-Levingston, 196 Wn, App. at 707. In addition, Lowe’s fails to agsert
that its due process argument raises a manifest error affecting a constitutional right, so we address

the argument no further. Booker Auction Co., 158 Wn. App. at 90.
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CONCLUSION
As a matter of law, based on undisputed facts, Lowe’s does not qualify for the tax refund
because its bad debt did not result from “sales taxes previously paid,” its bad debt was not “directly
attributable” to a retail sale as required under Home Depot, and it did not write off the debt on its
books and records. RCW 82.08.037(1); 151 Wn. App. at 922. In addition, the superior court did

not violate Lowe’s equal protection rights, and we do not address the inadequately briefed due

process issue.

We affirm.

I concur:

MEINICR, 3. o
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Maxa, C.J. (dissenting) — The majority unnecessarily complicates what should be a
stralghtforward analysis of the applicable Washington statutes, federal statute, and federal
regulations. Those provisions ynambiguously show that Lowe’s Home Centers, LLC (Lowe’s)
is entitled fo retail sales tax credits and Business and Occupation (B&O) tax deductions based on

payments it made as the guarantor of debt obligations arising from Lowe’s credit card accounts.

Accordingly, 1 dissent,'?

A, BACKGROUND

Lowe’s ﬁad agreements with GE Capital Financial Inc. and Monogram Credit Bank of
Georgia {collectively the Banks) to issue Lowe’s credit cards. The Banks entered into credit
agreements with customers, who used the credit cards to make purchases at Lowe’s stores. The
Banks paid Lowe’s for the amonnt of the purchases, including any sales tax and related B&O
tax. The Banks then collected the amounts of the purchases from the customers.

Some of the customers defaulted on their credit card obligations, resulting in bad debts
for the Banks, The bad debts included the amounts of sales taxes and B&O t.axes the Banks had
paid to Lowe’s. Under its agreements with the Banlks, Lowe’s acted as the guarantor of those
bad debts up to a capped amount. In other words, Lowe’s had a contractnal obligation to pay the
Banks the amount of the Banks® bad debt losses, which included sales taxeé and B&O taxes,

Lowe’s claimed sales tax credits and B&O tax deductions for the payments it made as the
guarantor of the Banks® bad debts. Lowe’s also deducted those losses on its federal income tax
returns. The Departiment of Revenue disallowed all credits and deductions relating to the

payments Lowe’s made as the guarantor of the Banks® bad debts.

2 However, I agree with the majority’s equal protection and due process analysis.
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B. CREDIT/DEDUCTION FOR GUARANTOR’S PAYMENT OF BAD DEBTS

RCW 82.08.037(]1) states, “A seller is enfitled to a credit or a refund for sales taxes
previously paid on bad debts, ss that term is used in 26 U.S8.C. Sec. 166 Regarding B&O taxes,
RCW 82.04.4284(1) states, “In computing tax there may be deducted from the measure of tax
bad debts, as that term is used in 26 U.S.C. Sec. 166 . . . on which tax was previously paid.”
Former WAC 458-20-196(1)(c) clarifies that “Washington credits, refunds, and deductions for
bad debts are based on federal standards for worthlessness under section 166 of the Infernal
Revenue Code.” {Emphasis added.)

26 U.S.C. § 166(a)(1) states, “There shall be allowed as a deduction any debt which
becomes worthless within the taxable year.” The federal standacds of worthlessness are set forth
in26 CFR. § 1.166.

The controlling federal regulation here is 26 C.F.R, § 1.166-9(a}, which applies to
taxpayers who enter info an agreement to act as a guarantor of a debt ol;iigation. The regulation
states that a taxpayer’s payment “in discharge of part or all of the taxpayer’s obligation as a
guarantor . . . is treated as a business debt becoming wotthless.” 26 CFR. § 1.166-9(a).
Subsection {d) of that regulation states that a guarantor’s payment of an obligation is treated as a
worthless debt only if the agreement was entered into in the course of the taxpayer’s business,

| the taxpayer had an enforceable legal duty to make the payment, and the agreement was entered
into before the obligation became worthless, 26 CE.R. § 1.166-9(d).

Under the plain language of these proﬁsions, Lowe’s was entitled to a sales tax credit
and & B&O tax deduction for the payments it made on the Banks’ bad debts. Lowe’s payments
were made to discharge the obligation Lowe’s had as the guarantor of those bad debts, and

- therefore under 26 C.FE.R. § 1.166-9(2) those payments are treated as worthless debts for
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purposes of 26 U.S.C, § 166. Lowe’s also met the requirements of 26 CER, § 1.166-9(d). And
because those guaranteed payments constifute bad debits as that term is used in 26 U.S.C. § 166,
Lowe’s is entitled fo a sales tax credit under RCW 82.08.037(1) and & B&O tax deduction under
RCW 82.04.4284(1).

The majority believes that the plain language of these provisions does not control for
three reasons. But these reasons reflect a misunderstanding of the applicable law,

First, the majority focnses on the statement in RCW 82.08.037(1) that a credit is allowed
for “sales tax previously paid” on bad debts and the statement in RCW 82.04.4284(1) allowing
deduction for bad debts “on which tax was previously paid.” The majority claims that Lowe’s
did not previously pay any sales taxes or B&O taxes fclating to the Banks’ credit card bad debts
because Lowe’s received reimbursement for those taxes from the Banks.

However, the Banks’ credit card bad debts for which Lowe’s acted as guarantor included
sales taxes and B&O taxes. Lowe’s initialfy received reimbursement for sales taxes and B&0O
taxes. But because of the guarantee, thaf reimbursement was negated and Lowe’s became
responsible for the amounts of the sales taxes and B&O taxes relating to the bad debts.

Second, the majority telies on Home Depot US4, Inc. v. Department of Revenue, 151 Wh,
App. 509, 215 P.3d 222 (2009}, to hold that Lowe’s cannot obtain a sales tax ctedit because its
guarantee payments were not directly atiributable to retail sales. Jd at 914. In Home Depot,
General Electric Capital Corporation (GECC) issued Home Depot credit cards. Id. at 913.
When a Home Depot customer used the credit card to make a purchase, GECC would reimburse
Home Depot for the amount of the purchase, including retail sales taxes. However, deducted
from those reimbursementhpayments was what the parties characterized as a “service fee,” which
was an amount based on a complex economic analysis that considered a number of factors,
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including expected losses from uncollectable debts. Id. at 914, Home Depot sought a sales tax
refund for the sales taxes it paid on defaulted transactions made on Home Depot cfedit cards. Id.
at 912-13.

This court affirmed the Department of Revenue’s denial of Home Depot’s sale tax refund
claim. Id. at912. However, the key facts in Home Depot are completely different than the facts
in this C«i.iSE‘«-. Most significantly, there was no agreement in which Home Depot agreed to act as
the guarantor of GECC’s bad debts. Insfead, there was no question that GECC was completely
responsible for those debts, and in fact GECC - not Home Depot — took a bad debt deduction on
its federal income tax returns. Zd. at 913, Therefore, unlike here, 26 U.S.C. § 166(a)(1) and 26
C.F.R. § 1.166-5(a) were inapplicable.

Home Depot argued that it actaally suffered the loss for GECC’s bad debts because the
bad debt expenses were factored into the service fee that Home Depot paid. 4. at 923. The
coutt rejected that argument, stating that the existence of some economic loss relating to another .
party’s bad debts does not allow a tax refund under RCW 82.08.037. Id, at 923-24. Butthe
court’s holding is inapplicable here because Lowe’s did not merely suffer some economic loss
relating to the Banks® bad debts. Unlike Home Depot, Lowe’s was the guarantor of the Banks’
bad debt losses.

The analysis and holding in Home Depot is inapplicable here because Home Depot did
not guarantee GECC’s bad debfs. Lowe’s did guarantee the Banks’ bad debtg, and those
guarantee payments are the “bad debts” under 26 C.F.R. § 1.166-%(a) allowing for a sales tax
credit under RCW 82.08.037(1) and a B&O tax deduction under RCW 82.04.4284(1).

Third, the majority contends that Lowe’s cannot claim a sales tax credit or a B&O tax.
deduction because it did not write off the bad debt as uncollectable on itsh;t)ooksv The majority -
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believes that writing off the bad debt as uncollectable on a taxpayer’s books is a requirement for
the sales tax credit and B&O tax refund under WAC 458-20-196.

The majority misreads WAC 458-20-196, which does not contain any such requirement.
Formet WAC 43 8-20~'196(2)(a} states the general rule that sellers are entitled to a- sales tax credit
for taxes previously paid on bad debts under 26 U.S.C. § 166. That subsection then states,
“Taxpayers may claim the credit or refund for the tax repotting period in which the bad debt is
written off as uncollectible in the taxpayer’s books.” Former WAC 458-20-196(2)(a). This
provision simply states when a taxpayer can claim a oredit or refund; it does not somehow create
a new requirement for claiming the credit or refund. Neither RCW 82.08.037,26 US.C. §
166(1), nor related regulations contain such a requirement.

In any event, WAC 458-20-196 clearly does not address the situation where the
taxpayer’s bad debt is a payment made as the guarantor of another person’s debt obligation, A
guarantor wonld not necessarily write off the other person’s bad debt as uncollectible on its
books. However, Lowe’s presented evidence that its books and records did reflect the guarantee

payments if had made, which should be sufficient to determine when Lowe’s could claim the

credit/deduction,
C. CONCLUSION
Lowe’s made payments to the Banks as the guatantor of the Banks’ bad debts relating to

the Lowe’s credit cards, and those payments included amounts for sales taxes and B&O taxes,

Under federal law, those guarantee payments constituted bad debts. And under RCW

3 The same analysis applies for a B&O tax deduction. Former WAC 458-20-196(3)(a), relating
to B&O taxes, containg language nearly identical to subsection (2)(a).
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82.08.037(1) and RCW 82.04.4284(1), Lowe’s was entitled to a sales fax credit and a B&O tax

deduction for those bad debts. I dissent from the majority’s contrary holding,
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And then there's a catchalf phrase which
says something jest to that effect, that any other
party, you know, providing similur type of service,
Sn the definition {bat we are referringfo as a
guarantor it quite bread, a5 contained in fhat
Treasury Regulntion.

Q. AsXrecall it seys someﬂzingli‘l{e
guaraptor, sumety, or insrer?

A.  And it keeps going, That's right. And
ther there's a catchall phrase, as X said, which
indicates any other party performing a similar-type
fmction,

Q. And that function being?

A, A fumetion similar to that perfnnned by
a guarantor,

Q. How would yoiL characterize that? .

A. Oh, someone who then agrees or who hat
agreed to pay the debt owing in the first nstance
by another.

Q. And s it recessary for the debior to be
awate of such guarantee?

A, TIt's not necessary at afl, no, There's
no condition in the Treasary Regulations that the
debtor be made aware,

Q. Okay. Arnd what's yorr mndersianding of
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ot qualify es a boms fide guarantee relationship,
Just assume that 1o be trme. In that case, what
would be the appropriate way for Lowe's fo
characterize these purported payments fo the bank
for federal incotne tax, porposes?

A. You'd have to characterize them
according fo whatever agresment that they entered
imfo, Xfit's not a guarantor agreement, what is
it? ‘You'd haveto tell me.

Q. Sayit'sjust, okey, I agree for
every — I agres Fm poing to refmbarse you for your
bad debt losses on these private labe] creditors,

A, And that's an agreement between Lovwe's
and the banks?

Q. Right

A. Notbotween Lowe's and the debtor?

Q. Cozrect. So how would Lowe's
chavacterize that on its federt incoms tax retwm,
that expense? )

A, Asabad debt expense.

Q. No. Ijustwantyouto assume ~lefs
say that the Court decldes there was not really 2
payment hets, it was just an — that, essentially,
the banks were paying itself by reducing their own
revemnes, Lef's say that that were the conslosion.
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Page 10
wity the {ofinition is so broad?

_A. Well, the provision under which the
Treasury Repulafion is promulgated deals with bad
debts, Aund if a party steps into the shoes of n
guarantor, that party is becoming, in & sense, 2
credifor, And by making payment prursuant fo the
contract between the guarantor and the perty fo whom
the guarautes rons, that party is then fulfilling
the obligation of the debtor and then would be
entifled fo collect from the debfor.

Q, Lefs say the definition was more
narrow, that it was tied to 5 more nemow
onderstanding of'a gusrantor agreement that, for
exampie, might requive privity between fhe creditor
and poarantor,

Tfthat were troe, how would someone in
Lowe's postion who doesn't have such privity with
the debrior treat fhis expense fir faderal income to
pposes]

MR_SMITH: Object i fom.

THE DEPONENT: I'mnof snre I

nnderstand the question.

" Q. (ByMa Fitzpeirick) So say that under
fhe federal ropulation — this agreement, this
arremsgremnent between Lowes and the bank, shmply did
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How, then, would this expense be characterized?
MR. SMITE: Ohbject fo form.
Q. (ByMs. Fitzpatrick) Letmme ask you o

- different question,

‘Would you apres that a had debt expense
is — it is a business expense — a dedoctible

" business expenss; correct?

A. No. A business expense is somethiog .
different. Ordinary and necessary husiness expense
is deducted under another section of the code, Thet
is Secfion 162, Just kike, you koov, inferest
expense is not, you koow, an oxdinary snd Decessary
business expense. These are terms of art for
Internal Revenue Service purposes,

Q. Okay, Areyou aware that in the years
2004 and 2003, Lowe's had deducted these bad debt
reimbursements on its faderal ncome {ax refins as
miscallanzons dednctions on line 267

A. If's my mderstanding that uader the
snftware that Lowe's used fa prepare fis tax return,
they transferred certain general-ledger accomnts to
that software and,.2s a resolt, started fo prepare
the retnrn by placing those Hems on line 26,

Q. And are you aware that they subsequently
filed an amended retum in which they -
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recharacterized the reported bad debf reimbursements
25—

A, I'was mot aware of an amended refurn,

Q. TH represent to you that they didin
fact file amended refums.

A, Sure, I don't know why that's
significant, buf that's fine,

Q. - My guestion iz Wag it an emmor, in
your judgment, to heve treated it as a miscellaneons
deduotion, or was if, rather, & matter of subjective
judgment and appropriafe exercise of discretion to
have done so?

A, You know, to be perfectly honest, you
know, I've worked for 2 couple of very, very larpe
corporafions, and it is net uncormmon at 2l for

+ itemns to be placed o 2 parficolsr line, But,

perhaps, they should maybe, more approprintely, end
up on another fine,

The vltimafe quesfion is whether the
item was properly freated, not whether i was placed
on the appropriate line, And so it was propexly
treated as a deductible item, I wonldu't, frankly,
call it an error,

You know, did they put it on the
appropriste ine? Perhaps not. ButI don't ~my

14

16
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Q. Okay. What's your understanding of
how -- in what sense do you understand Towe's to

 Hiave made payments 1o the bariks in refmburssment of

the hank's bad debt expenses?

A, Sure. Well, frst of all, the agreement
is explicit. They kave & contractual obligation fo
ahsorh the Nability for net charpe-offsupta—1
bekieve it was 7.2 pereent in the years we're
dealing with. So there's a Iepal obligation for
them fo fulfill that obligation. They have to do
that, .

Hovw they mechanicaliy did it, if's my
understanding, was ﬂlmugh 2 neii-mg process that
was managed by the banks.

Q. What do you mean by "absoeb"? You said
that there was an agreement to sbsorb the expense,

A. Yeah Theywere lisble for net
charge-ofis.

Q. Were they required to fake their ovn
assets and transfer them to the banks?

A. TIn order — I'm nof sure about assets,
They would have an obfigation to fulill created
vnder the comtract, And if's my rnderstanding they
did foliil fhat ebligation, And fhat was fulfilled
through this netting process fhat the banks managed.

5sﬁgmm~am'm¢-uzvu
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experience s, given the quantity of itemy that are
being dealt with, that's not a significant fact,

Q. 'Well, given the quantity of items that -
the corporation doals with in deciding howto
zeport, would you agree that theres 1 certain
amount of subjective judgment involved in how fo
characterize, ultimately, yonr fransactions on your
federel return?

A, Each item, you Jmow, that's considered
is examined, determined whether — how if shonld be
treated for federal income tax purposes. Whether
you use the word "subjective” or not, you know, L
don't know what that word reaily means in this
context. But, certzinly, you jook at an item snd
you say, well, is this salary experse? How should
salary expense be treated?”

Is that subjectivity, in your ming? I
don't know i it is. A Iof of subjectivity is
involved in {hat.
Xit's salary expense, you treat it as

salary expense, Ffit's bed-debt expense, you treat
it as bad debt expense. The ulfimate question is:
‘Was it treated properly, not, you know, what lne it
was put op. And, franldy, that's what an examining
agent is going to be concerned with,

= [ e
R - O I

BEBRE

EEHEE e owenwawnw

Papa 16

Q. And what — your understanding of the
netting process is based upon your readimg of the
contracts; is that correct?

A, The agreement deseribes — wder fhe
economic section, the apreement describes this
process in general terms, And then attached to the
apreement is a schedule, and that schedule, you
know, depicis, in # sense, how this netting process
takes place.

Tt shows the income from this program,
the expenses from the program, and it indicates that
the net charge-ofis that are Lowe's responsibifity
are subtracted from the income.

Q. Ifthe goaranteed party provides the
finds that are nged by the gnarantor to make a
payment in reimbursement, would that qualify asa
payment in guaraniee of & debt for federal incoms
tux purposes?

MR SMITEE Objectio form.

THE DEPONENT: The guaranteed party

is which party in this confext?

Q. (ByMs. Fitzpatrick) Ithe banks give
Lowe's the funds that Lowe's uses to reimburse the
banks for their bad debt expenses —

A. ‘What do you mean "gives"? Certainly,
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1 they are not making & gift, 1 You kmow, but, again, X would have to
z Q. Well, let's say they do, Would - 2 Yook at the enfire other agreement fo see. But
3 A, Thatwould ~ 3 parsing one parficwlar ferm out of o very lengihy
4 Q. ~that— : 4 gnd complex agreement can be misleading, You see?
5 A. —beinconceivable they'd make  gift, 5 Q. Uh-mh {affirmative),
6 Q. ‘Well, & woulin' qualify as & payment; € A, Soinstead of going down that path, X
7 comect? ) 7 thinkwe onght to tallk specifically zbout fhe
g A. 'No. KXmade a gift to you and you ¥ zpreementat hand,
5 fulfilied your obligation, that cortainly would 9 Q. Whats your uederstanding of the ~
10 qualify as a payment. Once X make a gift — 19 actually, switching topics for a moment,
11 Q. Wel, if Lowe's transfars its owns n Ate you familiar with Washingion State's
12 fonds — I'm sory. IFihe banks fransfers their 32 pales tax — ere you familiar with the bad debt
i3 own funds to Lowe's and Lowe's transfirs a portion 13 sales-tax dednction statete of Washingfon State?
1 of those funds back to the bank, would that kind of 14 A. Yeah. I thinkwhen Ilooked ai the
15 arrangement qualify 2s & payment, for purposes of 15 jtems thatX described earlier, there was a
18 Section 1667 36 discnssion of the Washington State statnte, There
17 MR, SMITH: Object to form. . 17 may even have been recitation of the stntute itself,
18 THE DEPONENT: It scems to me that, 18 So to that extent, I'm familiax with it,
18 . you know, there may be some confiision 18 Q. Iunderstand, from your resume, that you
20 associated with some of the Janpuage you 20 have exiensive experiences in federal and state
21 are ushog when you say “ransfers iis 21 income tex and partioatardy with respect fo taxation
22 fands.® Hyou Jook =t the — if you 22 ofbanks.
23 Iook at the apreement in its enfivety, 5o 23 A, Yenh
24 we can be & lttle more specific, the 24 Q. Canyon explain fo me what experience
25 netting process does not resuit in the 25 youhave, if any, in dealing with fsmes of state
_ Page 18 Pape 20
1 bartk transferdng jts fimds. 1 gakes and use taxes,
2 Again, looking af the agreement in 2 A. Sure, Sure. When X worked af Cifibank
3 iis entirety, Lowe's is entiffed to a. 3 and aleo at— what's now JE Morgan Chase —~ the
4 cortain amourt of ncomne, and those fimds | 4 predecessor was Chemicsl Bank — we were engaged in
5 which you are, I think, sngpesting are 5 quife a few acquisiions. And one in parficnlar
6 being transferred as bank fonds are not € thatTrecsl wes o taxable psset purchase of 2 very
T bark fumds, Thoss are vnder the con ~ 7 Jarge bauklocated in New York, and that cansed us
8 inthe context of the ertire agrecment, 8 {oloolvery curefully at the New York Stafe sales
] youknow, entitled fo be owned by Lowe's, 5 anduwseteclaws.
o Q. (By Mz, Fitzpairick) What isthe 0 In fact, my function with the bank at
il difference between {his agresment that they bave 11 that time was fo actually put fogether our sales and
1z where Lowe's says "T'm going to absorb your bad debt 12 psetax position with respect fo ihe Hems that we
3 losses™ and an zereement that would say that the 33 puorchased from that bank, many of which were subject
14 barik promises to pay Lowe's X percent of fhe oot 4 4o New York sales toc,
15 profits from the Private Label Credit Card Progrem? ® Q. And areyou famifier with the
16 If that was way the language was 1€ Sireamiined Sales and Use Tax Apreement?
17 writing — the contract was written, the bariks agres Ex) A. Pm ot terribly famitiar with that, no.
18 to pay Love's a specific percent of thelr net .1 1 T'mnawareofit.
1g firemcing revermes, then how would you charecterize 19 Q. Have you had any experience, apart fiom
20 the transaction? 20 this Titigation, dealing with ismes of bad debt
2 A. Certainly, the parties are free o agres 21 gplestax refiunds?
22 contractually to a whole variety of arrengements, 2z A. Certainly bad debts. That's been s very
z3 If they chose to kave & different arrangement, then 22 Jarge portion of the getivity that T engaged in over
24 1 suspect that the federal ineome tax conseqnences 24 the years, professions] aciivity, not personal, but
25 25

couid be very different.

not bad debt ssles tax, no.
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Q. Dovyonhave anyuniierstandmg of the
legislative purpose of Washington's bad debt
saleg-tax statute?

A. 1ecould speculate.

Q. 'What is your understanding of —

A. Thaven't read the Jegislative history, |
though,

Q. Pardon me?

A. Ihave not read the Jegislative history.
But it would scem to me thet if — first of all, the
statufe appears, on its face, to be preity clear,
the statute that I recali reading in these various
documents that I mentioned fo you,

And that statafe allows for ~ it's my
recoliection, now. You know it better than T ~a
deduction of credit for bad debis that are allowable
as such for federal fncome fax purpeses.

And X assyme the theory is that you,
rezlly don't have & completed sale in that siteetion
or something to that effect and if would be unfait,

for example, for the State of Washington, ju this
case, to impose a szles tax on & seller who never
receives payment for that sale. "The State of
Washingtor wowld be unjustifiably enriched,
Q. Our statnte does refor fo bad debis s
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debt, that has gone bad. And that provision has
been in the Interpal Revenwe Code probably since
1913,

Q. Tmpgoing to give & simple paraphrase of
my understanding of the definifion of a bed debt,
and Tl ask you if you agree, Abad debtis an
amonnt that arises fom a debtor-creditor
relationship previousty reported as income that is
uocollectible,

A. There's nothing, either in Section 166
or in the regaiations under 166, that contains the
definition yon just gave and this component of that,
in particular, fhat don't recall ever seefng in
the statude of regulations. And fiat is that it was

. reported as income.

Nov, the faxpayer has to have some type

of, usnatly, basis in a debt.

Q. Ckay. Whatwould you describe as Lowe's
busis in the przported bad debt, sitting here?

A, Well, under fhe apreement, as soon as
Lowe's fulfills its oblipation s a gnaranfor —
lef's say fhat, you know, it's -- the agreement
required Love's to pay the banks a hundred doliars.
That creafes a basis that would then enfifie Lowe's
to dedurct as a bed debt becavse the debt is

w o w o~ m ;o W R
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defined under Section 166, 19 like o go back o
the regnlation and ask yon: What is your
understanding of the federat definition of 2 bad
debi? )
MR, SMITH; Letme just objectto
form on the representation of what the
sfzt:ltc SAY8,
THE DEPONENT: So you are asking if
I understend? ’
Q. (By M. Fitzpatrick) Whatis abad
debt —
A, Whntis 2 bad debi?
Q. —bona fide bad debt?
A. Sure. Well, first of all, there must be
g debf, and then the debtor fails fo pay. ua
nutshell, thaf's g bad debt. And then, of conrse,
the statute draws some disfinefion between business
gnd ponbusiness bad debis, There are disfincfions
snd treatment of bad debis by banks versus other.
taxpayers, ‘There are special rutes with respect to
bad debis between or among mexsbers of a consolidated
groug, You can imapine Treasury Repulations would
be very una;plicnted.
Rut from the very — of you ere Jooking
at this from & very high level of abstraction by the

w m oW ;oo W N
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uncollectible,

Q. Right, HLowe's does in fact pay 2
hnndred dollars fo the bank; commect?

A, Indeed.

Q. Does the guarantor provision carve out
an exception to the defimition of bad debt?

A, Not that I'm aware of X don't know
what you mean by "exception,”

Q. My understanding is subsection 1 of
foderal regrlation defines what a bad debt iz, In
fact, it says, bad debt defined. And it talls about
an amouat that arises from a debfor-creditor
relationship.

My understanding of subsection 9 is it,
essentlally, explains under what circomstances &
person can. take & bad debt deduction for a bad debt
owed to o third party — or for a debt obligation.
between a third party.

Rather, & fhird party can take 2 bad
debt deduction for & bad debt incurred by mnother
party; is that correct?

A. No, I don't thiok su. Let me explain
why I don't think thaf's so. And I kmew wiy you're
strogpling with this. If's not, perhaps, that
clear.
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E Once a guarantor fulfills its obligation 1 circumsiances when there is no ripht of subrogation? -
2 under a contract, it becomes 2 ereditor. That 2 A. Becausethere's s debt. Imean, that's
2 creditor then ends up either collecting on the debt & the very reason why the puarantee provision is
¢ gr, it fails to do so, taldng = bad debt 4 contzined under Section 166.
5 dedaction, Vouses? "B Q. Butifsnota debt owed to Lowe's;
€ Q. 'Well, I belicve you are referring to & correet?
7 probably the ddstrine of subrogation in the Putaam 1 MR. SMITE: Object to form,
B case~ is that correct ~ whereby — 8 THE DEPONENT: ‘What debt is not
L A, There doess't have fo be any .9 owed to Lowe's,
10 suhrogation. 1o Q. (ByMs Fitzpatrick) The unpsid debt
1 Q. Ttdoesn't— why not? 1 obligation of the consumer, Lowe's doesn't have
12 A. There is no requirement in Section 166, 12 any-Lowe's does not own that outstanding debt
13 Q. Didn't you just say that the rationale 13 obligation; correct?
kL for the guarantor -- allowing & pnarantor{o take a T34 A. Y.owe's does not own the accomnis thzt
15 bad debt deduetion js that they do stand in the 15 are transferred fo the banks. You're absolutely
16 shoesofa creditor? 16 right. But, theoretically, you see, what tales
17, A. They become a ereditor. That doesn't 17 place, fhen, is once Lowe's fulfills its comtractusl
18 mean they have a right of subrogation or they have 18 obligation as a guarantor, it becomes a creditor, -
15 to have that right of subrogation. That isnota 19 Q. Have you worked for Lowe'sIn any other
20 reguivement in the Treasury Regulations. 20, capacity? i
21 Thenretically, they become a ereditor. 21 A. No, Thave not,
22 That's how the debt, you know, arises, And that 22 Q. According to the witness dlsclosu:e you
23 debtfs bad, There's no requirement in the Treasury | 23 are prepared to testify thet it would be
24 Regnlxtions — in fact, by mference, it's clear 24 inappropriate for the banks o take & bad debt
25  that there doesn't have fo be - that the guarantor 25 deduction on the amounts Lowe's puzportedly
Page 26 Page 238
1 then is sabrogated to the rights of, in this case, "1 reindbursed the barks? Do Thave that correct?
2 the banks, . Z A, To the extent that Lowe's fifills ifs
3 Q. Soin your view, i doesnt matter, as 3 guarantee, the bank wonld not be entiffed to 2 bad
4 in this case, if the purparted goarantor ¢ debtdeduction beeause the bank js fhen made whole,
5 confractually waives the right of subrogation; 5 Ythasuoboss, That's correct
6 nevertheless, they should still be able to qualify & Q. And the — would you agres tho
7 for the bad debt deduction? 7 underlying rationale of that is you can't dednct,
8 A. Tmsorry, Imisunderstond, B essentially, e loss that has been reimbursed or you
8 Q. Tl jost represent you to that in the % recovered proceeds fo muke you whole, as you Just
10 contracts between Lowe's and the banks, Lowes 0 gaid?
11 gpecifically and repeatedly weives any right of i A. X you haven't incurred 2 Joss, in this
12 gabrogation — 2 case, a bad debt loss, you are nof entitled fo 2 had
13 A, Sure, i3 debt deduction.
14 Q. -—=attheontset, Sothey know atthe 14 Q. TDoes it necessarily follow ifthe banks
15 outset, they're not going to have —~ 15:  grenotentifled fo a bad debt dednction because
16 A, That'sirrelevant. For federal income 15 fhey have been made whole by Lowe's — does it
17 . tax purposes, that is irrelevant, 17 necessadlly follow fhat the backs — it would be
18 Q. So they'd still be entitled — 18 improper fior the banks to have charged off the
13 A, Absolutely. 19 ynpaid consumer debt obligation on thelr own books
20 Q. ' —iotake a deduction? 20 and records?
21 A, And Ithinkit's pretty clear en the zn MR SMITH: Object to form.
22 repulntions, if yon look at it. 22 THE DEPONENT: Banks — the banks
23 Q. What's your understanding of the 23 i this case, it's my mmderstanding, own
24 rationals for calling it a bad debt deduction as 24 the receivables in the fist nstance,
25 opposed 1o other kind of expense, even vnder these 25

And 80 itworld be appropriate for them
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Page 29 Page 3l
1 1o charge off any worthless recaivable, 1 obligations on its own books?
z s that that probably triggers the z MR. SMITH: Ohject to form.
3 guoarantee of Lowe's. 3 THE DEPONENT; You see, we have to
4 Q. (By Mz, Fitzpatrick) So the act of 4 be carefol, Remember what bappens, You
5 charging off the bad debt, that's a different izsus 5 have a credifor. The creditor has a debt
& than whether or not the bank conld subsequently or 6 that poes bad. The guarandee then is
7 witimately claim the bad debt for federal income tax 7 irigged. Another debi Is then created.
B purposes? g So we're talking about two
3 A. 1 don't know what you mean by "a 8 * different debis, in theory. You ses? So
10 different jssue" 10 the bartk charges off, in the fitst
1 Q. Ijustmean — so, actually, you jost— 11 inafance, the receivable from the
12 ] think yon euswered my question. You said that it 1z customer. Lowe's then becomes the
33 s perfectly appropriate for the bank fo charge off 13 ereditor to the extent of the guarantes,
14 the nnpaid debt obligations of the customer on their 14 Q. (ByMs. Fitzpatrick) How is that poing
18" own books and records? 15 {p bereflected onLowe's books and records?
16 A, Ttsheunld. . 16 A. Ydor't know how — are you agking me
7 Q. Because the banks own - 17 how Lowe's has reflected that?
18 A, Correct. o 18 Q. Yes, When this ocours, yon said that by
18 Q. Tsthers a difference between — what's 18 operation of law, that Lowe's becomes the creditor.
20 yoor understanding of what it means to chaxge off 20 What would be an appropriate entry on their own
2 that amount? 21 books and records to reflect the existence of this
2z A. 'The term "charge—off™ is not defined in 22 new obligation?
23 Seetion 166 or in any other place in the Internal 23 A. There shonld be some type of accounting
24 Revenue Code. It's generally understood that the 24 entry that indicates Lowe's is fulfillieg its
25 fermmeans to eliminate the jterns i some way from 25 obligation as a gnarantor, ¥t doesn't have to
Page 30 Page 32
1 your books and records. 1 follow any fixed pattern. There's nofhing in the
2 Q. Eliminate whet items? 2 law or in the regulations that requires any fixed
3 A The ftexn of — the tem that 5 charged 3 patiernto be followed. It just bas to be
¢ off The item is the debt ix fhis case. 1 demonstrated that it has had a debt, in this case,
3 Q. Just more specifically, would yon agree 5 debt that arises as a result of the guaraniee, and
6  thata charpe-offis to eliminate —~ I'm not sure & that debt is bad,
7 whatthe proper term Is, but you have tm asset or — 7 And ifyou; conld just demonstrate that
8 A, Ves, . B in some rezsonable way, it's going to be accepted
8 Q. ~You have an asset or an expectation of % for federal income-tax purposes.
10 payment, and you have to — and you charge it off, 10 Q. Would yon agree that the new debt
11 and that climinates the expertation, Can you put it 11 pbligation that arises between Lowe's and the
12 in your own words? ' 2 delbtor — actnally, withdraw that question,
15 A. 'Well, the act of charging something off 13 Tn your experience —is it your
¢ j o eliminate it on your books and records, now, 14 ynderstanding that GE Capital, now Synchrony
15  climinate it as an assef. That doese't mean that, 15 Financial, is one of the Jargest private Inbs]
36 yon know, the debtor i somehow forgiven, Tt just 16 gredit card issuers in the United States?
1" means, for your own accounting purposes; fhat does 17 A. Ipuessso. Idon'treally—
ig not auy longer sppears ag an asset. iB Q, Well, I see you have wiiticn articles
18 Now, that's the case in a wholly 18 about sales of credit card receivahles among besks.
26 worthless bad debt situation. Xf the debt is 20 Bo you're basically familiar —
21 purtially worthless, then it's to the extent of the 21 A, Tt's certainly 2 very big company that
22 partial worthlessness. 2z does this work. That's right. )
23 Q. Given that the banks charged offthe 23 Q. Gosh, Tjust lost roy train of thought.
26  pnpaid consumer debdt obligations, would it be 24 Sory. :
25 28

approprizte for Lowe's to charge off the same

A. Do yon want to take a break?
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Page 33

Q. No. Isityour experience that budks
that are in the Iusiness of lesuing coneinmer credit
cards are ghie o predict, with a reasopable amonnt
of aconcacy, the bad debt Iosses they will incur af
any particular tice?

A, TUnder normal econonsic conditions, Now,
a5 we know, you know, economic condifions don't stay
nermal for very longer periods of time, But,
certminly, predictions are made, and semetimes those
predictions hold frue. Sometimes they don't.

That's fhe reality of it

Q. Achafly, large banks are required o
file call reports — vorrect —~ with. federsl
regulators?

A, Thatis correct,

Q. And from those call reports, i it
possitle to fufer the portfolie-wide rate of bad
debts incumed on eredit card receivables?

A, Ti's possibie. Are you asking whether

- those cafl reporis coufain information about the

Tosses that arve being incurred on credit eard
receivables?

Q. Yes. Actoally, Pl just ssk you fo
gssume, as 3 hypothetical, we have ten years of
refiable data that tells vs there's gofg fo bo a
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cardholder is going to be paid, You know, there's
no way to predict . L shouldn't say there's way to
predict, but the gross bad debt experience can't be
used to predict whether & cardholder — a partivaler
eardholder is going to repay the debt or not,

Q. Tm poing o move on to what you expect
1o testify with respeit to examinstion and
procedures of an JRS andifor.

A. Bure

Q. According to the witness disclosnre
stafement, you're expested fo testify that to the
extent the IRS requested documents on a particnlar
‘topic from Lowe's relating fo its bad debt claims

_ end to the exient it made no adjustments to the

claim dednetions, the IRS, necessarily, allowed and
found Lowes extitied to efaim the bad dobt
dednefions,

Are you aware of what docnmenis the JRS
examiner requested of Lowe's in this instance?

A, Yhave a peneral understanding that the
IRS examincr seked to see accovmting books and
records, the work papers essocated with the
preparation of the federal income tax refurns for
the varipus years involved. Those work papers may
be in the form of actnal paper oy in electronie
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bad debt betwesn 4.5 and 5.2 percent next year. And
each year, you can prediot, within a certain margin
of emor, pretty much, what the bad debt experience
isgoingobe,

So given thet, if a person agrees that
they're going to absorb your bad debt expense and

- they're not ~ and theyTe going to waive their

right of subrogation, under those circutnstances, how
s i possitle, for purposes of the federal bad debt
regulation, you can be viewed as having areasonable
expectation of repayment from the issaer of the debt
that you purporiedly gueranteed?

A. 'Well, bear in mind —

MR, SMITH: Objectto form,

THE DEPONENT: Well, bear inmird,
we're talking about thonsends — tens of
thousands, maybe kundreds of thovsands of
individus! debts. When those credit
cards are issued, there's an expectation
onthe part of the ixsuer that the full
amount charged is going to be paid.

Q. (ByMs. Fitzpairick) By "issner," you
. ars refeiring to whom? \
A. The bank is the Issuer, The isvuer has
an expectation that the full amount charged by the
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form.

That is & customary way fhat an agent
begins an andif, by requesting all of that data.
And if's my undersiznding, the agent did that in
this case as well.

Q. Apd T justxepresent to you that the
agent dd in fact ask T owe's abowt why it had fled
smendeil yetms o rectassify cerfain amonmts from. -
miscellaneons deductions io deht bad expense and —~

A. s that the only reason the amended
return was filed?

Q. 1don'tknow,

A. There could have been other reasons?

Q. Yes, there probatily were.

A, Many other reasons, And when you are
fling an amended yefurn, perhaps, you know, yon
make all kinds of adjustments, some that you
wouldn't have made anless an smended refurn were
filed for some ofher purpose.

Q. Wiy would you make adinstments iffit
‘wasn't necessary?

A. My experience is affer we file the

. federal incomes fax refarn —~ again, in a very, very

Iarge corporstion — you can think about this i
“your own: cast — you come across things. You become

CERTIFIED COURT REPORTERS AND VIDEO, LLC
(855) 227-8552
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10 (Pages 37 to 40)
Page 37 Page 39
1 aware of things that, perhaps, eould've been treated 1 those examiners that handle Iarge cases — and
2 differently or should have been treated differently 2 Lowe's would be a large-case andif — are not
3 or whatever. And you keep  file to fhat effect. 3 terribly concerned with what line anil item appears
1 And gnite offep, you provide that file 4 on. it; if it hes absolutely no effect on federal
5 to the agent when the agent comes in, If instead, 3 income tax liability. .
¢  you are poing to file 2z amended refurn, you just & Now, would they prefer that it be on,
7 reflect that in an smended refurn: 7 . you know, the correct ine? Suve. But are they
8 Q. So in this case, the TRS made ingyities f going fo semehow vrite fitts up in 2 Revenue Agent's
8 about the reason for the reclassificafion, and 9  Report and make a deal about this? Absolufely not,
10 Lowe's informed the IRS agent it was for, quote, 10 jnmy opinion.
11 stafe presentation purposes and for purposes of ir That doesn*t ymean that they don't
12 isolating the amounts it wanted to claim as bad debt 12 observe it and look ot it and study it and say
i3 refunds from the stafes. ) 13 "What's geing on here? Let me mnderstand.” But
it At the conclusion of the audit, thers 14 once they wadersfand if, that's tie end of it.
15 were a nomber of bad debt adfustments made but not 15 Q. Theokyoun
18 with respeotto that fssue. There were bad debt i M8, FIEZPATRICK: I think F'm about
11 adjostments modde with respect o checks. 17 done. ¥T conld just kive o fow mrinutes
8 * And yesterdzy, Mr, Aultman, Lowe's tax 18 1o Teview my motes,
13 manager, testified that the reclassification 19 (Recess from 10:04 am. to 10:10
20 decision had no impact on the federel income tax 2e am) )
2L liahility of Lowe's, Whether it was a bad debt 21 (Deposition condluded at 10:10
22 dedoction or a miscellaneons deduction, it had 22 am.)
23 exactly the same impact. 2
24 Given that the reclassification had no 2¢
25 impact, in your experience, typically, wonld an 25
Page 38 Pape 40
1 anditor yeqnire some adjustoent be mads at the : CERTIRICATE OF COURTREPORTER.
2 conclesion of the audit on that pertioniar jesus? 3 STATEOR GEORGIA
3 A. YT understand your guestion ~ lef me ; COUNTY OF CHERCKEE:
4 YLind of say it back fo you fo make sure I've got it i . . .
5 Hthe movement of an ifem from ome Jine on the , ?‘:ﬁ h&f”m"?ﬁf ﬂai: mﬁﬁ
6 federal income tax re anofher line on the ons and anywess thercto were 1o
7 federal income tax remturr:; :toas ahsolutely no effect a Wm;t:gbym Mﬁ:ﬂfgrm ﬁgmmm
8 on federal tax Babilify, I don't think that the JRS %ﬁﬁgﬁnﬁxmwm
5 would be —wonkd take ~ you Imow, wonld be P e RomliW. B, whovas ity o
30 ferribly concerned about that. b Y oyt Tk dispatificd oz
1L ‘Was that your question? relationship of interest wndar O.C.GA. §9-11-28(ck
12 Q. Yes, it was exactly pay quisstion. Tams Gearps Certified Court Repatter here e an
13 8o the IRS anditor wordd zot ficl For: o A A
14 obligated to direct the taxpayer to change that provide cowt repnrting services forthis
15 chamacferization to whet the TRS anditor viewed s “ mﬂmﬂhﬁgﬁﬂgﬁfgﬁﬂ 5
16 more— 15-14-37(5) amdl (b} or Asticle 7.C. of fie Rules smd
7 A. Yhave fo be honest, I've done a lot of i iﬁﬂoﬁ;@fu‘iﬁ’fmﬁgyﬁw
18 work for the IRS, and I've come in contaet with 16 ing &5 not a party i 2 contrct prohibited by
19 scores of IRS agents fhaf would examine corporutions | - 0CaA S ljf'g;mmd’ 7.C. of fhie Rules and
20 like Lowe's. They-are not 2 hamegeneons group. 16 This, #he 13¢h day of December 2016,
21 An individual conducting an andit, the . ﬁ :
22 group chicf, for example — yon know, one crew ghoup 21
23 chief may take a p_n—siﬁnn different from another i: -
24 group chief. Cg:ﬁad% mm
25

But, in peneral, it's my impression that

24
25

CERTIFIED COURT REPORTERS AND VIDEO, L1C
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11 (Pages 41 to 43)
Page4l Page 43
;— DISCLOSURE OF NG CONTRACT 1 DEPOSITION OF RONATD W. BLASL
2 .
) T, Jolm P, Payne, do hereby disciose pursnant i s shoml -
3 fo Atticle 10.B. of the Rules nd Repalations of tho , Pegodo. LMo  shouldsead
Board of Cowt Reporting of fhe Fudicial Couneil of . ,
4 Georgia thet Certified Court Reporters and Viden, ; PageNo. LineNo.  shouldread:
LEC, was contacted bythepartytahngﬂza i
§  deposition to provide cout reporting sorvices for PageNo, ZLipeNo.  shouldread:
this deposition and there is no confract that is &
& prohibited by 0.C.GLA. §§ 15-14-37(8) and (b} or 7 PageNo. LimeNo,  should read: s
Adticle 7,C, of the Rules and Regulations of the 8
7 Board for the taking of this deposition. PageNo, LineNn.  should read:
e There is no cantzact to provide reporting g
sarvices between Payne Cotrt Reporting or any parson . .
» o rons Conet Repring s il 10 PagoMo. LieNo. storldrad
lationshin atin: atlawi .
1n EEEIE;';@ 1o this ::;:f Mmgiwm . PageNo: LinsNo.  shonld read:
fivanclal inferest ia this action, or egent foran 1z
13 attoeney at law in fhis action, party to this 13 PageNo. LinsNo,  shouldread:

action, or party baving a financial inferest in this .

14

32 getion Anyand all financial aranperaents beyond i5 If supplemental or additional pages are DECessary,
onr usual and customaty Tates beve beeo disclosed plense fumish seme mtypewnbng annexed fo this
3 and Dﬁ'_emd to all parties. 1§ deposition.
1: ‘This 13th day of Decembsr, 2016, 17
Al
a6 18 RONALD W, BLASI
17 13 Swom to and subseribed before me,
18 Thisthe  dayof .20 .
13 20
z: Z1. Notary Public
- . My comsnission expires:
23 JOHN F. PAYNE 23
. Payne Conrt Reporting, LLC 24
2z
s 25
Page 42
z DEROSIION OF RONALD W, BLAST
2 Tdo heréby cextify that Thave read a1
questions to e and sl ansvers given by
3 oo November 30, 2016, taken before Piper L,
Quinn, zord that;
4
1} There e no changes noted.

2z
23
24

25

2) The fllowing chanpes are noted:

Pursuant to Rult: 30(¢) of the Federal Rules
of Civil Procedure and/or the Officlad Cods of
Georgin Avmpiated 9-11-30(¢), both of which read in
park: Any changes ir: for or fubstancs which yon
Jesire: to ke shall bo entered npon he
deposition.. with 4 sistement of {he reasons
grm.jn'mahngﬁ:m Actordingly, i assistyou
in effecting comrections, pleass wse the fumm belowy

Pageo, LiceMNo,  shonddread:

Pagelo  LineNo.  shouldread

PegpNo LineNo, shouldwead:
PaeNo  LinelNo,o  should read:
PageMa, LinoMe,  shouldread
PrgeNp.  LinsNo,  shouldwad
Pagelo. LineNo, shovidmad
Pape o, Limeio.  shoumldread:

Pagelo, LimeNo, chodldmad

PageMo. LimeMo, shonldread

CERTIFIED COURT REPORTERS AND VIDEO, LLC
(855) 227-8552
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Revised Code of Washington 2001

7 (2) The renting or leasing of mobile homes if the rental agreement or lease exceeds thirty
days in duration and if the rental or lease of such mobile home is not conducted jointly with the
provision of short-term lodging for transtents,

[1986c 211 § 2; 1979 ex.s5. ¢ 266 § 3.]

RCW 82.08.034 Exemptions--Sales of used floating homes or rental or lease of used
floating homes. '

The tax imposed by RCW 82.08.020 shall not apply to:
(1) Sales of used floating homes, as defined in RCW 82.45.032;

(2) The renting or leasing of used floating homes, as defined in RCW 82.45.032, when
the rental agreement or lease exceeds thirty days in duration.

[1984 ¢ 192 §3.]

RCW 82.08.035 Exemption for pellution control facilities.
See chapter §2.34 RCW.

RCW 82,08.036 Exemptions--Vehicle battery core deposits or credits--Replacement
vehicle tire fees--"'Core deposits or credits” defined.

The tax levied by RCW 82.08.020 shall not apply to consideration: (1) Received as core
deposits or credits in a retail or wholesale sale; or (2) received or collected upon the sale of a
new replacement vehicle tire as a fee imposed under RCW 70.95.510. For purposes of this
section, the term "core deposiis or credits” means the amount representing the value of returnable
products such as batteries, starters, brakes, and other products with returnable value added for
the purpose of recycling or remanufacturing.

[1989 c 431 § 45.]

Notes:
Severability--Section capiions not law--1989 ¢ 431: See RCW 70.95.901 and 70.95.902,

RCW 82,08.637 Credits and refunds--Debts deductible as worthless.

A seller is entitled to a credit or refund for sales taxes previously paid on debts which are
deductible ag worthless for federal income tax purposes.

[1982 lst ex.s. ¢ 35 §35.]

Notes:
Severability--Effective dates—1982 1st ex.s. ¢ 35: See notes following RCW 82.08,020.

RCW 82.08.040 Consignee, factor, bailee, auctioneer deemed seiler.
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Retail Sales Tax

Severability—Effective dates—1982 st ex.s. ¢ 35: See notes follow-
ing RCW 82.08.020.

82.08.037 Credits and refunds for bad debts, (Effec-
tive July 1, 2604.) (1) A seller is entitled to a credit or refund
for sales taxes previously paid on debts which are bad debts
under 26 U.S.C. Sec. 166, as amended or renumbered as of
Janumary 1, 2003, except for:

(a) Amounts due on property that remains in the posses-

sion of the seller until the fiall purchase price is paid;

(b} Expenses incurred in attempting to collect debt; and

(c) Repossessed property. '

(2) I a credit or refund of sales tax is taken for a bad debt
and the debt is subsequently collected in whole or in part, the
tax on the amount collected must be paid and reported on the
return filed for the period in which the collection is made.

(3) Payments on a bad debt are applied first proportion-
ally to the taxable price of the property or service and the
sales tax thereon, and secondly to interest, service charges,
and any other charges,

(4) If the seller uses a certified service provider 1o
administer its sales tax responsibilities, the certified service
provider may claim, on behalf of the seller, the credit or
refund allowed by this section. The certified service provider
must credit or refund the full amount fo the seller. [2003 ¢
168 § 212; 1982 1stex.s. ¢35 § 35.]

Effective dates—Part headings not law—2003 ¢ 168: See notes fol-
lowing RCW 82.08.010.

Severability-—Effective dafes--1982 st ex.s. e 35: See notes follow-
ing RCW 82.08.020.

82.08.050 Buyer fo pay, seller to collect tax—State-
ment of tax—Exception—Penalties—Contingent expira-
tion of subsection. (Effective until July 1, 2004.) (1) The
tax hereby imposed shall be paid by the buyer to the seller,
and each seller shall collect from the buyer the foll amount of
the tax payable in respect to each taxable sale in accordance
with the schedule of collections adopted hy the department
pursuant to the provisions of RCW 82.08.060. The tax
required by this chapter, to be collected by the seller, shall be
deemed to be held in trust by the seller until paid to the
department, and any seller who appropriates or converts the
tax collected to his or her own use or to any use other than the
payment of the tax to the extent that the money required to be
collected is not available for payment on the due date as pre-
scribed in this chapter shall be guilty of a gross misdemeanor,

(2) In case any seller fails to coflect the tax herein
imposed or having collected the tax, fails to pay it to the
depariment in the manner prescribed by this chapter, whether
such failure is the result of his or her own acts or the result of
acts or conditions beyond his or her control, he or she shall,
nevertheless, be personally liable to the state for the amount
of the tax, unless the seller has taken from the buyer in good
faith a properly executed resale certificate under RCW
82.04.470 or & copy of a direct pay perxait issued under RCW
82.32.087.

(3) The amount of tax, until paid by the buyer to the
seller or to the department, shall constitute a debt from the
buyer to the seller and any seller who fails or refises to col-
lect the tax as required with intent to violate the provisions of
this chapter or to gain some advantage or benefit, either direct

82.68.050

or indirect, and any buyer who refuses to pay any tax due
under this chapter shall be guilty of a misdemeancr. The tax
required by this chapter to be collected by the seller shall be
stated separately from the selling price in ary sales invoice or
other instrument of sale. On all retail sales through vending
machines, the tax need not be stated separately from the sell-
ing price or collected separately from the buyer. For pur-
poses of determining the tax due from the buyer to the seller
and from the seller to the department it shall be conclusively
presumed that the selling price quoted in any price list, sales
document, contract or other agreement between the parties
does not include the tax imposed by this chapter, but if the
seller advertises the price as including the tax or that the
seller is paying the tax, the advertised price shall not be con-
sidered the selling price.

(4) Where a buyer has failed to pay fo the seller the tax
imposed by this chapter and the seller has not paid the
amount of the tax to the department, the department may, in
its discretion, proceed directly against the buyer for coliec-
tion of the tax, in which case a penalty of ten percent may be
added to the amount of the tax for failure of the buyer to pay
the same to the seller, regardless of when the tax may be col-
lected by the depariment; and all of the provisions of chapter
82.32 RCW, including those relative to interest and penalties,
shall apply in addition; and, for the sole purpose of applying
the various provisions of chapter 82.32 RCW, the twenty-
fifth day of the month following the tax peried in which the
purchase was made shall be considered as the due date of the
tax.

{5) Notwithstanding subsections (1) through (4) of this
section, any person making sales is not obligated to collect
the tax imposed by this chapter if!

(2) The person's activities in this state, whether con-
ducted ditectly or through another person, are lmited to:

(1) The storage, dissemination, or display of advertising;

(i1} The taking of orders; or

(iti) The processing of payments; and

(b) The activities are conducted electronically via a web
site on a server or other computer equipment located in
Washington that is not owned or operated by the person mak-
ing sales into this state nor owned or operated by an affiliated
person. "Affiliated persons” has the same meaning as pro-
vided in RCW 82.04.424.

(6) Subsection (5} of this section expires when: (a) The
United States congress grants individual states the authority
to impose sales and use tax collection duties on remote sell-
ers; ot {b) it is determined by a court of competent jurisdic-
tion, in a judgment not subject to review, that a state can
impose sales and use tax collection duties on remote seliers,
[2003 ¢ 76 §3;2001 ¢ 188 § 4; 1993 sp.s. ¢ 25 § 704; 1992 ¢
206 §2,1986c¢36§1;1985¢3861;1971 ex5.¢29% § 7,
1965 ex.s. ¢ 173 § 15; 1961 ¢ 15 § 82.08.050. Pdor: 1951 ¢
445 1,1949c22886; 1941 ¢ 71 §3; 1939 ¢ 225 § 11; 1937
¢ 227§ 7; 1935 ¢ 180 § 21; Rem. Supp. 1949 § 8370-21.]

Intent—2003 ¢ 76: See note following RCW 82.04.424.

Finding—Intent—Effective date—2001 ¢ 188: See notes following
ROCW 82.32.087.

Severability—Effective dates—Part headings, captions not Jaw—
1993 sp.s. ¢ 25: See notes following RCW 82.64.230.

Effective date—1992 ¢ 206: See note following RCW 82.04,170.
{2003 RCW Supp—page 1051]
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82.08.032

82.08.032 Exemption—Sales, rental, or lease of used
park model trailers. The tax imposed by RCW 82.08.020
shall not apply to:

(1) Sales of used park model trailers, as defined in RCW
82,45.032;

(2) The renting or leasing of used park mode! trailers, as
defined in RCW 82.45.032, when the rental agreement or
lease exceeds thirty days in duration. [2001 ¢ 282 § 3.

Intent-—2001 c 282: "It is the intent of the legislature to promote fair-
ness in the application of tax. Therefore, for the pusposes of excise tax, park

mode] trailers will be tazed in the sane mamner as mobile homes." [2001 ¢
282§ 1]

Effective date—2001 ¢ 282: "This act takes effect August I, 2001.%
[2001 ¢ 282 § 5.

§2.08.033 Exemptions—Szales of used mebile homes
or rental or lease of mobile homes, The tax imposed by
RCW 82.08.020 shall not apply to:

(1} Sales of used mobile homes as defined in RCW
82.45.032.

(2) The renting or leasing of mobile homes if the rental
agreement or lease exceeds thirty days in duration and if the
sental or lease of such mobile home is not conducted jointly
with the provision of short-term lodging for transients. [1986
c211§2; 1979 ex.5. ¢ 266 § 3.]

82.08.034 Exemptions—Sales of used floating homes
or rental or lease of used floating homes. The tax imposed
by RCW 82.08.020 shall not apply to:

(1) Sales of uged floating homes, as defined in RCW
82.45.032;

{(2) The renting or leasing of used floating homes, as
defined in RCW 82.45.032, when the rental agreement or
lease exceeds thirty days in duration. {1984 ¢ 192 § 3.]

82,08,035 Exemption for pollution control facili-
ties. See chapter 82.34 RCW.

82.08.036 Exemptons—Vehicle battery core depos-
its or credits—Replacement vehicle tire fees—"Core
deposits or credits" defined. The tax levied by RCW
$2.08.020 shall not apply to consideration; (1) Received as
core deposits or credits in a retail or wholesale sale; or (2)
received or collected upon the sale of a new replacement
vehicle tire as a fee imposed under RCW 70.95.510. For pur-
poses of this section, the term "core deposits or credits”
means the amount representing the value of refumable prod-
ucts such as batteries, starters, brakes, and other products
with returnable vahie added for the purpose of recycling or
remanufacturing, [1989 ¢ 431 §45.]

Severability—Section captions net law—1989 ¢ 431: See RCW
70.95.901 and 70,95.902.

82.08.037 Credits and refunds for bad debts. (1) A
sefler is entitled to a credit or refund for sales taxes previ-
ously paid on bad debts, as that term is used in 26 U.S.C. Sec.
166, as amended or renumbered as of Januvary 1, 2003.

(2) For purposes of this section, *bad debts" does not
include:

{a) Amounts due on property that remains in the posses-
sion of the seller until the full purchase price is paid;

{Title 82 RCW-—page 74]

Title 82 RCW: Excise Taxes

(b) Expenses incurred in attempting to collect debt; and

(c) Repossessed property,

(3) If a credit or refund of sales tax is taken for a bad debt
and the debt is subsequently collected in whole or in part, the
tax on the amount collected must be paid and reported on the
return filed for the period in which the collection is made.

(4) Payments on a previously claimed bad debt are
applied first proportionally to the taxable price of the prop-
erty of service and the sales or use tax thereon, and secondly
10 interest, service charges, and any other charges.

(5) If the seller uses a certified service provider as
defined in RCW 82.58.010 to administer ifs sales tax respon-
sibilities, the certified service provider may claim, on behaif
of the seller, the credit or refund allowed by this section, The
certified service provider must credit or refund the full
amount received to the seller.

(6) The department shall allow an allocation of bad debis
among member states to the streamlined sales tax agreement,
as defined in RCW 82.58.010(1)}, if the books and records of
the person claiming bad debts support the allocation. [2004 ¢
153 §302; 2003 ¢ 168 § 212; 1982 st ex.s.c 35 § 35.]

Bad debts—Intent-—2004 ¢ 153 §§ 302-305: “For the purposes of sec-
tions 362 through 305 of this act, the legislature does nof intend by any pro-
vision of this act relating to bad debts, and did not intend by any provision ef
chapter 168, Laws of 2003 relating to bad debts, to affect the holding of the

supreme court of the state of Washington in Puget Scund National Banic v.
the Department af Revere, 123 Wn. 2nd 284 (1994)." [2004 ¢ 153 § 301.]

Retroactive effective date—Effective date—-2004 ¢ 153: See note fol-
lowing RCW 82.08.0293.

Effective dates—Part headings not aw--2003 ¢ 168: Sce notes fol-
lowing RCW 82.08.010.

Severability—Effective dates—1982 1st ex.s. ¢ 35: See notes follow-
ing RCW 82.08.020.

82.08.040 Consignee, factor, bailee, auctioneer
deemed seller. Every consignee, bailee, factor, or auctioneer
authorized, engaged, or employed fo sell or call for bids on
tangible personal property belonging to another, and so seil-
ing or calling, shall be deemed the seller of such tangible per-
sonal property within the meaning of this chapter and all sales
made by such persons are subject to its provisions even
though the sale would have been exempt from {ax hereunder
had it been made directly by the owner of the property sold.
Bvery consignee, bailee, factor, or auctioneer shall collect
and remit the amount of tax due under this chapter with
respect to sales made or catled by him: PROVIDED, That if
the owner of the property sold is engaged in the business of
selling tangible personal property in this state the fax
imposed under this chapter may be remiited by such owner
under such rules and regulations as the department of revenue
shall prescribe, [1975 lst ex.5. ¢ 278 § 46; 1961 ¢ 15 §
$2.08.040. Prior: 1939 ¢ 225 § 8; 1935¢ 180 § 18; RRS §
8370-18.]

Construction—Severability—1975 1st ex.s. ¢ 278: See notes follow-
ing RCW 11.08.160.

82.08.050 Buyer to pay, seller to collect tax—State-
ment of tax—Exception—Penalties-Contingent expira-
tion of subsection. (1) The tax hereby imposed shall be paid
by the buyet to the seller, and each seller shall collect from
the buyer the full amount of the tax payable in respect to each
taxable sale in accordance with the schedule of collections

(2004 Ed.)
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RCW 82.04.4284  Deductions--Credit losses of accrual basis taxpayers.
In computing tax there may be deducted from the measure of tax the amount of credit

losses actually sustained by taxpayers whose regular books of account are kept upon an accrual
basis.

[1980 ¢ 37 § 5. Formerly RCW 82.04.430(4).]

Notes:
Intent--1980 ¢ 37: See note following RCW 82,04.4281,

RCW 82.04.4285  Deductions--Motor vehicle fuel and special fuel taxes.
In computing tax there may be deducted from the measure of tax so much of the sale
price of motor vehicle fuel as constitutes the amount of tax imposed by the state under chapters

82.36 and 82.38 RCW or the United States government, under 26 U.S.C., Subtitle D, chapters 31
and 32, upon the sale thereof,

[1998 ¢ 176 § 3; 1980 ¢ 37 § 6. Formerly RCW 82.04.430(5).1

Notes:

Rules--Findings—Effective date-1998 ¢ 176: See RCW 82,36.800, 82.36.900, and 82.36.901.
Intent--1988 ¢ 37: See note following RCW 82.04.4281.

RCW 82.04.4286 PDeductions—~Nontaxable business,

In computing tax there may be deducted from the measure of tax amounts derived from
business which the state is prohibited from taxing under the Constitution of this state or the
Constitution or laws of the United States.

[1980 ¢ 37 § 7. Formerly RCW 82.04.430(6).]

Notes:
Intent--1980 ¢ 37: See note following RCW 82.04. 4281,

RCW 82.04.4287  Deductions--Compensation for receiving, washing, etc., horticultural
products for person exempt under RCW 82.04.330--Materials and supplies used.

In computing tax there may be deducted from the measure of tax amounts derived by any
person as compensation for the receiving, washing, sorting, and packing of fresh perishable
horticultural products and the material and supplies used therein when performed for the person
exempted in RCW 82.04.330, either as agent or as independent contractor.

[1980 ¢ 37 § 8. Formerly RCW 82,04.430(7).)

Notes:
Intent—1980 ¢ 37: See note following RCW 82.04.4281,

Sales and use tax exemption for materials and supplies used in packing horticultural products: RCW 82.08.0311
and 82.12.0311, .
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82.04.4282

82.04.4282 Deductions—Fees, dues, charges. In com-
puting tax there may be deducted from the measure of tax
amounts derived from bona fide (1) initiation fees, (2) dues,
(3} contributions, (4) donations, (5) tuition fees, (6) charges
made by a nonprofit irade or professional organization for
attending or occupying space at a trade show, convention, or
educational seminar sponsored by the nonprofit trade or pro-
fessional organization, which trade show, convention, or edu-
cational seminar is not open to the general public, (7) chazges
made for operation of privately operated kindergartens, and
(8) endowment funds. This section shall not be construed to
exempt any person, association, or society from tax liability
upon selling tangible personal property or upon providing
facilities or services for which a special charge is made to
members or others. I dues are in exchange for any significant
amount of goods or services rendered by the recipient thereof
to members without any additional charge to the member, or
if the dues are graduzted upon the ameount of goods or ser-
vices rendered, the value of such goods or services shall not
be considered as a deduction under this section, [1994 ¢ 124
§3;1989¢ 39251, 1980 ¢ 37 § 3. Formerly RCW
82.04.430(2).1

Ytent——1980 ¢ 37: Ses note following RCW 82,04.4281.

82.04.4283 Deductions—Cash discount taken by
purchaser. In computing tax there may be deducted from
the measure of tax the amount of cash discount actually taken
by the purchaser. This deduction is not allowed in arviving at
the taxable mimount under the extractive or mamfacturing
classifications with respect to articles produced or manufac-
tured, the reported values of which, for the purposes of this
tax, have been computed according to the provisions of RCW
82.04.450. [1980 ¢ 37 § 4. Formerly RCW 82.04.430(3).]

Intent—1980 ¢ 37: See note following RCW 82,04.4281,

82.04.4284 Deductions—Bad debts. (1) In computing
tax there may be deducted from the measure of tax bad debts,
as that term is used in 26 U.5.C, Sec. 166, as amended or
renumbered as of Janvary 1, 2003, on which tax was previ-
ously paid.

(2) For purposes of this section, "bad debts" do not
include:

{a) Amounts due on property that remains in the posses-
sion of the seller uniil the full purchase price is paid;

(b)Y Expenses incured in attempting to collect debt;

(c) Sales or use taxes payable to a seller; and

(d) Repossessed property.

(3) If a deduction is taken for a bad debt and the debt is
subsequently collected in whole or in part, the tax on the
amount collected must be paid and reported on the return
filed for the period in which the collection is made.

{(4) Paymenis on a previously claimed bad debt must be
applied under RCW 82.08.037(4) and 82.12.037, according
to such rules as the department may preseribe. [2004¢ 153 §
307; 1980 ¢ 37 § 5. Formerly RCW 82.04.430(4).]

Retroactive effective date—Effective date—2004 ¢ 153: See note fol-
lowing RCW 82.0%,0293,

Intent—1980 ¢ 37: See note following RCW 82.04.4281.
[Title 82 RCW—page 40]
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82.04.4285 Deductions—Motor vehicle fuel and spe-
cial fuel taxes. In computing tax there may be deducted from
the measure of tax so much of the sale price of motor vehicle
fuel as constitutes the amount of tax imposed by the state
under chapiers 82.36 and 82,38 RCW or the United States
government, under 26 U.S,C,, Subtitle D, chapters 31 and 32,
upon the sale thereof. [1998 ¢ 176 § 3; 1980 ¢ 37 § 6, For-
merly RCW 82.04.430(5).]

Rules—Findings—Efective date—1998 ¢ 176: See RCW 82.36.800,
82.36.900, and 82.36.501.

Intent-~1980 ¢ 37: See note following RCW §2.04,4281.

82.04.4286 Deductions—Nontaxable business. In
computing tax there may be deducted from the measure of tax
amounts derived from business which the state is prohibited
from taxing under the Constitution of this state or the Consti-
tution or laws of the United States. [1980 ¢ 37 § 7. Formerly
RCW 82.04.430(6).]

Intent—1980 ¢ 37: See note following RCW 82.04,4281,

82,04.4287 Deductions—Compensation for receiv-
ing, washing, etc., horticultural prodacts for person
exempt under RCW 82.04.330-—Materials and supplies
nsed. Incomputing tax there may be deducted from the mea-
sure of tax amounts derived by any person as compensation
for the receiving, washing, sorting, and packing of fresh per-
ishable horticultural products and the material and supplies

used therein when performed for the person exempted in

RCW 82.04.330, either as agent or as independent contractor.
[1980 ¢ 37 § 8, Formerly RCW 82.04.430(7).]
Futent—1980 ¢ 37: See note foillowing RCW 82.04,4281,

Sales and use tax exemption for materials and supplies used in packing hor-
tienltural products: RCW 82,08.0311 and 82.12.0311.

82.04.4289 Exemption—Compensation for patient
services or attendant sales of drugs dispensed pursuant to
prescription by certain nonprofit organizations. This
chapfer does not apply to amounts derived as compensation
for services rendered to patients or from sales of drugs for
human use pursuant to a prescription furnished as an integral
part of services rendered to patients by a kidney dialysis facil-
ity operated ag a nonprofit corporation, a nonprofit hospice
agency licensed under chapter 70.127 RCW, snd nursing
homes and homes for unwed mothers operated as religious or
charitable organizations, but only if no part of the net carn-
ings received by such an institution inures directly or indi-
rectly, to any person other than the institution entitied to
dedyction hereunder. "Prescription and "drug"” have the
same meaning a5 in RCW 82.08.0281. [2003 ¢ 168 § 402,
1998 ¢325§ 1; 1993 ¢ 492 § 305; 1981 c 178 § 2; 1980 ¢ 37
§ 10. Formerly RCW 82.04.430(9).]

Effective dates—Part headings not law---2063 ¢ 168: See notes fol-
lowing RCW 82.08.010,

Findings—Intent—1993 ¢ 492: See notes following RCW 43.20.050,

Short titte—Severability—Savings——Captions not law—Reserva-

tion of legislative power—Effective dates—1993 ¢ 492: See RCW
43.72.910 through 43.72.915.

Intent-1980 ¢ 37; See note following RCW 82.04.4281,

82.04.4291 Deductions—Compensation received by
a political subdivision from another political subdivision

(2004 Ed.)
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FEDERAL—

Tax on communications ser-

vices (telephone and teletype- :

writer exchange services).... 26 U.8.C.A. Sec, 4251;
Tax on transportation of per-

BOMS, v et ie e ey 26 U.S.C.A. Sec, 4261,
Tax on transportation of prop-

BELY oo 26 US.C.A. Sec. 4271;
STATE—

Aviation fuel tax collected

from buyers by a distributor

..................... chapter 82.42 RCW;
Leaschold excise tax collected

fromlessees . ........o.o0... chapter 82.29A RCW,
il spill response tax collected
from taxpayers by marine ter-

minal operators. . .......... chapter 82.23B RCW;
Retail sales tax collected from
buyers................... chapter 82,08 RCW,
Solid waste collection tax col-

lected from buysers ......... chapter 82.18 RCW;
State enhanced 911 tax col-

lected from subscribers. ... .. chapter 82.14B RCW;
Use tax collected from

(21557 N chapter §2.12 RCW,
MUNICIPAL—~—

City admissiontax ......... RCW 35.21.280;
County admissions and recre-

ations tax. . ............... chapter 36.38 RCW,
County enhanced 911 tax col-

lected from subscribers. . . .. . chapter 82.14B RCW,
Local retail sales and use taxes

coflected from

Buyers ..o vvevenn chapter 82.14 RCW.

{5) Specific taxes which are not deductible, Examples
of specific taxes which may be neither dedncted nor excluded

from the measure of the tax include the following:

FEDERAL—

A A A, compensating

17:. QN 7 U.S.C.A. Sec., 615(e);
A.A A processing tax . .. 7U.8.C.A. Sec. 609;
Aviationfuel........... 26 U.S.C.A. Sec. 4091;
Distiiled spirits, wine and

beertaxes ............. 26 U.5.C.A, chapter 51;
Diesel and specizl motor

fuel tax for fuel used for pur-

poses other than motor vehi-

cles and motor-boats. . . . . 26 U.5.C.A. Sec. 4041;
Employment taxes ...... 26 11.8.C.A. chapters 21-25;
Estatetaxes............ 26 U.S.C.A. chapter 11;
Firearms, shells and car-

tridges. . ...........u 26 U.8.C.A. Sec_ 4181,
Gifttaxes ............. 26 U.5.C.A. chapter 12;
Importers, manufacturers

and dealers in firearms . . . 26 U.8.C.A. Sec. 5801;
Incometaxes........... 26 U.S.C.A, Subtitle A;
Tnsurance policies issued by

foreign insurers, .. ...... 26 U.S.C.A. Sec. 4371;

[Title 458 WAC—p. 282}

Sale and transfer of firearms

11:7. S 26 U.S.C.A. Sec, 5811;
Sporting goods . ........ 26 US.CA. Sec. 4161,
Superfund tax .......... 26 U.5.C.A. Sec. 4611;
Tires .....ocvviiinnnn. 26 U.S.C.A. Sec. 4071;
Tobacco excise taxes .. .. 26 U.S.C.A. chapter 52;
Wagering taxes .. ....... 26 U.S.C.A. chapter 35;
STATE —

Ad valorem property

FAKES v vi vt Title 84 RCW;
Alcoholic beverages

licenses and stamp taxes
{Breweries, distillers, dis-
tributors and win-

eries) .o chapter 66.24 RCW;
Aviation fuel fax when not

collected as agent for the i

State. ... e chapter 82.42 RCW,;
Boxing, sparring and wres- :
thingtax............... chapter 67.08 RCW;
Busginess and occupation

L chapter 82.04 RCW,
Cigareftetax . .......... chapter §82.24 RCW;
Gift and inheritance

TAXES oo ie i Title 83 RCW;
Insurance premiums tax . . chapter 48.14 RCW;
Hazardous substance

£ QO chapter 82,21 RCW;
Littertax.............. chapter 82.19 RCW,
Pollution liability insurance

fee, o i RCW 70.149.080,
Parimutuel tax, ......... RCW 67.16.100;
Petrolenm products -~ under-

ground storage tank tax . . chapter 82.23A RCW;
Public utility tax . ....... chapter §2.16 RCW,
Real estate excise tax . . .. chapter 82.45 RCW;,
Tobacco products tax . . . . chapter 82.26 RCW;
Use tax when not collected

as agent forstate. ....... chapter 82.12 RCW;
MUNICIPAL—

Local use tax when not col-
lected as apent for cities or '
counties. . ............. chapter 82.14 RCW,

Municipal utility taxes . .. chapter 54.28 RCW;
Municipal and county real
estate excise taxes. ..., .. chapter 82,46 RCW.

[Statatory Authority; RCW 82.32.300. 00-16-015, § 453-20-195, filed
7/21/00, effective 8/21/00; 99-13-053, § 458-20-195, filed 6/9/99, effective
7/10/99; 83-08-026 (Order ET 83-1), § 458-20-195, filed 3/30/83; Order ET
70-3, § 458-20-195 (Rule 195), filed 5/29/70, effective 7/1/70.]

WAC 458-20-196 Credit losses, bad debts, recover-
ies.

Business and Occupation Tax

In computing business and occupation tax there may be
deducted by taxpayers whose regular books of accounts are
kept upon an accrual basis, the amount of business credit
losses actnally sustained, providing that such deduction will
be ailowed only with respect to transactions upon which a tax
has been previously paid and providing that the amount

{2005 Ed.)
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thereof has not been otherwise deducted and that credits have
not been issued with respect thereto.

Bad debt deductions must be taken by the taxpayer dur-
ing the tax reporting period during which such bad debts were
actually charged off on the taxpayer's books of account.

In cases where the amount of bad debis legitimately
charged off in a particular reporting period exceeds the gross
income for such period, the excess of the amount of the bad
debts charged off during such period may be deducted from
the gross income of the subsequent tax reporting period.

A dishonored (bad) check which proves to be uncollect-
ible is a bad debt, to the extent it was taken as payment for
goods or services on which business tax was previously
reported and paid.

Extracting or manufacturing, special application.
Bad debt deductions will be allowed under the extracting or
manufacturing classifications only when the value of prod-
ucts is computed on the basis of gross proceeds of sales.

Retail Sales Tax

A seller is entitled to a credit or refund for sales taxes
previously paid on debts which are deductible, on and after
January 1, 1983, as worthless for federal income tax pur-
poses,

Public Utility Tax

In computing public wtility tax credit losses may he
deducted under the same conditions set out under the busi-
ness and occupation tax. However, the special provisions set
out for the extracting and manufacturing classifications are
not applicable to the public utility tax.

Methods of determining credit losses, The amount of
credit losses actually sustained must be determined in accor-
dance with one of the following methods:

(1) Specific charge-off method. The amount which is
charged off within the tax reporting period with respect to
debits ascertained to be worthless,

(&) Worthlessness of a debt is usually evidenced when all
the surrounding and attending circumstances indicate that
iegal action to enforce payment would result in an uncollect-
1ble judgment. ‘

{(b) A "charge-off" of a debt, either wholly or in part,
must be evidenced by entry in the taxpayer's books of
account.

(2) Reserve method. In the discretion of the department
- of revenue a reasonable addition to a reserve for bad debis
will be authorized to taxpayers who charge off credit losses at
the end of their taxable year but whe desire to apportion such
losses on a monthly basis,

(a) This will be permitted, in teu of the specific charge-
off method, only to taxpayers who have established or are
allowed by the Internal Revenue Service to use for federal
income tax purposes, the reserve method of treating bad
debts, or who, upon securing permission from the department
adopt that method. :

(b} What constitutes a reasonable addition to a reserve
for bad debts must be determined in light of the facts and will
vary between classes of business and with conditions of busi-
ness prosperity. The addition to the reserve allowed as a
deduction by the Tnternal Revenue Service for federal income

(2005 Bd.)
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tax purposes, in the absence of evidence to the contrary, will
be presumed reasonable,

If the taxpayer actually determines and charges off bad
debts on a tax reporting period basis, the amount so charged
off each peried shall be considered prima facie as a proper
deduction for such period.

‘When bad debt losses are ascertained anmnually upon spe-
cific charge-off method, the deduction must be taken against
the gross amount reported for the peried in which the bad
debts were actually charged off.

When the reserve method is employed in taking deduc-
tions for bad debts on returns and the amount of debis actu-
ally ascertained to be wholly or partially worthless and
charged against the reserve account during the taxable year
and reported do not agree with the amount of reserve set up
therefor, adjustment of the amount of loss deducted shall be
made to make the total amount claimed for the tax year coin-
cide with the amount of loss actuaily sustained.

Recoveries. Amounts subsequently received on account
of a bad debt or on account of a part of such debt previously
charged off and allowed as a deduction for business tax pur-
poses, must be included in gross proceeds of sales (including
value of products when measured by gross proceeds of sales)
or gross income of the business reported for the taxable
period in which received. This is true even though the recov-
ertes during such perjod exceed the amount of the bad debt
charge-off.

[Statutory Authosity: RCW 82.32.300. 83-07-032 (Order ET 83-15), § 458-

20-196, filed 3/15/83; Order ET 70-3, § 458-20-196 (Rale 196), filed
5/29/70, effective 7/1/70.]

WAC 458-20-197 When tax liability arises. (1} Gross
proceeds of sales and gross incoms shall be included in the
return for the period in which the value proceeds or accrues to
the taxpayer. For the purpose of determining tax liability of
persons making sales of tangible personal property, a sale
takes place when the goods sold are delivered to the buyer in
this state, With respect to leases or rentals of tangible per-
sonal property, liability for retail sales tax arises as of the
time the rental payments fall due (see WAC 458-20-211).

{2) Accrual basis.

(2) When returns are made upon the acerual basis, value
accrues to a taxpayer at the time:

(i) The taxpayer becomes legally entitled to receive the
consideration, or,

(i) In accord with the system of accounting regularly
employed, enters as a charge against the purchaser, customer,
or client the amount of the consideration agreed upon,
whether payable immediately or at a definitely determined
fature time.

{b} Amounts actually received do not constitute value
accruing to the taxpayer in the period in which recetved if the
value accrues to the taxpayer during another period. It is
immaterial if the act or service for which the consideration
acorues is performed or rendered, in whole or in part, during
a period other than the one for which return is made. The con-
trolling factor is the time when the taxpayer is entitled to
receive, or takes credit for, the consideration.

(3) Cash receipts basis.

(2) When returns are made upon cash receipts and dis-.
bursements basis, value proceeds fo a taxpayer at the time the

[Title 458 WAC—p, 283]
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patty costs with respect to Taxpayer because X is responsible
for providing the staff of the service center. The payments to
X are specifically assigned to California.

(C) Taxpayer sells various manufacturers' products at
wholesale on a commission basis. Taxpayer subcontracts
with X, who agrees to act as Taxpayei's sales representative
on the West Coast. Taxpayer has various other sales repre-
sentatives working on as independent contractors, who are
assigned territories, but may make sales from an office or
through in-person visits, or a combination of both. Taxpayer
does not maintain records sufficient to show the representa-
tives' places of performance, Taxpayer may use sales records
and the standards under (k) of this subsection to assign com-
missions by each subcontractor.

(h) Costs assigned by formula.

(i) Costs not specifically assigned under (e) through (g)
of this subsection and not excluded from consideration by (&)
of this subsection are assigned to Washington by formula.
These costs ate multiplied by the ratio of sales in Washington
over sales everywhere. For example, if a business has one
thousand doflars in other unassigned costs and sales of ten
thousand dollars in each of the four states in which it has
nexus under Washington standards (including Washington),
twenty-five percent ($10,000/$40,000), or two hundred fifty
dollars of the other costs are assigned to Washingfon.

(ii) Sales are assigned to where the customer receives the
benefit of the service. I the location where the services are
received s not readily determinable, the services are attrib-
uted to the location of the office of the customer from which
the services were ordered in the regular course of the cus-
tomer’s trade or business. If the ordering office cannot be
determined, the services are athiibuted to the office of the cus-
tomer to which the services are billed,

(ii1) If under the method described above a sale is attrib-
uted to a location where the taxpayer dees not have nexus
under Washington standards, the sale must be exchuded from
both the numerator and denominator of the sales ratio, For
the purposes of this calculation onty, the department will pre-
sume a taxpayer has nexus anywhere the taxpayer has
employees or real property, or where the taxpayer reports
business and occupation, franchise, value added, income or
other business activity taxes in the state. The burden is on the
taxpayer to demonstrate nexus exists in other states.

(i) Alternative methods.

(i} A taxpayer may report with, or the departroent may
require, the use of one of the alternative methods of cost
apportionment described below:

{A) The exclusion of one or more categories of costs
from consideration;

(B} The specific allocation of one or more categories of
costs which will fairly represent the taxpayer's business activ-
ity in Washington; or

{C) The employment of another method of cost appor-
tionment that will effectuate an equitable apportionment of
the taxpayer's gross income.

(ii} A taxpayer reporting under (i) of this subsection must
notify the department at the time of filing that it is using an
alternative method and provide a brief description of the
method employed. If a taxpayer reports using an alternate
method, the same method must be used for all subsequent tax

458-20-196

reporting periods unless it is demonstrated another method is
necessary under the standard in (i)(v) of this subsection.

(i) If on review of a taxpayer's return(s) the department
determines another method is necessary to fairly represent
the extent of a taxpayer's business activity in Washington, the
department may impose the method for all retums within the
statute of limitations. Statutory interest applies to both bal-
ances due and refund or credit claims arising under this sec-
tion. Further, applicable penalties will be imposed on bal-
ances due arising under this section. However, if the fax-
payer reported using the cost apportionment methed in (a)
through (b) of this subsection and separate accounting is
unavailable, the department may impose the alternate method
for future periods only.

(iv) A taxpayer may request that the department approve
an alternative method of cost apportionment by submitting a
request fot prior ruling pursuant o WAC 458-20-100, Such
letter ruling may be sabject to audit verificaiion before issu-
ance.

(v) The taxpayer or the department, in Tequesting or
imposing an alternate method, must demonstrate by clear and
convincing evidence that the cost apportionment method in
(a) through (h) of this subsection does not fairly represent the
extent of the taxpayer's business activity in Washington.

(5) Effective date. This amended rule shall be effective
for tax reporting periods beginning on January 1, 2006, and
thereafter.

[Statutory Authority; RCW 82.32.300 and 82.01.060(2), 05-24-054, § 458-
20-194, filed 12/1/05, effective 1/1/06. Statutory Authority: RCW
82.32.300. 83-08-026 (Order ET 83-1), § 458-20-194, filed 3/30/83; Order
ET 70-3, § 458-20-194 (Rule 194), filed 5/29/70, effective 7/1/70.]

WAC 458-20-196 Bad debts. (1) Introduction.

{a) New laws effective July 1, 2004, This rule provides
information about the tax treatment of bad debts under the
business and occupation (B&0), public utility, retail sales,
and use taxes, and reflects legislation enacted in 2003 and
2004 conforming Washington law to provisions of the
national Streamlined Sales and Use Tax Agreement. See
chapter 168, Laws.of 2003 and chapter 153, Laws of 2004,
The new laws related to bad debts are effective July 1, 2004.

(b) Bad debt deduction for accrual basis taxpayers.
Bad debt credits, refunds, and deductions occur when income
reported by a taxpayer is not received. Taxpayers who report
using the cash method do not report income until it is
received. For this reason, bad debts are most relevant to tax-
payers reporting income on an accrual basis. However, some
transactions must be reported on an accrual basis by all tax-
payers, including ingtallment sales and leases. These transac-
tions are eligible for a bad debt credit, refund, or deduction as
described in this rule. For information on cash and accrual
accounting methods, refer to WAC 458-20-197 (When tax
Hability arises) and WAC 458-20-199 {Accounting methods).
Refer to WAC 458-20-198 (Installment sales, method of
reporting) and WAC 458-20-199(3) for information about
reporting installment sales.

{c} Relationship between retailing B&O tax deduc-
tion and retail sales tax credit. Generally, a retail sales tax
credit for bad debts is reported zs a deduction from the mea-
sure of sales tax on the excise tax return. The amount of this
dednction, or the measure of a recovery of sales tax that must

[2006 WAC Supp—page 1929]
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be reported, is the same as the amount reported as a deduction
or recovery under the retailing B&O tax classification.

(d) Relationship to federal income tax return. Wash-
ington credits, refunds, and deductions for bad debts are
based on federal standards for worthlessness under section
166 of the Internal Revenue Code. If a federal income tax
return is not required to be filed (for example, where the tax-
payer is an exempt entity for federal purposes), the taxpayer
is eligible for a bad debt credit, refund, or deduction on the
Washington tax return if the taxpayer would otherwise be eli-
gible for the federal bad debt deduction,

(2) Retail sales and use tax.

{8) General rule, TUnder RCW 82.08.037 and
£2,12.037, sellers are entitled to a credit or refund for sales
and use taxes previously paid on "bad debts" under section
166 of the Internal Revenue Code, as amended or renum-
bered as of Tanuary 1, 2003. Taxpayers may claim the credit
or refind for the tax reporting period in which the bad debt is
written off as uncoliectible in the taxpayer's books and
records and would be eligible for a bad debt deduction for
federal income tax purposes. However, the amount of any
credit or refund st be adjusted to exclude amounts attribut-
able to:

(i) Amounts due on property that remains in the posses-
sion of the seller until the full purchase price is paid;

(i) Expenses mcurred in attempting to collect debt; and

(iii) The value of repossessed property taken in payment
of debt.

(b) Recoveries. If a taxpayer takes a credit or refund for
sales or nse taxes paid on a bad debt and later collects some
or all of the debt, the amount of sales or use tax recovered
st be repaid in the tax-reporting period during which col-
lection was made. The amount of tax that must be repaid is
determined by applying the recovered amount first propor-
tienally to the taxable price of the property or service and the
sales or use tax thereon and secondly to any interest, service
charges, and any other charges,

(3) Business and occupation tax.

{2} General yule, Under RCW 82.04.4284, taxpayers
may deduct from the measure of B&O tax "bad debts" under
section 166 of the Internal Revenue Code, as amended or
renumbered as of January 1, 2003, on which tax was previ-
ously paid. Taxpayers may claim the deduction for the tax
reporting period in which the bad debt is written off as uncol-
lectible in the taxpayer's books and records and would be eli-
gible for a bad debt deduction for federal income tax pur-
poses. However, the amount of the deduction must be
adjusted to exclude amounts attributable to:

(1) Amounts due on property that remains in the posses-
gion of the seller until the full purchase price is paid;

{if) Sales or use taxes payable to a seller;

(iii) Expenses incurred in attempting to collect debt; and

(iv) The value of repossessed property taken in payment
of debt,

{b) Recoveries. Recoveries received by a taxpayer after
a bad debt is claimed are applied under the rules described in
subsection {2)(b} of this section if the transaction involved is
a reteil sale. The amount atfributable to "taxable price” is
reported under the retailing B&O tax classification. If the
recovery of debt is not related to a retail sale, recovered
amount is applied proportionally against the components of

[2006 WAC Supp—page 1930]
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the debt (c.g., interest and principal remaining on a wholesale
sale).

(¢) Extracting and manufacturing classifications.
Bad debt deductions are onty allowed under the extracting or
manufacturing classifications when the vahue of products is
computed on the basis of gross proceeds of sales.

{4) Public utility tax. Under RCW 82.16.050(3), tax-
payers may deduct from the measure of public utility tax "bad
debts" under section 166 of the Internal Revenue Code, as
amended or remumbered as of January 1, 2003, on which tax
was previously paid. Taxpayers may claim the deduction for
the tax reporting period in which the bad debt is written off as
uncollectible in the taxpayer's books and records and would
be eligible for a bad debt deduction for federal income tax
purposes. No deduction is allowed for collection or other
expenses.

{5) Application of payments - general rule. The spe-
cial rules for application of payments received in recovery of
previously claimed bad debis described in subsections (2)(b)
and (3)(b) of this section are not used for other payments,
Payments received before a bad debt credit, refund, or deduc-
tion is claimed should be applied first against interest and
then ratably against other charges. Another commercially
rezsonable method may be used if approved by the depart-
ment.

(6) Assigned debt and installment sales.

{a) General rule. If a person makes a retail sale under an
installment sales contract and then legally assigns his or her
rights under the contract to another party, the assignee "steps
into the shoes" of the person making the sale and may claim
a bad debt credit or refund for unpaid retail sales tax to the
extent a credit or refund would have been available to the
original seller and to the extent that the assignee actually
incurs a loss, The seller's B&O tax deduction for bad debt
may not be claimed by an assignee. A retail sales tax bad debt
credit or refund for unpaid sales tax is available only to the
person who makes the retail sale or an assignee under the
confract, For example, a bank that loans money fo the pur-
chaser of a vehicle may not claim a retail sales tax bad debt
credit or refund. The bank did not sell the vehicle and is not
an assignee of the dealer who made the retail sale,

{(b) Discounts. A person who makes a retail sale on
credit and then assigns the sales contract in exchange for less
than the face value of the contract may not claim a bad debt
credit, refund, or deduction for the difference between the
face value and the amount received. The discount is a nonde-
ductible cost of doing business, not a bad debt. An assignee
of u retail sales contract that pays less than face value for the
contract is not required to reduce the amount of a retail sales
tax bad debt credit or refund in proportion to the amount of
the discount, The assignee may take a credit or refund for the
amount that would have been available to the original seller if
the original seiler had retained the contract and received the
payments made by the buyer,

(c) Recourse financing, An assignee who receives pay-
ment on a bad debt from the assignor must reduce the sales
tax credit in proportion to the payment, The assignor may
claim a sales tax credit and retailing B&O tax deduction in
proportion to the payment if obligated to make the payment
and otherwise qualified under this rule.
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{(d) Documentation. All persons claiming a bad debt
credit for instaliment confracts must retain appropriate docu-
mentation, incinding documentation establishing;

(1) The amount of the original sale by the seller, and
component amounts necessary to determine that amount,
such as credits for {rade-ins, down payments, and individual
amounts charged for different products;

{1} The buyer's equity in any trade-~in property;

(iii} The contract principal owed at the time of reposses-
sion, if any; and

(iv) The deductibility of the debt as worthless for federal
income tax purposes.

(7) Reserve method. Ordinarily, taxpayers must report
bad debt refunds, credits or deductions for specifically iden-
tified transactions. However, taxpayers who are allowed by
the Internal Revenue Service fo use a reserve method of
reporting bad debts for federal income tax purposes, or who
secure permission from the department to do so, may deduct
a reasonable addition to a reserve for bad debts. What consti-
tutes a reasonable addition to a reserve for bad debts must be
determyined in light of the facts and will vary between classes
of business and with conditions of business prosperity. An
addition to a reserve allowed as a deduction by the Internal
Revenue Service for federal income tax purposes, in the
absence of evidence to the contrary, will be presumed reason-
able. When the reserve method is employed, an adjustment to
the amount of loss deducted must be made annually to maie
the total loss claimed for the tax year coincide with the
amount actually sustained.

(8) Statute of Hmitations for claiming bad debts. No
credit, refund, or deduction, as applicable, may be claimed
for debt that became eligible for a bad debt deduction for fed-
eral income tax purposes more than four years before the
beginning of the calendar year in which the credit, refund, or
deduction is claimed.

(9} Examples. The following examples identify a num-
ber of facts and then state a conclusion. These examples
should be used only as a peneral puide. The tax results of
other situations must be determined after a review of all of
the facts and circumstances,

In all cases, an eight percent combined state and local
sales tax rate is assumed. Figures are rounded to the nearest
dollar. Payments are applied first against interest and then
ratably against the taxable price, sales tax, and other charges
except when the special rules for subsequent recoveries on a
bad debt apply (see subsections (2} and (3) of this section). It
is assumed that the income from all retail sales described has
been properly reported under the retailing B&O tax classifi-
cation and that all interest or service fees described have been
accrued and reported under the service and other activities
B&O tax classification,

{(a) Seller makes aretail sale of goods with a selling price
of $500 and pays $40 in sales tax to the department. No pay-
ment is received by Seller at the time of sale. One and a half
years later, no payment has been received by Seller, and the
balance with interest is $627. Seller is entitled to claim & bad
debt deduction on the federal income tax return. Seller is
entitled to claim a bad debt sales tax credit or refund in the
amount of $40, a B&0 tax deduction of $500 under the retail-
ing B&O tax classification, and a B&O tax deduction of $87
under the service and other activities B&O tax classification.

458-20-196

(b) The facts are the same as in {a) of this subsection,
except that six months after the credit and deduction are
claimed, a $50 payment is received on the debt. Recoveries
received on a retail sale after a credit and deduction have
already been claimed must be applied first proportionally to
the taxable price and sales tax thereon in order to determine
the amount of tax that must be repaid. Therefore, Seller must
report $4, or $50 x ($40/$540), of sales tax on the current
excise tax return and $46, or $50 x ($500/$540) under the
retailing B&O tax classification. Additional recoveries
should be applied in the same manner until the original $40
credit is reduced fo zero.

(c) Seller makes a retail sale of goods on credit for $500
and pays $40 in sales tax to the department. No payment is
received at the time of safe, Over the following year, regular
payments are recetved and the debt is reduced to §345, exclu-
sive of any interest or service charges. The $345 represents
sales tax due to Seller in the amount of $26, or $345 x
($40/$540), and $319 remaining of the original purchase
price, or §345 x ($500/$540). Payments cease. Six mouths
later the balance with interest and service fees is $413. Seller
is entitled to claim a bad debt deduction on the federal
income tax return. Seller is entitled to claim a sales tax refund
or credit on the curent excise tax retumn of $26, a deduction
nnder the retailing B&O tax classification of $319, and 2
deduction under the service and-other activities B&O tax
classification of $68.

{d) The facts are the same as in (c) of this subsection,
except that before Seller charges off the debt, Seller repos-
sesses the goods, At that time, the goods have a fair market
value of $250. No credit is allowed for repossessed property,
so the value of the collateral must be applied against the out-
standing balance. After the value of the collateral is applied,
Seller has a remaining balance of $163, or $413 - $250. The
allocation rules for recoveries do not apply because a bad
debt credit or refund has not yet been taken, The value is
applied first against the $68, or $413 - $345, of interest, so the
$163 remaining is atiributable entirely to taxable price and
sales tax, Any costs Seller may incur related to locating,
repossessing, storing, or selling the goods do not offset the
value of the collateral because no credit is allowed for collec-
tion costs, Seller is entitled to a sales tax refund or credit in
the amount of $12, or $163 x ($40/8540) and deduction of
$151, or $163 x ($500/$540) under the retailing B&O tax
classification, If Seller later sells the repossessed goods,
Seller must pay B&O tax and collect retai! sales tax as appli-
cable. I the sales price of the repossessed goods is different
from the fair market value previously reported and the statute
of limitations applicable to the original transaction has not
expired, Seller must report the difference between the selling
price and the claimed fair market value as an additional bad
debt credit or deduction or report it as an additional recovery,
as appropriate.

(e} Seller sells a car at retail for $1000 and charges the
buyer an additional $50 for license and registration fees.
Seller accepts trade-in property with a value of $500 in which
the buyer kas $300 of equity. (The value of trade-in property
of like kind is excluded from the selling price for purposes of
the retail sales tax. Refer o WAC 458-20-247 for further
information.) Seller properly bills the buyer for $40 of sales
tax, for a total of $1090 owed to Seller by the buyer. Seller

{2006 WAC Supp—page 1931}
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pays the department the $40 in sales tax. No payment other
than the trade-in is received by Seller at the time of sale.
Eight months later, Seller has not received any payment.
Seller is entitled to claim a bad debt deduction on the federal
income tax teturn. The equity in the trade-in is squivalent to
a payment received at the time of purchase, reducing the bal-
ance remaining on the initial sale to $790, or $1090 - $300.
Selier is entitled to claim a sales tax credit or refund of $29,
or $790 x ($40/31090) of sales tax, and a deduction of $725,
or $790 x ($1000/$1090) under the retailing B&O tax classi-
fication, exclusive of any deduction for accrued interest,

() Seller sells a car at retail for $1000, and charges the
buyer an additional $50 for license and registration fees.
Seller properly bills the buyer for $80 of sales tax and remits
it to the department. No money is received from the buyer at
the time of sale. Eight months later Seller is entitled to claim
& bad debt deduction on the federal income tax retum. Seller
claims an $80 sales tax credit, a $1000 retailing B&O tax
deduction, and an additional arount under the service and
other activities classification for accrued interest. Six months
after that, Seller receives a $200 payment from the buyer.
Recoveries must be allocated first proportionally to the tax-
able price {the measure of the sales tax) and the sales tax
thereon, and secondly to other charges. B&O tax conse-
guences follow the same rules. Accordingly, Seller must
report $15, or $200 x ($80/$1080) of sales tax and $185, or
$200 x {$1006/$1080) of income under the retailing B&O tax
classification. Additional recoveries should be applied in the

same manner until the original $80 sales tax credit is reduced
to zero.

(g) Seller sells a car at retail for $1000, and charges the
buyer an additional $50 for license and registration fees.
Seller accepts trade-in property with a value of $500 in which
the buyer has $300 of equity. Seller properly bills the buyer
for $40 of sales tax for a total of $1090 owed to Seller by the
buyer. No payment other than the trade-in is received by
Seller at the time of sale. Eight months later, no payment has
been received by Seller. Seller is entitled to claim a bad debt
deduction on the federal income tax return. The equity in the
trade-in is equivalent to a payment received at the time of
purchase, reducing the balance rematning on the initial sale to
3790, or $1090 - $300. Seller is entitled to claim a sales tax
credit or refund of $29, or $790 x ($40/81090) of sales tax,
and a deduction of $725, or $790 x ($1000/$1090) under the
retailing B&O tax classification, exclusive of any deduction
for accrued interest. Six months afier that, Seller receives a
$200 payment from the buyer. Recoveries must be altocated
first proportionally to the taxable price (the measure of the
sales tax} and sales tax thereon, and secondly to other
charges. B&O tax conseguences follow the same rules.
Accordingly, Seller must report $15, or $200 x {$40/$540) in
sales tax, and $1835, or $200 x ($500/$540) under the retailing
B&O tax classification. Additional recoveries should be

applied in the same manner until the original $29 sales tax
credit is reduced to zero,

{(h) The facts are the same as in (e) of this subsection,
except that immediately after the sale, Seller assigns the con-
tract to a finance company without recourse, receiving face
value for the contract. The finance company may claim the
retail sales tax credit or refund of $29. The finance company

[2006 WAC Supp—page 1932}
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may net claim any deductions for Seller's B&O tax liability.
No bad debt deduction or credit is available to Seller.

(i) The facts are the same as in (h) of this subsection,
except that the Seller receives less than face value for the
contract, The result is the same as in (k) of this subsection for
both parties. The finance company may claim a $29 retail
sales tax bad debt credit or refund, but may not claim a B&O
bad debt deduction for Seller's B&O tax liability. No bad debt
deduction or credit is available to Seller.

[Statutory Authority: RCW 82.32.300 and 82.01.060{2). 06-01-005, § 458-

20-196, filed 12/8/05, effective 1/8/06. Statutory Authority: RCW
82.32.300, 82.01.060(1), and 34.05.230, 05-04-048, § 458-20-194, filed

1/27/05, effective 2/27/05. Statatory Authority: RCW 82.32.300. 83-07-032 °

{Order BT 83-15), § 458-20-196, filed 3/15/83; Order ET 70-3, § 458-20-196
(Rule 196), filed 5/29/70, effective 7/1/70.]

WAC 458-20-198 Installment sales, method of
reporting. (1) Intreduction. This rule explains the tax-
reporting responsibilities of persons making installment sales
of tangible personal property under the business and oceupa-
tion (B&O), retail sales, and use taxes,

(2} How is income from installment sales of tangible
personal property reperted? The seller must report the full
selling price of installment sales of tangible personal property
in the tax-reporting period during which the sale is made.
This is true even when the buyer pays the tax to the seller in
installments over time,

(a) Leases not taxable as instaliment sales. A lease
under WAC 458-20-211 (Leases or rentals of tangible per-
sonal property, bailments) is not taxable as an installment
sale.

(b) Interest income, Persons who receive inferest or
finance charges from an installment sale must pay B&O tax
under the service and other business activities classification
on receipt of these amounts. Retail sales and use taxes do not
generally apply to these amounts, Refer to WAC 458-20-109
(Finance charges, carrying charges, interest, penalties) for
further information.

{c) Assignment of rights to receive payments. A seller
may sell or assign the right to receive payments on an install-
ment sale to another business. The assigree should not report
any sales or use taxes on such payments because the seller is
responsible for remifting the full amount of sales tax. For
information on how to report a buyer's default on an install-
ment obligation, refer to WAC 458-20-196 (Bad debts),
[Statutory Authority: RCW 82.32.300, 82,01,060(1), and 34.05.230. 05-04-
048, § 458.-20-198, filed 1/27/05, effective 2/27/05. Statutory Authority:

RCW §2.32,300. 83-07-032 (Order ET 83-15), § 458-20-198, filed 3/15/83;
Order ET 70-3, § 458-20-198 (Rule 198), filed 5/29/70, effective 7/1/70.]

WAC 458-20-216 Successors, quitting business. (1)
Intreduction. RCW 82,32.140 requires a taxpayer to rermit
any outstanding tax liability to the department of revenue
{department) within ten days of quitting business. If this tax
is not paid by the taxpayer, any successor to the taxpayer
becomes liable for the outsianding tax. This rele explains
under what circumstances a person is considered a successor
to a person quitting business. It explains the successor's
responsibility for payment of an outstanding tax liability
owed by the taxpayer quitting business, whether that liability
is known at the time of purchase or not. This rule also pro-
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