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IN THE ILLINOIS INDEPENDENT TAX TRIBUNAL

PEPSICO, INC. AND AFFILIATES,
Case Nos. 16 TT 82 and 17 TT 16
Petitioner,

V.
Chief Judge James M. Conway
ILLINOIS DEPARTMENT OF REVENUE,

N N N N N N N N N

Respondent.

PEPSICO, INC. AND AFFILIATES’ PENALTY ABATEMENT REPLY
MEMORANDUM IN SUPPORT OF ITS MOTION FOR SUMMARY JUDGMENT

The underlying tax issue involves a good faith legal dispute of first impression. More
specifically, Petitioner’s, PepsiCo, Inc. and Affiliates (“PepsiCo”), classification of Frito-Lay
North America, Inc. (“FLNA”) as an “80/20 Company” during the 2011 - 2013 tax years. The tax
issue was presented to the Tax Tribunal on cross-motions for summary judgment through a fully
stipulated record. The Tax Tribunal has ruled in favor of the Department on the good faith legal
dispute in connection with the underlying tax issue. The present matter is also on cross-motions
for summary judgment on a fully stipulated record and relates to whether reasonable cause penalty
abatement is warranted.

[llinois law provides for the abatement of penalties where reasonable cause exists. See 35
ILCS 735/3-8. To this end, “[tlhe most important factor to be considered in making a
determination to abate penalties is the extent to which the taxpayer made a good faith effort to
determine the proper tax liability and to file returns and pay the proper liability in a timely fashion.”
86 Ill. Admin. Code § 700.400(b) (emphasis added). “A taxpayer will be considered to have made
a good faith effort to determine and file and pay the proper tax liability if the taxpayer exercised

ordinary business care and prudence in doing so.” 86 Ill. Admin. Code § 700.400(c) (emphasis



added).

As evidenced by both the Joint Stipulations of Fact (Jan. 17, 2020) (“Joint Stip.”) and the
Certification of Charles F. Mueller (Mar. 17, 2022) (“Certification”), given the Illinois law and
applicable authorities in existence at the time of filing its returns for 2011 — 2013, PepsiCo’s
actions, evaluation, and determination that FLNA was an 80/20 Company were made in good faith
and reflected ordinary business care and prudence. The Department has provided no evidence to
contradict the facts presented in the Certification. As discussed below, PepsiCo’s penalty history
proves its history of good compliance. Further, the Tax Tribunal’s adverse ruling on the legal
issue nearly ten years after PepsiCo’s analysis was conducted and 80/20 Company determinations
were made does not contain any factual findings or inform the reasonable cause analysis here. For
the reasons set forth below, and in PepsiCo’s prior briefings and on this issue, as well as the briefs
and arguments made in connection with the underlying tax issue, PepsiCo has satisfied the
reasonable cause standard. PepsiCo’s motion for summary judgment must be granted and the
corresponding penalties abated for reasonable cause.

I. PepsiCo’s Penalty History Proves Its Good Compliance Record with the State Of
Illinois

A taxpayer’s compliance history is one factor for consideration in reasonable cause
penalty abatement. See 86 Ill. Admin. Code § 700.400(d). In this regard, the Department’s
reasonable cause penalty abatement regulation does not require perfection. To the contrary,
“[i]solated computational or transcriptional errors will not generally indicate a lack of good
faith in the preparation of a taxpayer’s return.” 86 Ill. Admin. Code § 700.400(d).

Like other multinational businesses, PepsiCo has extremely complex state and local
income tax filing obligations in over 1,000 jurisdictions. See Certification q 13. Despite this

complexity, leading up to the 2011 - 2013 tax years, PepsiCo filed its original Illinois income



tax returns on time and paid corresponding taxes due in a timely manner. See Joint Stip. § 159,

Exhibit 48 and Certification 9 26-27. At no point has PepsiCo been assessed fraud or

negligence penalties by the Department. /d.

While PepsiCo has been assessed and paid penalties in the past, each of PepsiCo’s

historic penalty assessments derive from isolated instances involving minor computational

errors, questions of law, etc. in connection with extremely complex tax returns and proves

PepsiCo’s history of good compliance with the State of Illinois. See Joint Stip. § 159, Exhibit

48.

More specifically, PepsiCo’s historic penalties can be distilled into three discrete

categories, none of which invalidate PepsiCo’s diligence and good compliance record:

Amnesty Penalties - over one-third of total penalties assessed ($191,465 of $558,630)
represent amounts imposed pursuant to Illinois’s amnesty law which served to double the
standard statutory penalties. These amnesty amounts do not reflect poor compliance
whatsoever.

Isolated Late RAR Penalties - the vast majority of total non-amnesty penalties assessed
over the historic twelve year period ($234,758 of $367,165) relate to automatic late
payment penalties associated with a single, isolated incident involving the late filing of
Illinois returns reporting a final federal adjustment for the 1998 — 2002 tax years. A single
missed administrative deadline does not reflect a poor compliance history. See 86 Ill.
Admin. Code § 700.400(d) (“Isolated ... errors will not generally indicate a lack of good
faith ...”).

Nominal Audit Late Payment Penalties - less than 20% of the overall penalties assessed
($102,388 of $558,630), and averaging just $8.5k per year, relate to adjustments on audit
in connection with PepsiCo’s reported tax liabilities. Late payment penalties are
automatically imposed by statute. See 35 ILCS 735/3-3(b-20). During these periods,
taxpayers were required to file formal protests and engage in expensive administrative
appeals in order to pursue penalty abatement. Although these penalties may have been
eligible for abatement, given the nominal amounts at issue, the costs to pursue abatement
would exceed the amount of the underlying penalty.

As noted, perfection with every filing is not the reasonable cause penalty abatement

standard. See 86 Ill. Admin. Code § 700.400(d). The isolated and nominal infractions

evidenced by Joint Stip. § 159, Exhibit 48 and outlined above prove PepsiCo’s overall good



compliance record. This is particularly true given the extreme complexity and scope of
PepsiCo’s state tax compliance obligations and, in any event, have nothing to do with the
central issue in dispute here -- whether PepsiCo reasonably classified FLNA as an 80/20
Company pursuant to existing law and facts at the time the 2011 - 2013 tax returns were filed.

I1. The Tax Tribunal’s Ruling On The Underlying Legal Issue Does Not Prohibit A
Finding Of Reasonable Cause

The Department repeatedly references the Tax Tribunal’s legal ruling on the 80/20
Company issue as a basis to deny PepsiCo’s reasonable cause petition. See, e.g., Dept. Penalty
MSJ Resp. Br. at 6 (“PepsiCo’s assertion that ‘nothing in the law’ would have alerted it to alter
its 80/20 calculations ignores the Tax Tribunal’s contrary ruling rejecting this assertion, and
accordingly does not support reasonable cause for abatement of penalties.”).

The relevant inquiry in the present matter is not whether the Tax Tribunal agreed with
PepsiCo’s position on a good faith legal dispute. Rather, the inquiry is whether PepsiCo’s
actions and decision-making processes -- at the time of filing its returns for the 2011 — 2013
tax years -- were reasonable. In this regard, PepsiCo attached the Certification to evidence the
analysis, processes, and actions taken by PepsiCo in reaching its determination regarding
FLNA’s 80/20 Company classification prior to filing its Illinois tax returns. The statements
set forth in the Certification are based on Mr. Mueller’s personal knowledge and are directly
relevant to the question of penalty abatement.! The facts set forth in Mr. Mueller’s

Certification, along with the facts and documents previously set forth in the stipulated record,

! By order dated July 26, 2022, the Tax Tribunal struck all or a portion of Certification Y 43, 49,
61, 62, and 73-77 as “conclusory.” PepsiCo disagrees with the Tax Tribunal’s order striking these
paragraphs, each of which are factual statements from Mr. Mueller’s direct personal knowledge
regarding PepsiCo’s decision-making processes; these paragraphs are not intended to serve as legal
conclusions on the underlying merits.



prove reasonable cause penalty abatement is proper under 86 I1l. Admin. Code § 700.400. In
sum, notwithstanding the Tax Tribunal’s ultimate ruling on the legal issue, based upon the
facts, law, and related authorities available at the time the returns were filed, PepsiCo acted
in good faith and exercised ordinary business care and prudence in classifying FLNA as an
80/20 Company.

I11. PepsiCo Exercised Ordinary Business Care and Prudence

For penalty abatement purposes, the “most important factor” is that a taxpayer made a
“good faith effort to determine the proper tax liability.” See 86 I1l. Admin. Code § 700.400(b).
To this end, a taxpayer exercises “ordinary business care and prudence” when acting in
accordance with the “clarity of the law.” See 86 I1l. Admin. Code § 700.400(c). Here, PepsiCo
did just that in classifying FLNA as an 80/20 Company under Illinois law pursuant to the
factual record admitted into evidence and the applicable authorities existing at the time the
returns were filed. More specifically, as evidenced by the factual record:

e PGM LLC was formed to resolve HR / legal compliance issues related to PepsiCo’s
employment structure. Joint Stip. 49 47, 54, 57; Certification 49 33-34.

e After PGM LLC’s formation, PepsiCo utilized PGM LLC as the single expatriate program
entity for foreign-based (non-U.S.) secondments. Joint Stip. 9§ 58; Certification 9 36.

e Consolidation of expatriate program operations from three entities into one entity
eliminated duplication of effort from managing multiple expatriate program entities and
streamlined global mobility processes. Joint Stip. § 58; Certification ¥ 46.

e Management and support functions for the expatriates were carried out for PGM LLC
through a team of human resource personnel, referred to as the “Global Mobility HR
Function.” Joint Stip. 4 103-110.

e PGM LLC was intended to operate as the common law employer of expatriates seconded
outside the U.S. Joint Stip. 49 83-85; Certification 49 44-45, 50-54.

e PGM LLC was treated as the common law employer for U.S. payroll and tax reporting
purposes. Joint Stip. 49 114-117.



e PGM LLC’s classification as the common law employer was necessary for business reasons
without regard to any state tax savings (e.g., limit U.S. entity legal liability; minimize
permanent establishment exposure; ease tax, business, and other government compliance
requirements; support expatriate executives; etc.). See Joint Stip. 9 7, 26, 65, 67, 73, 81-82,
and 92; Certification 9 55-56.

e PGM LLC was formed as a subsidiary of FLNA for a variety of non-tax business reasons
(e.g., the importance of the snack-foods business to PepsiCo’s domestic and international
operations; FLNA’s historic presence in international markets; FLNA’s consistent role in
sending and receiving high performing expatriates; etc.). See Joint Stip. 9 13, 24-39, 68;
Certification q 47.

e After the need for PGM LLC was identified by HR / legal for all the non-tax reasons
outlined above, PepsiCo’s tax department analyzed whether FLNA qualified as an 80/20
Company under Illinois law. Certification § 60; Joint Stip., § 158 - Exhibit 6
(PEP000002880-2888) (Background to the Change in Entity (Sept. 2010)); Certification g
56-58.

e Prior to taking any return filing position, PepsiCo’s tax department analyzed the clear
“mechanical” property and payroll measurements required under 35 ILCS
5/1501(a)(27)(A) and 86 Ill. Admin. Code § 100.9700(c)(2)(B) (“Mechanically, the
computation of the 80-20 U.S. business activity test requires the formation of ... two
fractions ...”). See Certification 9 63.

e Prior to taking any return filing position, PepsiCo’s tax department determined that
FLNA’s property and payroll accurately satisfied the mechanical measurements of
Illinois’s 80/20 statutory test, in both form and substance, in accordance with Zebra Tech.
Corp. v. Ill. Dept. of Revenue, 344 111. App. 3d 474, 483-485 (1st Dist. 2003) (requiring an
entity’s entire substantive business activity (measured by property and payroll) to be
included within the 80/20 Company calculation). See Certification Y9 63-69.

e Prior to taking any return filing position, PepsiCo’s tax department consulted with subject
matter experts from PepsiCo’s global mobility transformation project team who confirmed
that PGM LLC is the common law employer of all expatriates seconded outside the U.S.
Certification 9 44-45, 72.

Viewed in totality, PepsiCo exercised ordinary business care and prudence in classifying

FLNA as an 80/20 Company by evaluating the applicable authorities, confirming the ongoing

non-tax business reasons for forming PGM LLC as a wholly owned subsidiary of FLNA, and

confirming with subject matter experts that PGM LLC was intended to be the common law

employer of the expatriate employees for various business reasons, separate and apart from the



Illinois 80/20 Rule and any resulting reduction in Illinois income tax liabilities. In cases such
as this, Illinois courts routinely abate penalties. See 86 Ill. Admin. Code § 700.400(c);
Horsehead Corp. v. Ill. Dept. of Revenue, 2019 IL 124155 at ] 50-51; Security Life of Denver
Insurance Company v. Ill. Dept. of Revenue, 14 TT 89 (Tax Tribunal, Apr. 11, 2016); Ill. Dept. of
Revenue v. ABC Manufacturing Co., Dept. of Rev. Hearings, No. IT 01-3 (Apr. 16, 2001) (“Given
the complexity of the issue in this matter and the lack of judicial opinions in interpreting the
meaning of ‘independent contractor’ for purposes of P.L. 86-272, it is apparent that the taxpayer
made a good faith effort to determine the correct tax liability. As a result, it is recommended that
the penalties be abated due to reasonable cause.”); and /ll. Dept. of Revenue v. Apex, Inc., Dept. of
Rev. Hearings, No. IT 01-13 (Oct. 24, 2001) (“There is no relevant case law in Illinois addressing
this issue and the issue is not specifically addressed in the statute or in the Department’s
regulations. ... Giving consideration to the factors noted above, I conclude that the taxpayer acted
in good faith and exercised reasonable care and prudence.”).

IV. The Department’s Refusal To Abate Penalties Here Is In Conflict With Its
Interpretation Of Reasonable Cause In Other Illinois 80/20 Company Disputes

Contrary to the Department’s assertion, PepsiCo does not contest the constitutionality of
the Uniform Penalty and Interest Act. See Dept. Penalty MSJ Resp. Br. at 12-13. Rather, the
Department’s refusal to exercise discretion and abate late payment penalties for reasonable
cause here, while previously abating penalties imposed against other similarly situated
companies, violates the Equal Protection Clause. In this regard, the Department claims that
PepsiCo “merely insinuated, with no factual basis” that “the Department did not seek to enforce
penalties in the Zebra case” by providing “no context, no supporting caselaw [sic], and no factual
analysis.” Id. As an initial matter, the Illinois Appellate Court in Zebra expressly states that “[t]he

Department did not impose any penalties ...” Zebra Technologies Corp. v. Ill. Dept. of Revenue,



344 111. App. 3d 474, 480 (1st Dist. 2003). The Appellate Court’s statement is fully supported by
the Department’s audit report filed as part of Zebra Tech. Corp.’s original complaint, stating no
penalties were assessed.” Having determined that Zebra’s actions satisfied the reasonable cause
penalty abatement standard, the Department’s refusal to abate penalties for reasonable cause here
-- under a significantly more developed factual record and the parties’ good faith dispute over a
narrow legal issue of first impression -- violates equal protection. PepsiCo’s original FLNA 80/20
Company determination was made in good faith and PepsiCo exercised ordinary business care and
prudence. Penalties must be abated for reasonable cause.

CONCLUSION

The parties agree this matter is ripe for summary judgment. No material facts are in
dispute. As stipulated by the parties, PepsiCo reasonably evaluated FLNA’s 80/20 Company
classification in accordance with the undisputed facts and existing law. The Department has not
provided any facts to contradict PepsiCo’s historic tax diligence and good compliance record.
More importantly, the Department has not -- because it cannot -- refute the facts demonstrating
PepsiCo exercised ordinary business care and prudence: i) in evaluating PGM LLC’s intended
business purpose; ii) in forming PGM LLC as a wholly owned subsidiary of FLNA; and iii) in
confirming with subject matter experts that PGM LLC was intended to be the common law
employer of the expatriate employees for various business reasons, separate and apart from the
Illinois 80/20 Rule. The Tax Tribunal’s after-the-fact ruling, solely on the 80/20 Company
legal issue, does not contain any findings of fact and, thus, does not contradict the facts

evidencing that PepsiCo acted in good faith and exercised ordinary business care and prudence

2 See “Certification of Records,” “Sch. CU I-A, Income Reconciliation,” attached hereto as
Exhibit B.



regarding its classification of FLNA as an 80/20 Company at the time its 2011- 2013 tax returns

were filed.

For the reasons discussed herein, and in PepsiCo’s prior briefing, penalty abatement is

proper, PepsiCo’s motion for summary judgment must be granted, and the Department’s motion

for summary judgment must be denied.
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