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STATE OF SOUTH CAROLINA
ADMINISTRATIVE LAW COURT

DIRECTYV, Inc. & Subsidiaries, EDocket No. 14-ALJ-17-0158-CC
Petitioner, '
Vs. ' AMENDED FINAL ORDER
‘ AND DECISION

South Carolina Department of Revenue,

Respondent.

N N Nt e e Nt N S e N N

RECEIVED

Appearances: JUL 14 72015
For the Petitioner: ~ R. Gregory Roberts, Esq.; Andres Vallejo, Esil.;- Bryson M. Geer,
S

Esq.; and John von IS@,@@UH’_ Of Appea

For the Respondent: Nicole M. Wooten, Esiq.; William J. Condon, Jr., Esq.; Timothy C.
Thompson, Esq.; and Mary Elizabeth Campbell, Esq.

STATEMENT OF%T HE CASE :
This matter comes before the South Carolina Administrative Law Court (ALC or Court)
following DIRECTYV, Inc. & Subsidiaries’ (DIREC':I‘V or Petitioner) request for a contested case
hearing under S.C. Code Ann. § 12-60-460 (2014).: DIRECTYV is contesting the South Carolina

Department of Revenue’s (Department or Résponder{ﬁt) Determination denying DIRECTV’s claim
for a refund of South Carolina cofporate income énd license fee taxes for the tax years 2006
through 2008 and the assessment of South Carolina corporate income and license fee taxes,
interest, and penalties for the tax years 2009 througﬁ 2011 (Tax Periods at Issue).!

The Department’s Determiﬁation (Deterrrilination) concluded -that applicable South
Carolina law and long-standing Department policy }'require DIRECTYV to source all of the gross
réceipts of its South Carolina subscription revenue io South Carolina because all of the income-
producing activity related to DIRECTV’s South Carolina customers occurs in South Carolina.

DIRECTYV asserts that little or no subscription revenue from South Carolina customers should be

! The tax years noted relate to income tax years. Income taxes are generally due in arrears, while license fees are

due in advance. For clarity, when the Court refers to tax years, reference is being made to income taxes for that year
and license fees due for the following year. |
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included in the numerator of the gross receipts ratio because the majority of the income-producing
activity occurs outside of South Carolina.
A hearing was held before this Court on J am;iary 13 and 14, 2015.
| ISSUES
The following issues are raised in this proceeding:

1. To what extent under S.C. Code Sections 12-6-2290 and 12-6-2295(A)(5) did
Petitioner’s applicable income-producing activity occur within South Carolina??

2. Whether the Department properly a%sessed substantial understatement penalties
against DIRECTV for taxes owed for 2009 through 2011.

STIPULATIONS‘ OF FACT
At the hearing into this matter and pursuantito Rule 25(C) of the Rules of Procedure for

the Administrative Law Court (ALC Rules), the parﬁes entered the following written stipulations
of fact into the Rcéord:

1. One of the issues presented by Petitioxiler for determination in this appeal is whether
Respondent is seeking an alternative method of appc:?rtionment to source Petitioner’s subscription
revenue from the provision of its direct broadcast sa:‘%ellite services (Subscription Revenue).

2. In Petitioner’s Request for Contested‘[Case Hearing and Prehearing Statement filed
with this Court, one of the issues presented for detejrmination was whether Respondent satisfied
its burden of proof for the use of an alternative appor‘:tionment methodology under S.C. Code Ann
§ 12-6-2320. A L

3. The parties wish to clarify that Reépondent does not assert that an alternative
apportionment methodology under Section 12-6—2320 was used or should be used to source
Petitioner’s Subscription Revenue for tax years 2006 through 2011 (Period at Issue).

4. The sole remaining issue presented fjor determination with respect to the sourcing
of Petitioner’s Subscription Revenue is how that revienue should be sourced under Sections 12-6-
2290 and 12-6-2295(A)(5). ‘ N

5. As aresult, Petitioner’s Prehearing Sktatement is deemed to be amended to remove
the assertions set forth in Paragraph No. 3(b) and Paragraph No. 4(b).

6. The parties submitted Exhibit A, a schedule setting foﬁh the amount of (i)

Petitioner’s total Subscription Revenue for each year during the Period at Issue, (ii) Petitioner’s

2 The parties agree that at least some income-producing activity occurred within South Carolina.



total Subscription Revenue from South Carolina C;ustomers for each year during the Period at
Issue, (iii) the total revenue from leases of set-top bojjxes and sales of tangible personal property to
South Carolina customers for each year during the Period at Issue, (iv) Petitioner’s total revenue
from leases of set-top boxes and sales of tangible pefsonal property for each year during the Period
at Issue, and (v) Petitioner’s total gross receipts for éach year during the Period at Issue.

7. The parties agreed to work togethef in good faith to verify and to confirm the
amounts set forth in Exhibit A to provide this Courf with a final version of Exhibit A within two
weeks of the conclusion of the trial. ' _
o 8. For each year during the Period at Issﬁe, Petitioner included revenue from the leases
of set-top boxes and sales of tangible personal prop;erty (e.g., remote coritrols) to South Carolina
customers in the numerator of the gross receipts fact?or and the parties do not dispute the treatment

. . 1
of this revenue.

After the hearing, the parties determined Exhibit A that was attached to the Stipulations
did not need to be amended. Based upon the Stiﬁulations of the parties, the Court adopts the

schedule setting forth the amounts listed in Exhibit A, and these figures shall be used in calculating

the gross receipts ratio: '

S.C.

’ Total
S.C. Total Lease/Sale | Lease/Sale Total
Subscription | Subscription Rex‘(enue Revenue Revenues
Revenue Revenue from Set- from Set-top
’ top Boxes Boxes
2006 265,155,289 | 13,583,081,711 | 3,376,851 160,263,938 | 13,743,345,649
2007 297,356,680 | 14,900,247,218 | 12,547,540 | 582,796,802 | 15,483,044,020
2008 334,652,301 | 16,321,615,758 | 19,605,211 | 923,326,252 | 17,244,942,010
2009 361,394,437 | 17,348,388,812 | 26,702,174 | 1,238,157,983 | 18,586,546,795
2010 392,627,654 | 18,654,864,389 | 31,565,700 | 1,444,720,825 | 20,099,585,214
2011 409,564,133 | 19,689,434,914 | 42,129,631 | 1,925,855,682 | 21,615,290,596
FINDINGS OF FACT

Having observed the witnesses and exhibits presented at the hearing and taking into
consideration.the burden of persuasion and the credibility of the witnesses, I make the following
findings of fact by a preponderance of the evidencé:} ‘

DIRECTV’s Business Operations
i DIRECTYV is a multistate taxpayer headque{rtered in Los Angeles, California that offers
direct broadcast satellite video services to customers throughout the United States. DIRECTV
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accomplishes this through four general types oEf activities: marketing and sales; content

.development (both original and acquired programfming); broadcast operations; and customer
service.®> Through DIRECTV’s marketing and sajles activities, it advertises its programming
services to subscribers. DIRECTV engages in distirilctive marketing activities on a national scale
which includes South Carolina. The goal of DIRECTV’S print and television advertising is to
encourage customers to call a toll-free number to plejlce an order for television services.

Customers pay DIRECTV a _subscriptionf fee for access to hundreds of television
programming channels and other audio/visual ojptions that are transmitted nationwide to
customer’s homes or businesses via satellites. DIRHECTV receives its programming from third
parties through satellite, fiber-optic cables, and over—the -air broadcast. DIRECTYV also collects
programming from local broadcast television statlons through the use of local collection facilities
throughout seven designated market areas (DMA). 1 Durmg the Tax Periods at Issue, DIRECTV
had four to six local collection facilities in South Ca}olina. _

The signals for the programming content aIi‘e collected at broadcast and uplink centers.
These broadcast centers and uplink facilities trans%mit the programming content signals to the
satellites. The satellites then transmit the signals reéeived from the broadcast centers and uplink
facilities direc_tly to DIRECTYV satellite dishes mou131ted on or near customer homes. DIRECTV .
transmits its broadcast utilizing two types of beams ifrom its satellites. One beam, the “CONUS”
beam, covers the entire United States: It transmits the national programming sold to DIRECTV.
The other beam is a narrow beam that transmits tﬂe local programming to the DMAs. Those
signals are then relayed from the dish to a set-top box located in the customer’s home or business,
which delivers the signals to the customer’s telev1510n set.

Customers pay a monthly subscription fee for access to basic channels and can also
purchase premium channels and pay-per-view progr‘;ams for an additional fee. In order to receive
the receive programming, customers must contract v%/ith DIRECTYV for the service, and then use a
satellite dish, remote controls, and set-top box ?rovided by DIRECTV in order to access
DIRECTV’s programming. During the Period at issue, DIRECTYV provided customer service
supiaort to customers in South Carolina through both; owned-and-operated internal call centers and

third-party call centers, none of which were located in South Carolina. DIRECTV also employed

'

3 Although several affiliated entities are involved in the provision of DIRECTV’s programming services, this case
involves only DIRECTV Inc., and thus, the Court’s focus is upon the activities of that entity.
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two employees in South Carolina and contracted vjvith third-party home service providers who
installed and serviced equipment in homes of new c}ustomers in South Carolina. Also during the
Tax Periods at Issue, DIRECTV began leasing the :set~top boxes to customers in exchange for a
lease fee. Howevér, the importance of these ser\flic'es‘ as to income produ(;,tion has not been
sufficiently explained. - :

DIRECTV’s source of revenue is the éubScription revenue it receives from its
approximately twenty million subscribers. DIRéCTV’s revenue includes monthly fees for
subscribing to one or more packages of video 3Eprogramming; revenue from pay-per-view
programming; revenue from the sale or lease of the sjet-tOp boxes; revenue from optional warranty
on the leased boxes (protection plans); and revenues %from fees associated with high-definition set-
top boxes, set-top boxes with DVR, and multi—roo{m viewing. I find that the rental and sales
receipts received from South Carolina customers a:re properly included in the numerator of the

gross receipts ratio.* !

DIRECTV’s Incomé Tax Returns

For the 2006 through 2008 tax years, DIREC’jl’V filed corporate income tax returns in South
Carolina in which it sourced 100% of subscription r;;eceipts from South Carolina customers to the
numerator of the gross receipts ratio. By doing %o, DIRECTV used gross receipts ratios of
1.9539%, 2.0016%, and 2.0543% for years 2006 through 2008, respectively. In 2008, the
Department began an audit of DIRECTV. As a r;esult of the audit, the DepaMent accepted
DIRECTV’s original 2006 through 2008 corporate irllcome tax returns as filed (i.e., the Department
did not make any adjustments to the tax returns). DH:{ECTV subse(iuently ﬁled amended corporate
income tax returns for the 2006 through 2008 tax yiears, and the single change was the removal
from the gross receipté ratio of 100% of the subscrif)tion receipts from South Carolina customers
that DIRECTYV originally included in the numeratorg. The amended gross receipts ratios for years
2006 through 2008 were 0.0246%, 0.081%, and 0.1 137%, respectively. DIRECTV explained the
change in a statement attached to each of the three amended returns:

This return is being amended to apportion sales receipts to the state under S.C. Code
Amn. § 12-6-2295 which sources sales of services under a pro-rata cost of

4 The parties do not dispute the treatment of the rental income of the set-top boxes and agree that all such rental
income from the set-top boxes received by DIRECTV from ;South Carolina customers should be included in the
numerator of the gross receipts ratio for apportionment purposes. See Stipulation of Facts, filed January 13, 2015.



performance method.” The originaHy filed return incorrectly apportioned satellite
television subscription receipts to South Cz”irolina using market-based sourcing,
rather than the cost of performance sourcing that is prescribed by statute.

Because of the amended returns for 2006 through 2008, DIRECTV decreased its tax and license
fee liability by $5,976,816.00 and sought a refund :m this amount. In a field audit report dated
November 29, 2011, the Department denied the amexfflded returns and related refunds and accepted.
i

DIRECTYV then filed its original 2009 through 2011 corporate income tax returns using the

the original returns as filed.

same costs-of-performance method that it used on fltS 2006 through 2008 amended returns; the
Department audited these returns as well.® In a ﬁfeld audit report dated January 28, 2014, the
Department assessed DIRECTV for income taxes ar;ld license fees for 2009 through 2011 using a
gross receipts ratio that included all of the subscriptibn receipts from South Carolina customers in
the numerator. [

The Department subsequently issued its Determination and found that the
income-producing activity of DIRECTV was the dgfalivery of the signal into the South Carolina
customer’s home or business and onto the custor{ners’ television sets and that, accordingly,
DIRECTV should include 100% of the subscripfion receipts received from South Carolina
customers .in the numerator of the gross receipts f’ratio. DIRECTV subsequently requested a

contested case hearing regarding this Determination:

CONCLUSIONS OF LAW

B |
General Conclusions

This Court has subject matter jurisdiction in ’tchis case pursuant to S.C. Code Ann. §§ 1-

4
|

|

I
i

5 Both Petitioner and the Department originally erred in how they referenced South Carolina’s apportionment
method for receipts from services; Petitioner in its amended returns for 2006-2008 referred to it as a “cost of
performance method,” and the Department referred to it as market base sourcing” in its Report of Field Audit of
Petitioner’s 2009-2011 receipts. However, both parties agree, and have subsequently clarified their positions to reflect,

that South Carolina uses a method of apportionment based on the proportion of income-producing activity conducted
within the State. r

¢ DIRECTYV did not include any of the subscription receipts from South Carolina customers in the numerator of the
gross receipts ratio on its amended 2006 through 2008 returns and on its original 2009 and 2010 returns. On its 2011
South Carolina return, DIRECTV changed its method again by including approximately $22 million of its $410 million
subscription receipts from South Carolina customers in the numerator. DIRECTV did this by sourcing 0.11% of its
total subscription receipts to South Carolina based on a ratio of1i its alleged payroll in South Carolina to its total payroll.
From 2006 through 2010, DIRECTYV did not source any subscription receipts to South Carolina because it claims that
the vast majority of its payroll and property were located outside of South Carolina.
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23-600(A) (Supp. 2014) and 12-60-460 (2014). Th(;a hearing before the ALC is a contested case
hearing and is heard de novo. Marlboro Park Hosé. v. S.C. Dep’t of Health and Envtl. Control,
358 S.C. 573, 579, 595 S.E.2d 851, 854 (2004). This Court must make its factual findings based
on the preponderance of the evidence. See S.C. Code Ann. § 1-23-600(A)(5) (Supp. 2014); see
also Anonymous (M-156-90) v. State Bd. of Med. E)?am rs, 329 S.C. 371, 375-78, 496 S.E.2d 17,
19-20 (1998); Nat’l Health Corp. v. Dep'’t of Health and Envtl. Control, 298 S.C. 373, 379, 380
S.E.2d 841, 844 (Ct. App. 1989). Because DIRECTV i.s challenging a determination by the
Departmeﬁt that it must source its South Carolinéft subscription receipts from South Carolina
customers to the numerator of the gross receipts ra{io, DIRECTYV has the burden of proof. See
Fordv. Atl. Coast Line R. Co., 169 S.C. 41, 168 SE' 143, 167 (1932) (“The general rule is, in the
absence of valid statutory enactment to the contrary,g that the burden of proof rests upon him who
has the affirmative of the issue. . . .”); see also Leven%tis v. Dep’t of Health and Envtl. Control, 340
S.C. 118, 132-33, 530 S.E.2d 643, 651 (Ct. App. 20(;)0). This burden requires DIRECTV to prove

that the Department’s determination is errant by a prejponderance ofthe evidence. See, e.g., Janasik

- v. Fairway Oaks Villas Horizontal Prop. Regime, 307 S.C. 339, 346, 415 S.E.2d 384, 388 (1992)

(“Findings of fact based upon a ‘preponderance’ of the evidence are those supported by the greatest

‘weight, amount, credibility or truth’ as reflected by ithe whole of the evidence before the court, or

‘evidence which convinces as to its truth.””). |
Applicable ELaw

It is well-settled law that the purpose of the "{South Carolina allocation and apportionment

‘provisions is to provide for imposition of income tax “upon a base which reasonably represents

the proportion of the trade or business carried on within this State.” Hertz Corp. v. S.C. Tax
Comm’n, 246 S.C. 92, 142 S.E.2d 445 (1965).” Fur?thermore, a statutory provision must be given
a reasonable and practical construction consistent vivith the purpose and policy expressed in the

statute. Hay v. S.C. Tax Comm’n, 273 S.C. 269?, 255 S.E.2d 837 (1979). The method of;‘

apportionment that a taxpayer must use depends upan the nature of the taxpayer’s business in this

7 Generally, allocation refers to the assignment of nonbusiness income to a specific state. See S.C. Code Ann. §
12-6-2220; Emerson Elec. Co. v. S.C. Dep’t of Rev., 395 S.C. 481, 486, 719 S.E.2d 650, 652-653 (2011) (noting that
a multistate corporation’s “non-business income is not apportioned among various states. Rather, non-business
income is allocated to or deemed to be earned in a particular, state . . . .”). Apportionment generally refers to the

assignment of business income of a corporation that is taxable in more than one state. See S.C. Code Ann. § 12-6-

" 2210(B); Emerson, 395 S.C. at 485, 719 S.E.2d at 652 (statmg that “[a] corporation’s busmess income is apportioned

among the states in which it conducts business.”).
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State. During the Tax Periods at Issue, net incorhe of a manufacturer or a dealer in tangible

personal property was apportioned based on a three—ffactor formula and later on a single sales factor
(see S.C. Code Ann. §§ 12-6-2250, -2252 (Supp. 211007)),8 while net income of sdbstantially all
other taxpayers was apportioned based on a singlé éross receipts formula (see S.C. Code Ann. §
12-6-2290 (Supp. 2007)). Accordingly, for serviceg providers, South Carolina law mandates the
'following method of apportionment: ‘[

If the principal profits or income of a taxpayer are derived from sources other than
those described in Section 12-6-2252 or Section 12-6-2310, the taxpayer shall
-apportion its remaining net income using a fraction i in which the numerator is gross
receipts from within this State during the taxable year and the denominator is total
gross receipts from everywhere during the; taxable year. For purposes of this
section, items included in gross receipts are as provided in Section 12-6-2295.

S.C. Code Ann. § 12-6-2290.° Thus, service providérs are required to use the single gross receipts
apportionment formula. For tax years after 2006, tﬂe final sentence of Section 12-6-2290 directs

taxpayers to S.C. Code Ann. § 12-6-2295 for a nod exclusive list of the items to be sourced, or

10

included, in the gross receipts apportionment ratio.™ The relevant subsection in this matter is

Section 12-6-2295(A)(5), which states:

(A) The terms “sales” as used in Section 12-6-2280 and “gross receipts” as used
in Section 12-6-2290 include, but are not limited to, the following items if they
have not been separately allocated: :
% ¥ ¥
(5) receipts from services if the entirle income producing activity is within

this State. If the income producing activity is performed partly within and

|

In 2006, the South Carolina Legislature enacted a change in the apportionment method provided in Section 12-6-
2250 for taxpayers whose principal business in South Carolina is manufacturing or any form of collecting, buying,
assembling, or processing goods and materials within South Carolina, or selling, distributing, or dealing in tangible
personal property within South Carolina. The three-factor apportionment method for a multistate taxpayer (based on
property, payroll, and double weighted sales) changed to a single-sales-factor apportionment method. This change
was phased-in for income tax years beginning in 2007 through 2010. For income tax years beginning in 2011, the
single-sales-factor apportionment method in Section 12-6- 2252 replaced the three-factor apportionment method in
Section 12-6-2250. See S.C. Rev. Ruling #09-15.

8

° I 1995, the General Assembly repealed Chapter 7 and added Chapter 6 of Title 12. Accordmgly, Section 12-6-
2290 replaced Section 12-7-1190 as the statute that directed taxpayers how to apportion net income related to services.
In 2007, the General Assembly amended Section 12-6-2290 by adding an additional sentence to the end of the existing
statute. That sentence reads as follows: “For purposes of this section, items included in gross receipts are as provided
in Section 12-6-2295.” 2007 South Carolina Laws Act 110 (S.B 91).

10 2007 South Carolina Laws Act 110 (S.B. 91) also added Séctlon 12-6-2295, the companion statute to Section 12-
+6-2290. See 2007 South Carolina Laws Act 110, § 51.A; eff June 21, 2007. These addltlons were effective for
DIRECTV’s 2007 tax year.



partly without this State, sales are attributable to this State to the extent the
income producing activity is performed within this State[.]

t

Taxpayer Is a Serv;ice Provider

DIRECTYV provides direct broadcast satellité; services to customers throughout the United
States. Its income is subscription revenue from prov1d1ng these services and is not from engaging
in manufacturing or dealing in tangible personal property In a similar case, a Texas administrative
law court found that a direct broadcast satellite comgany was a service provider for purposes of its
apportionmr:nt laws. Anonymous Taxpayer v. Te ex%as Comptroller of Pub. Accounts, 2013 WL
3490605 (Tex. Cptr. Pub. Acct.) (May 17, 2013). A‘é a service provider, Section 12-6-2290 is the
applicable statute to apportion DIRECTV’S adjusted net income to South Carolina. Further, after
2006, Section 12-6-2295(A)(S) is the supplemental sourcing statute when determining the
numerator of the gross receipts ratio, and require§ DIRECTYV to source receipts from South
Carolina customers to South Carolina if the incdme-producing activity occurs in this State.
Therefore, for all Tax Periods at Issue, DIRECTV mrlst apportion its net income to South Carolina
using a gross receipts factor in Secﬁon 12-6-2290.

As noted above, since 1958, the applicable‘?South Carolina apportionment statutes have
always mandated that gross receipts be used when afpportionirlg net income to South Carolina for
a corporation whose income is generated from the provision of services.!!

Income-Producing Acti‘%'ity of DIRECTV

The Court must first determine whether an}‘f income-producing activity occurred in this
State and then decide whether that activity occurred j»within or without South Carolina. Only after
identifying the income-producing activity ié there a need to quantify how much of the income-

{

producing activity occurred in South Carolina.

Jdentification of the Incomé—Producin,q Activity

Effective for the 2007 tax year, Section 12-632295(A)(5) was applicable and supplemented
Section 12-6-2290.1% . Section 12-6-2295(A)(5) added the “income producing activity” language

1 Section 12-6-2295(A)(5) is the applicable sourcing statute for the 2007-2011 tax years at issue. Only Section 12-
6-2290 is applicable for tax year 2006.

12 Notably, when adding Section 12-6-2295(A) for the 2007 tax year, the General Assembly stated the following in
2007 South Carolina Laws Act 110, § 51.A, eff. June 21, 2007: “To Amend . . . by adding Sections 12-6-2252 and
12-6-2295 so as to further provide for allocation and apportionment of business income for state income tax purposes



to the apportionment statutes for service providerszi The Department argues that the identity.of
DIRECTYV’s income-producing activity is the deliviery of the signal into the homes and onto the
television screens of its customers. Therefore, t:he Department contends that 100% of the
subscription receipts from South Carolina should be ?sourced to the nufnerator of the gross-receipts
ratio because there is no other income-producing activity related to DIRECTV’s business in South
Carolina. To the contrary, DIRECTYV presented evidence that its income-producing activities in
South Carolina could be identified using four “Value drivers.” Those “value drivers” are: 1)
DIRECTV’s content and programming; 2) DIRECTV’S acqulsmon and distribution of the content
to customers; 3) DIRECTV’s marketing and sale of its service; and 4) DIRECTV’s customer
services. ) ' | _

The Court concludes that pursuant to Seetrion 12-6-2295(A)(5), DIRECTV’s income-
producing activity includes the customers’ subscriptif;ons and delivery of the signal into the location
end onto the television screens of its customers. In iciientifying this income-producing activity, the
Court considered the activities of businesses in the direct broadcast services industry and the
sources of income within the indusfry. DIRECT\{ derives income from monthly subscription
receipts that customers pay to DIRECTYV in order to view its video programs in their homes and
businesses. These subscription receipts are received as a result of the delivery of the signal into
the customer’s home and onto the customer ] telev151on and are therefore directly related to the

|
|
i
|
r

income-producing activity of DIRECTV. |

The Court, however, does not adopt the View of the Department that income-producing
activity of businesses within the direct broadcast serviees industry is completely limited to the
delivery of a signal into the customer’s home and ontb the customer’s television. Rather, the Court
agrees with Professor Richard D. Pomp that “opinioins can differ on how to measure the extent to
which income-producing activities take place in So{lth Carolina, but answering that question by
31mply ignoring the outside activities is unacceptable

In Walter E: Heller W., Inc. v. Dep’t ofRevenue 161 Ariz. 49, 775 P.2d 1113 (1989), the

Arizona Supreme Court analyzed how interest income earned on loans made to Arizona customers

should be sourced under provisions that mirrored the Uniform Division of Income for Tax

by basing the determination only on a sales factor and to deﬁne the terms ‘sales’ and ‘gross receipts’ consistently and
specifically for that purpose[.]”




Purposes Act (UDITPA).!? In reaching its decisioﬁ, the Arizona Supreme Court did not simply
look to the location of the customer as the Departrﬁent does here. Rather, the court determined
that the income-producing activities consisted gf the solicitation of new customers, the
investigation of credit records of potential custome;rs, and the servicing of such contracts, all of
which occurred in Arizona. Id. at 53-54, 775 P.2d ;at 1116-17. Therefore, the court’s reasoning
implies that the location of customers does not necesjsarily identify the income-producing activities
of the taxpayer and therefore is not a reasonable method of identification.

In this case, the evidence also suggested %that there may be other activities, such as
advertising, that influence the customer’s decision: to make the purchase. In explaining those
activities from DIRECTV’s perspective, Dr. Brian J t Cody testified that he employed DIRECTV’s
payroll and net value of assets as proxies in identifying DIRECTV’s income-producing activities.
Dr. Cody explained the “[t]wo measures which are pfoxies .. . [a]re not perfect, but they’re proxies

.7 However, that evidence is simply insufficient to satisfy DIRECTV’s burden of proof.

Our Supreme Court “has long realized the practical impossibility of a state’s achieving a

perfect apportionment of expansive, complex business activities such as those of Appellant, and

”

has declared that ‘rough approximation rather than;;precision’ is sufficient.” Covington Fabrics
Corp. v. S.C. Tax Comm’n, 264 S.C. 59, 66-67, 21?; S.E.2d 574, 577-78 (1975). The Court also
noted that “[a]lthough exactness in apportionment 1s desirable,' all that is required is a reasonable
approxim'ation.” Though this Court recognizes that? an exact determination of the identity of the
income-producing activiﬁes is not possible, I find that Dr. Cody’s proxies in identifying
DIRECTV’S income-producing activities are so faf from perfect as to be of no practical value.
DIRECTYV did not sufficiently explain the effect of its value drivers on income'production in this
State. In other words, DIRECTV’S evidence is Just too nebulous to properly identify whether
DIRECTYV’s value drivers are income producing and the extent to which such production occurs.
Therefore, though Section 12-6-2295(A)(5) prov1des “flexibility” in determining the relative
amount of income-producing activities in the Statei Dr. Cody’s payroll-and-assets method does
not provide a reasonable approximation of the ;income—producing activities performed by

DIRECTY in South Carolina or the value attributable to such activities. Though its evidence did

1
'

13 UDITPA was created in 1957 by the Uniform Law Comm'lssxon as a model statute for the division of income
for income tax purposes. The goal of the Uniform Law Commission in draﬁmg UDITPA was to develop a model
act that would be widely adopted..




reflect that its advertising probably produced some income, the evidence did not reflect what
portion of DIRECTV’s cost was either attributablie to South Carolina customers or may have
influenced South Carolina customers to subscribe t;o DIRECTYV. Instead, the Court was left to
speculate as to the extent to which DIRECTV’s E content and programming, acquisition and
distribution thereof, advertising, and customer servici:e in installing and maintaining its equipment
within this State influenced customers’ decision to sj:ubscribg to DIRECTV.

Moreover, it does not appear that some of the; activities that DIRECTYV attributes to income
production are actually incéme-producing activities.? DIRECTYV argues that its cost to produce the
content and broadcast of signals into South Carolina :should be considered as an income-producing
cost. The Department, on the (;ther hand, argues: that only the delivery of the sigﬁal into the
customer’s home and onto the customer’s televisiion is income-producing activity. Thus, the
pertinent issue here is at what point DIRECTV’S;EactiVities become income-producing. Both
parties assert that the holding in Mercury Motor Exp“ress, Inc.v. S.C. Tax Comm’n, 244 S.C. 134,
135 S.E.2d 756 (1964) is applicable to this case. In Mercury, the South Carolina Supreme Court
addressed the income-producing activity of an intersitate freight hauler. The taxpayer argued that -
the apportionment fgrmula produced an unconstituti:onal result because it apportioned 17% of its
income to the State (reflecting that 17% of its mileage was in the State), while revenue from freight
either originating or delivered to South Carolina accbunted for only 1% of its gross revenue. The
taxpayer asserted that when its trucks were merely traveling through South Carolina, they were
not engaged in any activity that contributed to the %caxpayer’s net income. Rather, the taxpayer
argued that the taxable event should only occur if i’l[ was delivering freight in the State of South
Carolina; otherwise the State’s mileage formula Eproduced “an arbitrary, discriminatory and
unconstitutional results, in violation of the commercé clause. ...” In other words, the taxpayer in
Mercury contended that the incidental act of transporting freight through the State should not be
considered as a taxable event. T

The Supreme Court listed a series of trans?actions that occurred in the freight hauling
business: solicitation of the freight, picking up the %freight, hauling the freight, dropping off the
freight, and collecting the hauling charges. The S:upreme Court held that while each of these
transactions was “necessarily incidental to the produétion of [the business’s] income,” the activity
that “primarily earn[ed] the income” was the hauling of freight “through and over the highways of
the State of South Carolina.” Id. Thus, the Court focused upon the company’s primary activity in
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(determining whether South Carolina’s tax was arbitrary. However, that focus did not specifically

equate to the issue to be determined in this case. {

In Mercury, the Supreme Court found that both the “incidental” and “primary” activities
of the appellant’s business “contribute[d] to the earnings and net income of the appellant” and
were “necessarily incidental to the production of'its ilincome.” Presumably, the Court distinguished
those activities for a reason.!* However, the Court éave no explanation of the distinctioh between
the “incidental” versus “primary” activities or Why§ such a distinction was made. Nevertheless,
Mercury did not address activities occurring prior% to the “solicitation of freight.” Therefore,
Mercury provides no guidance for activities occufrring before the solicitation of DIRECTV’s
services. [

Here, Petitioner engages in other “preparatotry” activities that eventually lead to satellite

signals being beamed into this State. But those activities have no bearing on a customer’s decision

‘to subscribe to, i.e. solicit, Petitioner’s services, nor do they occur as a result of that decision to

subscribe.  For instance, the national programmiing through the CONUS beams would exist
regardless of whether there were any subscribers 1n South Carolina. Thus, such “preparatory”
activities are too attenuated to the production of i mcome to be considered “income-producing
activity” for purposes of Section 12-6-2295(A)(5).

Analogizing the facts in this case to the holdlng in Mercury, the beaming of the satellite
signals through the air of South Carolina to the customer’s dish, set-top box, and television scfeen,
and the collection of charges for such service, arej:also analogous to the loading, hauling, and
delivery of freight following the customer’s 'solicitation of that freight, and the collection of
charges therefor. However, the other prior a(;,tiviities that prepare the way for DIRECTV’s
provision of services, i.e., the infrastructure for prodlixcing and collecting the programming content
and transmitting the signals would, in comparison to the facts in the Mercury case, be akin to the
manufacturing and transfer of the freight through its infrastructure to a storage location, from
which it is later — only after an order is placed (o;r “solicited,” as the Supreme Court put it) —

loaded, hauled, and delivered, and for which charges are collected. Though Mercury did not

t

4 Tt is notable that the Supreme Court was not considering the same issue that is before the ALC. The Supreme
Court was seeking to determine whether the taxing method utilized by this State was constitutional. The Court’s
purpose in considering whether South Carolina was taxing the primary activity could simply have been a method to
determine whether the statute had a rational basis. Therefore, the emphasis placed upon the Court’s analysis of
“incidental” versus “primary” activities appears to bé undue. '



address such pre-order activities, I find that the ones at issue in this case are too attenuated to be

considered mcome—producmg. ! ‘

More importantly, the evidence failed to establish that these services directly related to the
production of income. In sum, DIRECTV failed: to sufficiently identify its outside income-
producing activities.!> Even as to local programming, ‘though it is almost completely geared
towards South Carolina residents, DIRECTV failed to >prove what impact the availability of local
programming has on South Carolina customers’ decision to subscribe to DIRECTV.
Consequently, the remaining evidence is that the Uénsmission of the beams to the customers, as
well as the subsequent activities performed that all;ow South Carolina customers te experience
DIRECTV’s services — such as the sale/lease, instaljation, or repair of set-top boxes that are sold

or leased to customers —are income-producing activities under Section 12-6-2295(A)(5); and all

occur entirely within the State.

Sourcing of the mcome-Producing Activity

DIRECTYV argues that nearly all of the incjeme—producing activities it identified in this
matter occurring outside of South Carolina should? be sourced to the location of the activities
performed by DIRECTV. At the outset, the Court disagrees that DIRECTV has sufficiently
identified its activities to be sourced.'® Furthermore, even if it had identified those activities,
DIRECTYV failed to sufficiently establish that those ectivities should be sourced elsewhere.

Pursuant to Section 12-6-2295(A)(5), a ser\‘[/ice provider’s gross receipts are sourced to
South Carolina based on the location of the income—producing activity according to one of two
prongs. In the first prong; all of the gross receipts% are sourced to South Carolina “if the entire
income-producing activity is within this State.” S.Cl Code Ann. § 12-6-2295(A)(5) (Supp. 2007).
In the second prong, “[i]f the income-producing aetivity is performed partly within and partly

15 For example, as will be discussed infra, advertising performed within or without the South Carolina could be
considered income-producing activity. However, DIRECTV did not provide any evidence that reflected
approximately how much of its advertising was directed at South Carolina and what impact such advertising had on
revenue generated in South Carolina.

16 As noted above, DIRECTV argues its “value drivers,” reflect its income-producing activity. While DIRECTV
may rely heavily upon “value drivers” in determining the value of certain components within its company, DIRECTV
has, as aforementioned, failed to sufficiently demonstrate whether and to what extent those value drivers are income-
producing activities as required by the applicable and mandatory language of Section 12-6-2295(A)(S) when
calculating the numerator of the gross receipts factor.




without this State, [gross receipts are sourced to South Carolina] to the extent the

income-producing activity is performed in this Statei.” .

DIRECTYV argues that its income should be s?ourced based upon payroll and assets/property
factors, similar to the taxpayer in Lockwood Greene Eng’rs, Inc. v. S. C. Tax Comm’n, 293 S.C.
447,361 S.E.2d 346 (Ct. App. 1987). The applicable statute for apportioning net income from a
taxpayer whose principal profits were derived from services at the time of Lockwood Greene was
Section 12-7-1190 (1976) which stated: '

If the principal profits or income of a taxpayer .. . are derived from sources other
than manufacturing, producing, collecting, buying, assembling, processing, or
selling, distributing or dealing in tangible personal property such taxpayer shall
make returns and pay annually an income tax upon a proportion of its remaining
net income computed on the basis of the ratio of gross receipts from within this
State during the income year to the total gross receipts of such year within and
without the State.

S.C. Code Ann. § 12-7-1190 (1976). |

The taxpayer in Lockwood Greene unsﬂccessfully argued that the then-applicable
apportioﬁment statute for net income related to serviées — Section 12-7-1190 — prescribed one rule
(i.e., the origin-of-payment rule) for all businesses that do not deal in tangible personal property.

The South Carolina Court of Appeals did not accept the taxpayer’s argument that Section 12-7-

. 1190 was a one-rule statute and that all net income to be apportioned under Section 12-7-1190

must be apportioned under thé same method. . Séveral facts support the Court of Appeals’
determination: (1) the Court of Appeals did not blelieve that the use of different methods for
different industries when applying Section 12-7-1 1590 created a constitutional problem;'7 (2) the
Court of Appeals clearly suggested a distinction between finance companies and media
broadcasters on one hand and personal professional service firms, such as Lockwood, on the other

when determining where to source service receipts;'® and (3) the Court of Appeals noted that the

17 After hearing the taxpayer’s argument (that the Department had not consistently applied Section 12-7-1190) and
considering the guidelines (which illustrated the Department’s policy of allowing the use of different methods for
different industries), the Court of Appeals stated, “[w]e discern no constitutional basis for Lockwood’s argument.”
Lockwood Greene, 293 S.C. at 450 n.1, 361 S.E.2d at 348 n.1.

18 Jd at450,361 S.E.2d at 348 (“We are not persuaded [finance companies and media broadcasters] are comparable
to Lockwood. By contrast, the Tax Commission guidelines concerning law firms, accounting firms, entertainment
and sports companies, and hospital management companies all focus on whether the services are performed in South
Carolina.”). Implicit in this finding is the fact that.the only reason for the Court of Appeals to distinguish a taxpayer
like Lockwood from companies in other industries was the Court of Appeals’ belief that Section 12-7-1190 was not a
“one-rule statute,” and that different methods could be used fori different industries when applying Section 12-7-1190.
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Lockwood firm “provides services to its clients thro;ugh highly trained engineers and personnel in
various offices” and that a “client pays an engineéring firm for the expertise and time of its
employees.” Lockwood Greene, 293 S.C. at 449, 36 1 S.E.2d at 347 (emphasis added). Based on
the specifics of Lockwood’s business, the Court of Appeals then concluded, “Therefore, an
engineering firm’s business carried on in a state is reasonably measured by the services rendered
by its personnel in the state,” which “is epitomized by the ‘place of activity’ test advanced by” the
Department. Id. Again, it would not have been necessary for the Courf of Appeals to address the
specifics of Lockwood Greene’s business if Section:12-7—l 190 was a “one-rule statute.”

On one hand, the Court’s decision in Lockwood Greene did not mandate that the net income
of all service providers be apportioned based on a “place of activity” test that is quantified by a
payroll factor or some other cost-based factor. The Court of Appeals specifically recognized that
the Department’s audit guidelines at the time sourced revenues of personal professional service
providers (e.g., engineering, law, and accounting f:irms) to the “place of activity.”'® Lockwood
Greene, 293 S.C. at 450, 293 S.E.2d at 348. At the same time, the court was not persuaded that
service industries, such as finance companies and media broadcasters, were comparable, thus
. implying that revenues of service industries were so&rced to the “origin of payment” (i.e., location
of the borrower or customer) Id. The Court of Apbeals also held that no constitutional problem
existed with the Department’s policy of sourcing fevenues of services providers in a different
manner for different industries. Id. at 450 n.1, 361 SE2d at 348 n.1.

Accordingly, the result of Lockwood Greene, was thé Court of Appeals’ holding that (1) a
personal professional service firm should source its éross receipts to South Carolina based on the
“place of activity” test; and (2) affirmation that the Department’s then-existing policy of using
different methods for different industries to source service-related net income to South Carolina,

was in compliance with Section 12-7-1190. Further, despite DIRECTV’s contention, the Court of

1 The Department argues that it has had a longstanding policy in place regarding the sourcing of service-related net
income and that it is therefore entitled to deference. However, this policy, though once apparently written down and
acknowledged by the Court of Appeals in Lockwood Greene, is no longer written anywhere and apparently has not
been for some time. As the finding of fact in Lockwood Greene is the only evidence of this policy, I find that this
finding of fact is insufficient as a basis for deference. Moreover, “[p]olicy or guidance issued by an agency other than
in a regulation does not have the force or effect of law.” See S.C. Code Ann. § 1-23-10(4) (2005). See aiso Kirvenv.
Cent. States Health & Life Co., of Omaha, 409 S.C. 30, 45, 727 S.E.2d 794 802 (2014) (“[A]n agency guideline does
not have the force of law, and in any event, can never trump a regulation.... Policy or guidance issued by an agency
other than in a regulation does not have the force or effect of law.”) (quoting Doe v. S.C. Dep't of Health & Human . .
Servs., 398 S.C. 62, 68 n.7, 727 S.E.2d 605, 608 n.7 (2011)).




|
Appeals in Lockwood Greene did not impose a onej;-rule “place of activity” test for apportioning
service-related income in South Carolina on all rﬂultistate corporate taxpayers. The Court of
Appeals clearly supported the Department’s use of ‘different methods for different industries and
did not reject Lockwood’s “one-rule” argument énly to replace it with a different one-rule
requirement.?° |

Unlike the taxpayer in Lockwood Greene, L:a DIRECTV customer did not hire speciﬁ-c
professionals and is not paying for those professioflals’ expertise and time, or that of any other
DIRECTYV employee or contractor. Instead, the customer is paying for video programming to be
viewed on the customer’s television at the time and f)lace the customer demands. DIRECTV does
not sell contract negotiations. It does not sell network management services. It does not sell
broadcast infrastructure or satellite triangulation. R;tather, DIRECTYV is in the business of selling
television broadcast subscriptions to customers; and without the actual delivery of that broadcast
signal into South Carolina homes, it Wduld not ha\}é generated the income at issue here. Indeed,
as noted above, the national programming through the CONUS beams would exist regardless of
whether there were any subscribers in South Caroliﬂa; therefore, such broadcasting is preparatofy
activity. Asto local broadcasting in South Carolina, though-it is almost completely geared towards
South Carolina residents, DIRECTV provided no evjdence of what impact the availability of local
programming has on South Carolina customers’ decision to subscribe to DIRECTV.

Furthermore, as noted above, Dr. Cody testified that he employed DIRECTV’s payroll and
net value of assets as proxies in determining alfld sourcing DIRECTV’s income-producing
activities. However, as with the determination/ideritiﬁcation of income-producing activities, the
Court also rejects as too nebulous this approach to sourcing gross r.eceipts to South Carolina. In
sum, the payroll-and-assets method of Dr. Cody does not provide a reasonable approximation of
the income-producing activities performed By ’ DIRECTV in South Carolina, and the value
attributable to such activities.

Moreover, the approach proposed by Dr. Cody unduly emphasizes what amounts to “costs

of performance.” It is clear that South Carolina is not a UDITPA State, and it does not require

20 When Section 12-6-2295(A)(5) was enacted, the distinction between “place of activity” and “origin of payment”
became irrelevant and the question then became whether the income-producing activity occurred completely within
the State of South Carolina, and if only partly within the State, in what proportion it was conducted within the State.
Lockwood Greene, in light of Section 12-6-2295(A)(5), still suggests that income-producing activity is the acts of a
business that directly result in the purchase of a product or service. Finally, as discussed supra, the location of income-
producing activity will vary depending on the industry.
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apportionment of the net income of service provideris-based upon costs-of-performance elements.
Although South Carolina’s Section 12—6—2295(A)<5) is similar to UDITPA’s Section 17, the
General Assembly specifically chose not to include; the phrase “based on costs of performance.”
South Carolina’s applicable statutes merely require the apportionment of a service provider’s net
income using a gross-receipts ratio, and the gross reéeipts are attributable to South Carolina if the
income-producing activity occurs within South Carolina or, if the income-producing activity
occurs both within and outside of South Carolina, toi the extent that the income-producing activity
is performed within South Carolina. ’

Likewise, the South Carolina courts have ne\:'ef imposed a costs-of-performance approach
to sourcing receipts of service providers to South Carolina. In addition to not being é costs-of-
performance state, South Carolina has never been alstate that always sourced receipts to the state
in which the market exists (i.e., to the location of th;e customer or where the benefit is received).
While some states, such as California, have statutoriiy adopted a market-based approach to source
gross receipts of a service provider,?! South Carolina has not adopted any such “blanket” approach,
be it market-based, costs of performance, or othérwise. Rather, its policy has been one of
apportioning net income “upon a base which reason;ably represents the proportion of the trade or
business carried on within this State.” Lockwood Greene, 292 S.C. at 449, 361 S.E.2d at 347
(citing Hertz Corp. v. S.C. Tax Comm.’n, 246 S.C. 92, 142 S.E.2d 445 (1979)); see also S.C. Code
Ann. § 12-6-2320(A) (Supp. 2000). Thus, the Court agrees with Professor Pomp that instead of
mandating one method (e.g., “costs of performance” or “market-based”) for determining the
amount and location of income-producing activities, S.C. Code Section 12-6-2295(A)(5) provides
“flexibility” in determining the relative amount of income-producing activities in the State. This
approach necessitates flexibility in application of liav_v and policy to different and often diverse
service industries. See Dish DBS Corp., at *9-10 E(‘;Lockwood Greene could be interpreted to
apply a flexible standard based on where the income producing activity takes place, which varies
upon industry type.”). ’ 5

Even in many states that have adopted the costs-of-performance language within their
applicable statutes or regulations, such states have found that the income-producing activity was

not located in the state(s) in which significant costs were incurred. For instance, in Heller W.,

i

21 See Cal. Rev. & Taxation Code (R&TC) § 25136; Cal. Code Regs. § 25136-2.




Inc., the Arizona Supreme Court determined thajt the taxpayer’s income-producing activity
occurred solely in Arizona despite the fact that gthe California-based commercial financing
company that received income from loans it made tc; Arizona borrowers incurred most of its costs
in California. 116 Ariz. at 51, 53, 775 P.2d at 1115, 1117. Importantly, the applicable Arizona
statute was the same as S.C. Code Ann. § 12-6-2295 éA)(S) except that the Arizona sourcing statute
actually used the phrase “costs-of—performance.”? Even though this 1anguage in the Arizona
statute gave that taxpayer’s costs-of-performance argument more merit, it was not enough to
convince the court to find that the income-producing activity occurred outside of Arizona. The
taxpayer argued that its income-producing activity wj’as the borrowing of money by Heller Western
through its Los Angeles headquarters to make loansi to customers in Arizona. Id. at 50, 775 P2d
at 1114. The Arizona Supreme Court held that “[t]ﬂough borrowing of funds [in California] may
be an important step in Heller Western’s ﬁnanciné process, the direct generation of the loans
occurred in Arizona. We conclude that Heller Western’s éales activify in Arizona constituted the
income producing activity contemplated by our tax regulations.” Id. at 53, 775 P2d at 1 117. That
court went on to provide the following reasoning: |

Heller Western's costs in procuring the [product that it has sold to Arizona
customers] are analogous to the costs of a merchandise retailer in procuring his
inventory. Heller Western can no more argﬁle that its receipts from Arizona loan
consumers should not be taxed due to its out-of-state involvement in procuring its
‘inventory’ than a retailer who is engaged in'extensive dealings out of state to buy
his merchandise could argue that he should not be taxed on the goods he sells to
consumers here.” 5

1d. This reasoning is applicable in the instant case.

This is not to suggest that the Court shoPld not consider out-of-state activity when
determining whether activity is income-producing, nor does this suggest that no such out-of-state
income-producing activity occurred in this case. ‘iFor instance, it is possible that advertising

performed within or without the South Carolina could be considered income-producing activity.??

22 For example, in Ameritech Publ’g, Inc. v. Wis. Department of Revenue, 327 Wis.2d 798, 788 N.W.2d 383 (Ct.
App. 2010) (unpublished), 2010 WL 2519583, the Wisconsin Court of Appeals affirmed the taxing authority’s
determination that the income-producing activity of a company that received advertising revenue by placing the
advertisements in telephone directories distributed in Wisconsin “was performed in Wisconsin when the advertisement
reached its intended, Wisconsin audience.” Id. at 2010 WL 2519583,-*5. Indeed, the court found that the income-
producing activity occurred solely in Wisconsin, even though 'the vast majority of the taxpayer’s costs to gather the
advertising and to publish the telephone directory were incurred outside of Wisconsin and 'despite the fact that the
applicable Wisconsin statute included the phrase “costs of performance” (unlike the South Carolina statute). The
Court of Appeals concluded that the advertising company’s customers were paying for the broad access that the



However, DIRECTYV did not provide any evidence ithat reflected approximately how much of its
advertising was directed at South Carolina and what impact such advertising had on revenue
generated in South Carolina. Therefore, the Court cannot consider advertising in this case.
Finally, even if this Court ruled that South Carolina was a costs-of-performance state, and
that costs of performance therefore applied in this case, DIRECTV did not present sufficient
evidence to determine its income-producing activities or to quantify how much income-producing
activity occurred in any applicable state. Furthermore, DIRECTV put no value on its subscriptions
or the value perceived by its customers. DIRECTV isimply did not provide sufficient information
on how to apportion its subscription receipts betweeril states in which it believes income-producing

activities occur.

Substantial Understatément Penalties

Civil penalties are applied to every South Carolina tax law that requires a return unless
otherwise provided. S.C.Code Ann. § 12-54-43. Such penalties are considered a tax owed to this
State. Id. Further, “[i]f any tax is not paid when dﬁe, interest is due on the unpaid portion from
the time the tax was due until paid in its entirety.” jS.C. Code Ann. § 12-54-25(A). Section 12-
54-155(A)(1) states that “[i]f there is an underpayment attributable to . . . a substantial
understatement of tax for a taxable period . . . there gmust be added to the tax an amount equai to
twenty-five percent of the amount of the underpaym?ent.” (emphasis added). For purposes of this
subsection, “understatement” means the excess of tltle amount of the tax required to be shown on
the return for the taxable period over the amount of the tax imposed which is shown on the return.
“[Tlhere is a subsfantial understatement of tax for a taxable | period if the amount of the
understatement for the taxable period exceeds the gireater of ten percent of the tax required to be
shown on the return for the taxable period or five thousand dollars.” Id. § 12-54-155(B)(1)(a).
However, Section 12-54-155(B)(2)(b) adds the follojwing:

The amount of the understatement . . . must be reduced by that portion of the
understatement which is attributable to the tax treatment of an item: (i) by the
taxpayer if there is or was substantial authority for that treatment, or (ii) with
respect to which the relevant facts affecting the item’s tax treatment are
adequately disclosed in the return or in a statement attached to the return and there
is a reasonable basis for the tax treatment of the item by the taxpayer. . ..

company could provide to a Wisconsin audience, and that the taxpayer’s income-producing activity was thus “the
provision of access to a Wisconsin audience.” Id. at *9-10



Moreover, subsection (D)(1) further adds that “[a] penalty must not be imposed pursuant to this
section with respect to a portion of an undemaymént if it is shown that there was a reasonable
cause for the portion and that the taxpayer acted in gbod faith with respect to the portion.” Finally,
“[u]nless specifically prohibited, the department magf waive, dismiss, or reduce penalties provided
for in this chapter.” S.C. Code Ann. § 12-54-160. i

In the instant matter, the Department was correct in its calculation of the understatement
of taﬁes ‘owed for 2009-2011 (and interest thereon), and that amount was properly not reduced. I
find that there was no substantial authority for DIRECTV’s treatment of subscription receipts.
Also, though DIRECTV appropriately disclosed reievant facts affecting subscription receipts, I
find that DIRECTV’s basis for its tax treatment of t}tle subscription receipts to be unreasonable.

I also find that the Department was correct fo apply a substantial understatement penalty
for underpayment of taxes owed for 2009 through 201 1. Though DIRECTYV acted in good faith
with respect to-bringing its claim regarding the portions of the understated tax amounts, I find that
DIRECTV did not have “reasonable cause” (emphasis added) for the underpaid taxes, i.e.,
DIRECTV’s method of calculating subscription receipts was unreasonable. Nevertheless, because
the Court finds that DIRECTV acted with sufficient belief in bringing its claim regarding the
portion of the understated tax amounts, the Court, plflrsuant to Section 12-54-160, concludes that a
reduction in the penalty imposed upon DIRECTV silould be reduced. Therefore, the Court shall
reduce the penalty originélly sought by the Department to 25% of that amount.

Conclusion

After considering the evidence in the record :;and the pertinent legal authorities, I conclude
that based upon the reliable evidence, DIRECTV’S? income-producing activity is the delivery of A
the signal into the homes and onto the television sets of DIRECTV’s customers. All of those
income-producing activities related to South Carolina customers occurred entirely within South
Carolina; therefore, 100% of DIRECTV’s subscription receipts from South Carolina customers
must be sourced to the numerator of the gross receipts ratio. This Court rejects DIRECTV’s
attempt to source the subscription receipts from ‘South Carolina customers outside of South
Carolina based upon costs of performance. Finally, DIRECTV is liable for. substantial
underpayment penalties.



ORDER : :
IT IS THEREFORE ORDERED that DIRI:EECTV’S refund requests for its amended 2006,
2007, and 2008 income tax returns are denied. i '
IT IS FURTHER ORDERED that DIREiCTV be asséssed $6,646,168.00 in tax and
license fees, $653,425.00 in interest, and $1,246,155.75 in pénalties with regard to its 2009, 2010,
and 2011 income tax returns. | ‘

AND IT IS SO ORDERED.

. SoSien

iRalph King Anderson, III
Chief Administrative Law Judge

June 12, 2015
Columbia, South Carolina
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CERTIFICATE OF SERVICE
I E. Harvin Belser Fair, hereby certify that I have this date served this Order upon all

parties to this cause by depositing a copy hereof i m the United States mail, postage paid, in the
Interagency Mail Service, or by el¢ctronié mail, to Ethe address provided by the party(ies) and/or

£, wé»w%{«,a«,m

E. Harvin Belser Fair
Judicial Law Clerk

their attorney(s).

June 12, 2015 |
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