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ARGUMENTS

I The ALC erred in denying Appellant’s Motion in Limine and Objections and
allowing the Testimony of Dr. Glen Harrison.

Appellant and Respondent agreé that Appellant is.a service prr)vider taxed under
thé following serltence under section SC Codé Ann. SectionV12-6-2295 (A)(5), “If the
income-producing actrvity is performed partly withii grld partly without this state, sales
are attributable to this state to the extent the income-r)roducing activity is perférmed within
this state.” Dr. Harrison testified at lérrgth as ’ro what Appéllarlt’s inr:ome-prdducing
activities were, and whether Appellant’s various activit‘iequualiﬁed as “income-producing”
under the statﬁtet The ALC Order relies heavily on Dr. Harrison’s testimony. The Order
states, for example, that “I agree with Dr. Harrison and the Department’s description of
Appellant’s incdme-producing acti\v/ity.”. - (ALC Améﬁded Final Ordér; R. p. 25).
" Respondent’s Brief (p. 8) states tlrat “Dr. Harrison éésisted the ALC in unde_rstéﬁding DISH
DBS’; testimony about its activitiés by distinguishing between DISH DBS’s intermediate
or prior activiries and its income-producing acrivities.” The Brief further notes that “Dr.
Harrison;s tes’rimony aided the ALC in .uride'r;[andi‘ng the economic impar:t or signiﬁéance
of these néqessary, bur intermediate activities ancr’ how those activities may dz‘ffer from the
‘income-producing qgtivities ' refe_zrred toinS.C. Code Ann. § 1 2—.'6-2295 (A)(5)(2014).” Id.
(Emp. added).' Dr. Harrison téstiﬁed his opinions were b;”tsed upéh scientific principles.
(R. p. 710, lines 5-7). South Caroliné Rule of Evidence 702 requires a scientific expert to
be qualified by “knowledge, skill, experience, training, or erlucation.” In State v. Council,
3358.C. 1,515 S.E.2d 508 (.1 999) the Supreme Court held that scientific expert testimony

is considered admissible under the following factors: (1) publications and peer review; (2)

prior application of the method to the type of evidence involved in the case; (3) the quality .



control procedures used to ensure reliability; and (4) the consiétency of the method with
recognized scientific laws and p%@cedures, Id, at 19,151 S.E.2d at 517.

Dr. Harrison’s testimony in surﬁmary Wés that Appellant’s sole income-pfoducing
a(;tivity was tﬁe delivery of the signal into the homes and businesses of its South Carolina
subscribers. He testified that for purposes of state tax law, and specifically § 12-6— .
- 2295(A)(5), {i,ts> other activities (e.g. 'Edgramming, ir;stallaﬁon, satellites, advertising and
call centers) were merely necéssary But intermediate 61‘ prior activities.

- What is the basis for Dr. Harrison opining on what is aﬁ incéine-produping activity
unaer § 1;2—'6-2295(A)(5)? How is he qualiﬁ.ed, for example, in fésﬁt;yh.lg that the receipt
of ;qbscribel' funds at a call center is ﬁot >an inconie—préducing activity underi§ 12-6-
- 2295(A)(5)?-

As stated above, Rule 702 lists five qualifying factors for an expert witness. The
first is education. Dr. Harrison hés a PilD in E@onqmicé. He ié a Professor at Georgia State
University wh.ere he holds two positions__: The C.V. Sfair Chair in Risk Managemenf and
| Insurance' and the Director of the Center for the Ecohomié Analysis of Risk. (Respondent’s
Brief at pp. 7-8). Respondent’s Brief (p. 3) notes that he “teaches and researches in
numerous areas in the field of economics, including applied economics.” What is Applied
Economicé_and what is its relation to the calculation of state corporate income taxes?
Investopedia defines it as follows: |

DEFINITION of ‘App]iéd Economics’

The application of economic theories and principles to real world situations

with the desired aim of predicting potential outcomes. The use of applied

economics is designed to analytically review potential outcomes without the

“noise” associated with explanations that are not backed by numbers.
Applied economics.can involve the use of economics and case studies.



- BREAKING DOWN *“Applied Economics’

Because economics relies on the interpretation of historical events in its
theories, applied economics can lead to “to do” lists for steps that can be
taken to ensure stability in real world events. Although applied economics
uses economic theory and pr1n01ples it is itself not a field of economics,
such as neoclassical economics or the Austrian school. :

Wikipédia defines “Applied Economics” as:

Apphed Ecoromics is the apphcatlon of economic theory and econometrics

- in specific settifigs. As one of the two sets of fields of economics (the other

--set being the core), it is typically characterized by the application of the

. core, i.e. economic theory and econometrics, to address practical issues in a

range of fields including demographic econoimics, labour economics,

- business economics, industrial organization, agricultural economics,

development economics, education economics, health economics, monetary
economics, public €conomics, and economic history.

Wikipedia further states:

- Modern mainstream economics holds the view that there is a body of
abstract economic theory — the “core” —and applied economics involves the
practitioner in the lowering some elements of the abstraction of this to
examine particular issues. This lowering of the level of abstraction may

- involve:

o - Relabeling variables as more spec1ﬁc concepts;
o Providing some structure to allow the d1aw1ng of more
detailed conclusions;

o Producing numerical estimates for some of the parameters;
o Using the analysis to interpret the real world phenomenon
~ which are interpreted as examples of some more general
class of events that the core theory might be used to examine.
Investopedia and Wikipedia are silent on how an education in applied economics has any
relevance to the calculation of. state income taxes or the categorization of income-
producing activities. Dr. Harrison provided no such testimony to such relevance. Nothing

jumps to mind.

Rule 702 also references “knowledge, skill, experience [or] training.” Dr. Harrison

(OS]



A

has never taken,! or taught,” a course in the area of state taxation, apportionment of income

for multi-state taxpayers or the calculation of the numerator in a state income tax

-apportionment scheme. He has also never taken a course,? or taught a course,* on the

- calculation or definition of “income producing activities” for state tax purposes. He - -

provided no testimony of his knowledge, skill, experience or training in these areas.
- The Supreme Court in State v. Council, supra, references publications and peer

review. He has never published in the area of state taxation, apportionment of income for

"~ multi-state taxpayers or the calculation of the numerator in a state tax apportionment

scheme.’ He has also never published an article oﬁ the calculation or definition of “income
producing activities” fo1j_ state tax purposes.® He p1jovidéd no .testimony regarding. any such
publibationé or peer review.

- State v. Council also lisfs prior applicatidn of the sci.entiﬁc method to the type of |
evidence involved in the case. Dr. Harrison provided no such testiinony.

State v. Council also requires the quality control procedures: used to ensure

~ reliability. Dr. Harrison provided no such testimony.

Lastly, State v. Council requires evidence of the consistency of the method with
recognized scientific laws and procedures. Dr. Harrison provided no such basis. At his

deposition, Dr. Harrison cited two treatises that he "based his opinion on: Welfare

" Economics and Advanced Economic T, heory.” At trial, he conceded neither treatise

'R. p. 691, lines 3—11.

2R. p. 691, lines 12-24.

> R. p. 693, line 23-p.694, line 1.

4R.p.694, lines 6-13. .

> R. p. 691, line 25-p. 692, line 6.

S R. p. 694, lines 10—13; R. p. 694, lines 15—18.
"R. p. 726, lines 20-25. '



di.scusséd income producing activities.s He further conceded no economic tfeatise supports
his testimony that Appellant’s only income produ(;ing activity was thev mailing of the bill
(or receipt of payinen_t).9 "

The Court of Appeals recently discounted Dr. Han‘ison’s tesﬁmony in Rent-A-
Center West, Inc. v. SCDOR (Op. No. 5447) (2016). The DOR in that case argued that the
taxpayer had diluted its sales/gross 1'eceipf[s 1'atig by including the retaillsales of RAC West

in the denominator because no retail sales were in the numerator. The Court of Appeals:

B

i gy L

summauzed Dr. Harrison’s testunony as follows

The DOR argued RAC West diluted the sales/gross receipts ratio by
including the retail sales of RAC West in the denominator because no retail
sales are in the numerator, as RAC West’s only activity in South Carolina
is the licensing of the intellectual property. According to testimony from
Dr. Glenn Harrison, the DOR’s expert witness on law and. economics, the
gross receipts ratio did not provide an accurate reflection of the economic
connection of RAC West to South Carolina. Dr. Harrison indicated
including royalty receipts in the numerator of the ratio while including both
total royalty and total retail receipts in the denominator was like putting
apples-in the numerator and apples and oranges in the denominator. He
further testified the DOR’s alternative method was economically reasonable -
and excluding the retail operations from the calculations was essential in
order to “come up with a tax burden that fairly represented the economic
nexus of the entity with South Carolina.” Additionally, Dr. Harrison
indicated even if RAC West was a unitary business, it should still be able to
separate its accounts. (Id.at____,  SE2dat__ ,Op.pg. 44.)

The Counrt discounted, and then essentially dismissed, his testimony as follows:

Additionally, the DOR’s expert, Dr. Harrison, indicated excluding the retail
operations from the calculations was essential to “come up with a tax burden
that fairly represented the economlc nexus of the entity with South Carolina.
skoskosle sk

Dr.Harrison testified that using the standard apportionment method
would be like having apples in the numerator, while having apples and
oranges in the denominator. However, this is how the apportionment-
method is intended to work, as Professor Pomp testified. A very small
amount of RAC West s business comes from the royalties; therefore, this

8 R. p. 726, line 24—p. 727, line 12.
9 R. p. 728, line 21-p. 729, line 14.



\

should only comprise a small amount of its taxes.
%k okshosk

‘Accordingly, substantial evidence does not support the ALC’s ﬁndmg the
DOR met its bU.ldCIl (Idat____,  SE2dat___ )

Dr. Harrison is a frequent expert witness for the DOR. In addition to this case, he has
testified as an expert for the Department in another five ALC cases (Respondent’s Brief at

p. 10) and presumably retained in numerous others. Given that Dr. Harrison has testitlgd

in six state tax cases on behalf of the Depa1tment it is 1mpe1at1ve that the Court address
the adm1ss1b1hty of the testimony of an Economlcs Plofessor who teaches in areas of Rlsk
‘Management and Insurance and Economic Analysis of Risk in state tax cases.

II. - The ALC erred in Holding that South Carolina is not a Pro-Rata Cost of

Performance State
South Catolina has two sourcing tules, one for sales of tangible personal property,
and the other for sales of services.

Since 2007 manufactu1ers and sellers of tangible personal property use the market

“or audlence method advocated by the DOR in this case. South Carolma Tax - Incentive for

Economzc Development (2016) states:

S1ngle Sales Factor Apportionment Method. South Carolina Code §12-6- -
2252 (i.e., the new single sales factor apportionment method) provides that
a taxpayel whose principal business in South Carolina is manufacturing or
any form of collecting, buying, assembling, or processing goods and
materials in this state *** shall apportion income to South Carolina by

multiplying the net income *** by the sales factor defined in South Carolina
Code §12-6-2280.

‘Section 12-6-2280 accordingly apportions income of sellers of personal property to the
~ location of the customer, i.e. the method adopted by the DOR and the ALC in this case.-

Section 12-6-2280 adopts the audience method as follows:

(B) The term "sales in this State" includes sales of goods, merchandise, or
property received by a purchaser in this State. The place where goods are
received by the purchaser after all transportation is completed is

\



considered the place at which the goods are received by the purchaser.
Hellerstein, 9 9.18[1][a] notes:

“The identification of the destination of a sale presents a number of
problems. The statutes of some states, including Louisiana, North Carolina,
and South Carolina, set-forth rather detailed descriptions of the sales
destination test.” '

As Appellant’s expert Ray Stevens testified, the General Assembly knows how to adopt
the market or audience method for income apportionment purposes — it did so in 2007 for
manufacturers.'? It did not do so for service providers — and the General Assembly passed
. both statutes at the same time in the same Act.'!

By contrast, there are two predominant apportionment methods for sourcing
income from the sales of services: the “cost of performance” method and the “market
share” method. Hellerstein, 9 9.18[3][b], states the rule as follows:

Despite the theoretical and practical objections to UDITPA’s “income-
producing activity”/*costs of performance” rule for attributing receipts from
services to the numerator of a state’s sales factor; most states with corporate
income taxes still take this (or closely analogous) approach. Unless
modified by statute or regulation, this approach requires the taxpayers first
to determine which of its activities are the income-producing activities for
its service income and then to determine where the costs of performing
those income-producing activities were incurred. The taxpayer then
compares the amount of costs of performance incurred in the taxing state to

the amount of such costs in the other individual states. (Emp added).

There is a modified version of cost of performance known as pro rata cost of performance, |
which Appellant utilized in ﬁlihg ifs amended returns. This approach eliminates the “alrl-“(
or-nothing” factor associated with étrict cost of performance and allocatés the costs of
performance betv-veen states. See Sutton et al., The Increasingly Complex Apportionment

Rules for Service-Based Businesses: Basic Issues, 17-OCT JMTAX 24, 30-31 (2007 WL

10R. p. 1004, line 4—p. 1005, line 3.
'R, p. 1004, lines 4-12.



3201540) (“Under the pro rata cost-of-performance approach, in contrast to the ‘all-or-
nothing’ méthodology, gross receipts derived from tﬁe performance of a service are
prorated aﬁiong multiple states based on the cost of performing thé service in each state.”).

The only case to adéress the meaning of Section 12-6-2295(A)(5) to. any extent is
the South Carolina Cogﬂ of Appeals’ de’cﬁs_ion in Lockwood Gfeene Engingers, Iﬁc. v. S.C.
Tax Comm’n, 293 S.C. 447, 361 S.E2d 346, (Ct. App. 1987), which holds that South
Carolina is a cost of performance state.

The Respondent’s Briéf repeatedly states that South Carolina is not a pro-rata 6osf
of perfonﬁance state and that Lockwood ‘Gr-eén_e is limifed to'personal service providers.
.That’s not what the Department’s most recent éroﬁouncement (2}016)> states. | The
Department’s publication, South Carolina ‘Tax Incentive for Economic Development
- (2016) stateé: ‘ -

The income remaining after allocatibn is éppmtioned in éccmdance with

South Carolina Code §12-6-2240. South Carolina generally requires the
use of one of the following apportionment methods:
****

A “gross receipts” apportionment method for taxpayers not dealing in
tangible personal property. This method is typically used by financial
businesses and service businesses, including businesses that install or
repair tangible personal property, and contractors. See South Carolina
Code §§12-6-2290 and 12-6-2295. (Emp added). ' '

The Book fu1ther states:

Gross Receipts Apportionment Method. South Carolina Code §12-6-2290
provides for the “gross receipts” formula and states: »

If the principal profits or income of a taxpayer are derived from sources

~other than those described in South Carolina Code §§12-6-2252 or 12-6-
2310, the taxpayer shall apportion its rerhaining net income using a fraction
in which the numerator is gross receipts from within this State during the
taxable year and the denominator is total gross receipts from everywhere
during the taxable year. For purposes ofthis section, items included in gross
receipts are as provided in South Carolina Code §12-6-2295.



The “gross receipts” ratio is most commonly used by service businesses.
The proper sourcing of gross receipts was reviewed in Lockwood Greene
Engineers v. South Carolina Tax Commission, 361 S.E.2d 346 (1987). The
court held that in sourcing income of a multistate engineering firm, “gross

_receipts from within this State” were to be determined according to where
the services were performed rather than according to where the customers
were located. See also, Geoffrey, Inc. v. South Carolina Tax Commission,
437 S.E.2d 13(S.C. 1993) cert. denied 114 S.Ct. 550 (1993) and SC Pr1vate
Letter Ruling #13-3. (Emp added).

The mbst recent version of Hellerstein T; supplement co-authored by the Départment’s
‘expert witness, John Swain), states.in 99.18[3][c], Supplement 59-84:

Although South Carolina is not a-state that generally follows UDITPA or
the MTC regulations (see supra §-9.05 (Table 9-4)), its single-factor sales
formula, as applied to receipts for services, generally resembles UDITPA’s
income-producing activity rule for attributing receipts from services. -See
S.C. Code Ann. § 12-6-2295(A)(5) (Westlaw 2016) (attributing receipts
from services to the state “if the entire income- p1oducmg activity is within
this State,” and'if the income-producing activity is performed partly within . =
and partly without this state, receipts are attributable to the state “to the
extent the income-producing activity is performed within this State”) The
South Carolina Department of Revenue has ruled that the work of
~ independent contractors must be considered in applying this rule. Priv. Ltr.
“Rul. 13-3, SC Dep’t of Revenue, Aug. 7, 2013, available at
www.checkpoint.thomsonreuters.com. (Emp added).

- Hellerstein also-notes in FN 1187 of §9.18:

According to two knowledgeable obser\'/érs, as of late 2010 “[f]our states
‘use a proportionate costs-of-performance method: Arkansas, Mississippi,
North Carolina (services only) and South Carolina (services only).” P.
Mata & M. Smith, “The Implementation :of ‘Market’ Sourcing Rules:

Practical Concerns,” State Tax Notes, Sept. 6, 2010, p. 649 (cmng statutes.
- and regulations). (Emp added.) ,

- The Department’s own expert witness, Prof. fohn S\A;aill, flatly testified “South Carolina
haS‘_ a‘proportionate rule.” (R. p. 932, line 12). Just three years ago, in PLR #13_—3,_th¢ DOR
reiterated that South Carolina is a cost of performance stété. |
Funhennore, the Ad111inistrative Law C‘Ourt"s. dééision mn Rent—4—Center .Texas,
LP. vs. Soz)th Carolina Department of Revenue, Docket No. 09-ALJ-0206-CC (filed -

January 6, 2012) reaffirmed the “COP” test as the proper me_ans' of sourcing sales from



services. Therefore, the Court found that by applying the ruling of Lockwbbd_ Greene to

“the facts the revenue received by Rent-A-Center Texas, L.P. for work peljformed in Texas

must.be sourced to Texas. The ALC decision plainly states: “In conclusion, the revenue

received by RAC Texas from the Management Services Agre\eméht must be apportioned

- to Texas pursuant to Lockwood Greene. RAC Texas provided its management services to

RAC East stores throﬁgh' skilled professionals located in Texas.”
- Hellerstein, § 10.05[1] states, “Most states have modified their general
apportionment- rules for apportioﬂ'i'ﬁg?ﬁ:é 'inciomke of radio and televisfon broadcasters.

Many states have done so by adopting regulations identical or similar to the Multistate Tax

Commission’s (MTC’s) special rule for radio and television broadcasting and, in particular,

the “audience factor” for assigning receipts from programming and advéﬁising.” The
South Carolina General Asseinbly’has not.
~ Hellerstein, at § 10.05[2][a], also noted:
~ The “audience factor” is based upon a presumed economic
correlation between revenues derived from advertising over the taxpayer’s
-network and the size and location of its viewing and listening audiences. It
- would constitute a fair and appropriate method for allocating revenues. The

' actual determination to use such an allocation method, however, requires

' zmplementzng regulations and recourse to rule- makmo procedures. (Emp
added). :

- By contrast, the SCDOR has not gdop"[e'd a single Régulation, Policy Document of_
instruc;tions in the Corporate ihcome tax -foﬁn ‘indi‘catin,g -that ‘income for.a satellite
television pl'bvidcr is sourced to the location of c;lstomers. |

Note that market or audience apportionment method is nqt on its face pro- or anti-
taxpayer (or pro- or anti-General Fund.) It isA ﬁl'o—taxpaye1' for domestic South Carolina _
businesses with many customérs in other "statés (e. g Lockwood Greene).  Cost of

Performance is pro-General Fund in many situations. For example, if Dish (with its

10



approximately 22,000 employees,‘its $13,327,671,707 in gross fovenue, its $5',916,869,000 _
in investment of property and equipment‘ and‘its $1,087,225, 687 in income) was located

in South Carohna instead of Colorado, it would. appomon only 1.6% of its income to South

“Carolina under a market share apportionment theory DOR Auditor Sharpe conceded that

this would be the résult. R.p. 838, line 20-p. 839, line 12).

1. The ALC erred in Adopting a Market Share Approach to Apportioning
Income

The DOR’s Brief statoo, “Dish DBS asserts that the‘ ALCerred in a_dooting a market
shore approach to apportioning income:” The Brief furtherAstates, “Dish DBS points to f[ho
Department’s Determination as evidence that it imposed a market based sourcing method .
or “audience approach” niefﬁod in this case. The Depa_rtrhent has explicitly maintained
-aﬁd established, in its Determination and -;l;;oogllout the ALC hearing that the Department
cﬁd not adoptv or imploment aA fnarket based sourcing metﬁod or audience» approach in this
n.lafter.’A’ (Appellant’s Brief at p 25). Did the Depal“[mont adopt a market share or audience

| approach in this m.atter‘:?:v‘Tho Department Determination plainly states |

South Calolma is not alone in this method of sourcing receipts for taxpayers

- like Dish Corp Twenty-three states have adopted the “audience approach”
for assigning receipts from programming and broadcasting companies.
Florida, for example, adopted the following language:

Television and Radio Broadcasting. Gross receipts, including advertising
revenues, from broadcasting within and without the state will be attributed -
to the numerator of the sales factor on the basis of the ratio of the audience
within the state to the audience everywhere.

Fla. Admin. Code Ann. R. 12C-1.0155(2)(i) (2013). This approach has

been tested in adjudicative proceedings as well, and courts in other
* ‘Jurisdictions have held that audience based sourcing for taxpayers like Dish
- Corp 1s the proper method.

The Department Determination in f 4 cites the statutes in 23 other states which

have adopted market share for the television industry. While repeatedly citing that South
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Carolina is not a market share state, the ALC Order verbatim adopts the DOR market share
| Department Determination, which exclusively focuses on the location of the customer.

IV.  The ALC erred in Disregarding all the Appellant’s ]Income Producmg
Activities

The MTC defines “income-producing actinities” as “the transa.ctvi()ns and activity 4
engaged in by the taxpayer in the regular course of vbusiness for the ultimatev purpose of
| providing that item of income [e.g. subscriber’s feceiptsj:’_ (See AppeHant’s Brief at p-
_ . . N

Abppellant identified what it believes are its income producing activities and where
sueh_ aetivities occur, and produced a chart summarizing these activities and the expense
atti‘ibnted to these activities. See Pe‘ntloner s Exhibit 36; R. p- 3148. The income |
’p1oducmg activities were: (1) Plograrmmng/Content 2 Satelhtes/Uphnk (3) Call
cente1s (4) Advertlslng, (5) Subscriber Equ1pment (6) Installatlon and (7) In-home 1epa1r
As described at length in the Brlef of Appellant Respondent s witnesses acknowledged
thloughout the hearmg that “mcome produelng _‘act1v1t1es covers more than the mere
collection of revenue from the cusfonler. See Appellant’_s _Br‘ief at pp. 26-36. - \
With respect to Programming/Content, Sntellites/Uplink, and Cali C_en_ters,r
| Appellant argues, and both Respondent and the ALC égree, that nsany' of ‘the‘se acﬁvities
A occurred outside South‘Caroliila. At its most fundamental level, Appellant’s argument is
“that because these activities ocour both inside and-outside South Carolina, and because '

these activities produce income, only a portion of its South Carolin‘a subscription revenue
“'should' p/e fgotored into its apportio_mnent ratio based on § 1'<2-6—2-295(A)(5).
Respo_ndent now argues in its Brief that'Appellant failed to establish that the

activities cited above were “income producing.” To the contrary, Appellant’s witnesses



g

described the effect of these income producihg activities in great detail.
1) Progl'ammil;g/Content |
As described.at lengﬂ} in its Brief (p. 5), Appellént bllicenses virtually all of 'its__
' piogl;amming from third parties, and in 2010, it paid over $1.4 billion to just two entities
(ESPN and Fox). (R. p. 603, lines 2—4). =

Appellant’s witness Rex Povenmire stressed how important Appellant’s

programming and content is to attracting and retaining a customer base. He testified: “So

your local teams have done quite well . . . So those sports progréms are keenly important

to our customer base, so we pay what. we have to be able to proVidé those . .. programs.”!?
b(R. p- 504, lines 2-9). In deséribing an impasée in negotiations with Fox Ne\;vs, he
indicated: “[W]e eventually took Fox News from our service. And all hell broke loose. . .It
was very disruptive.... So we were quite concerned about churn.” (R. ‘p. 514, lines 8-19).
Mr. Povenmire testified that a change or reduction in programming would have the
immediate effect of creating chﬁrn—that is, “‘a customer decides that they’re going to leave
[Dish] and go find somé other source for their [progl;amming],” like DirecTV. (R.p. 514, |
_lir'les, 23T25)' Activities to obtain aﬁd mainfain programming surely contribute to the
production of income because those activities attract and Help retaih Appellant’s customer
bass, thereby reducing churn.
Appellant Matthew Shéers also explained the Appellant’s rationale why it included
: prograrmning/conte/nt in its income producing activities: |
So I think one of the things was we thought it was speciﬁcally listed ﬁl the

[DirecTV] court case, so we thought that that defined it. But then just as
general it seemed like it would make sense that programming content would

12 Mr. Povenmire described the extent of the programming: “According to our . .. 10-K, we provide
programming which includes more than 280 basic video channels, 60 Sirius satellite radios, 30 premium
movie channels, 35 regional and specialty sports channels, 2,800 local channels, 250 Latino and
international channels, and 55 channels with pay-per-view. content.” (R. p. 477, lines 2—10).
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be -- we've got to sit there and I think as we've kind of said before we've got
to convince the customer that we've got something to sell when they can get
a lot of the things that we provide for free, as well, either ... at the library
or over ... the air TV. So we go out and try to get programming that they
want. We try to combine it with the things that are free and making a special
experience for the customer, and ... once they get that experience and find
out they can DVR all the shows that they want to watch and things like that
they're much more likely to -- to buy the free stuff from us so that they can
DVR and watch it at their convenience. (R. p. 602, lines 2-21).

M. Sheers testified that pfogram offerings are based in part on S'o‘;.h’ Carolina
demographics—including ethnic programs, religidﬁs programming, sports and»outdoors.
R. p. 605, lines 4-6). He then desci‘ibed thé methoa for calculéting the é;feht to which '
prog1~émn1ing expenses wére allocated to South Carolina. .(R. p- 619,‘line‘ 17—p.. 623, lin;:
13). That brogramming is an“__i_nc;)me-producing activity is particularly true given that
Dis‘h’s COmpetition IS either free (local television) or low cost (internet, Netflix, etc.)

Department Witness Dr. Harrison (Appellant’s Brief p. 27), Tim Donovan (/d. at
27-8) and Orville Sharpe (/d. at 28) agreed'tha%— pl'égréiluniiig/COntent \_;vere income-
producing activities. - |

(@) - Satellites/Uplink |

As described in Appellant’s Briéf (pp. 5, 28), in 2010, Dish expanded $1.6 billion
for satellite and Uplink facilities. The DOR contended and thé ALC Oxder e§e11 holds ‘;{hat
the delivery of the signal into the cust_omgr’s hofng _qu onto the A(_v:pstomer’s tele_vision is
the only income—produéing activity.’i’ (ALC A11iended Final Order; R. p. 27). In its Brief,
Respondent even agrees that “[t]he income—prbducing aqtivity was “the delivery of [Dish
DBS’s] signal into the subscriber’s home and onto the subscriber’s television,”
(Respondént’s Brief p 255 and that “[t_]he ALC properly concluded that Disl_l DBS’s
income producing. activity is the delivery of the signal into the homes and onto the

television screens of its subscribers.” (Id. at 27). Furthermore, Respondent characterized
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Appellant’s business operations in South Car'o,__lina as: “Dish DBS is in the business of -
selling televisien broadcast subscriptions to subscribers, and without the actual delivery.of
that broadcast signal into South Carolina homés it would not hctve generated the incethe
Vat issue here. It is for th1s act alone that South Ca1ohna subscribers stgn contracts and pay
- their monthly fees.” (Respondent’s Brief at p- 28) (ThlS‘ of course, is an absuld statement

=Y

given the multiple free sources of television and mov1es.) .
Moreover, as Respondent points out in its Brief (p. 37); the ALC‘recognize'd that
Apbellant’é otJvn revenue recognitien policy, ets stated in Form IO—K acknowledgeel that
the key to lts 1evemte is the dehvely of the V1deo service to its subscrlbers (citing ALC
-Amended Final Order; R. p. 24). As Respondent noted, “[w]lthout such delivery of the
- video services into each subscriber’s home, Dish DBS would have no subscrlptlon'
revenue.” (Respondent’s Brief at p. 37) (Dish would also have no subscription revenues
without programming and call centers WItich exclusively 'siginedﬂup subscribers and took
theitnteney.)
Appellant certainly agrees with Respondent and the ALC that the “delivery of the
signal 4in_to the home” is an income producing activity under Satellite/UpIink. In his
,te_stimorty, Mr. Sheers provided “If we didn’t have sateltites we really wouldn’t have
' ahything to deliver to our eustomers.' So that’s involyed in the delivefy of the service to
the vcus_tomers.” (R. p 580, lines‘ 15-18). 1\</Ir. Sheeré then preceeded to describe the billions
of dollars associated with the licensing of satellites, .ﬁ'om construction, to laurtch, to
ongoing maintenance, including the substantial regulatery approt/als required. (R. p. 592,
line 11-p. 595, line 1 3.). Appellant deseribed its costs beth in testimony (R. p..623, line 14—
p. 625, line 7), and by 1"eferri'ng‘ back to its Fortn 10-K, from WhiCh the costs related to

satellite/uplink were derived.
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The ALC and VirtuaHy every Department witness agreed that satellites/uplink were

iﬁcome producing.
| (3) .Call Centers

Like the activities described above, ‘Respondent’s own witnesses (namely' Dr.
Harrison) acknowledged that fhe call centers — which were literally collecting monfhly _
subscription re.venvues via_credit card paymé'r?s — were income producing activities. See
Appellant’s Brief at pp. 35-36. At the heai'ing,.Mr. Povenmire testified that:

[c]all centers are there to sell our product, service our customers, support

them so that they don’t churn and go to somebody else. So without them,

we don’t have any revenue, so everything that — in my view, everything we

~ do to nurture those 1elat10nshlps and maintain that quahty of service and

product is income producmg
~ - (R.p. 546, lines 14-21). During the periods at issue, customers could not sign up online.
(R.p. 484, lines 12-15). Instead, customers would either call the call centers directly or
establish a relationship with a third party retéiler', who wbtild then call the call center and .
_ facilité;ce anew customer sign-up. (R. p. _484, lines 1-1 1). So the call .centerkwas absolutely
V_itai tb the initial creation of the relationship be’twee_g the customer and Appellant. Next,
once a customer was on the ‘phone, Mr. Sheers testified that a significant role of the call
center is to “try to upsell [potential and current customers] and sell them additional
services....” (R. p 581, lines. 14-16). 'Additio"nally, the; call center would ﬁeid calls froin
customers seeking to purchase p’ay—pér-vi'ew and then send a commaind to the set top box -

authorizing access to the pay-per—view channel. (R. p. 520, lines 8-21). Without.the call

center, Appellant could not provide the service for which it charged a fee.

13 Appellant’s e\pel“c witness, Ray Stevens offered a similar summary: “The call centers play an integral
role because, as we’ve been told numerous times, the call center is an important aspect in getting me to
upgrade my services, be sure that I’m a satisfied customer. It ehmmates the process of churning. It keeps
mea satlsfed Dish customer.” (R. p. 766, lines 19-25).
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As another example of direct bill collection, during the per‘iods at issue there izs}as
an entire section of the éall center that was responsible for tracking down custo;ners who
“fai'-led to pay their bill. These agents would attempt to resolve late bills by collecting
payments, and also modifying bills based on extraordinary circumstances. (R.p. 521, lines ‘

- 12-25).

(4) Advertising

==

Advertising is crucial to recruiting customers. Without customers, Appellant has
no subscription revenue in South Carolina,"* Mr. Povenmire testified at length about

Appellant’s advertising department located in Colorado and its activities and associated

expenses:

Well, we typically have advertising that we do in print, in.radio. We have
television advertising. We have direct mail advertising. We also enlist the
services of a number of different companies across the United States. We've
got local and regional consumer electronics companies. We have what we
call independent satellite retailers. .. But every community has a satellite and
television retailer that typically carries our product, and we reimburse them -
for their efforts and pay for some of their advertising as well. So they're a
local component. And then we also deal with national firms such as Best
Buy and Walmart and Costco. And while they may have different regions
that they carry our product in different stores, nationally they handle all of
that. And then we also have relationships with other providers such as telcos
that don't necessarily offer video services. We may very well give them a
commission for bringing us customers so that -- and vice versa. They may
give us a commission for bringing them customers when they're contacted.

(R. p. 482, line 11.—p. 483, line 10). The Dish 10-K states:
Acquisition of New Subscribers .

We incur significant upfront costs to acquire subscribers, including
advertising, retailer incentives, equipment and installation...."”

" Not surprisingly, Mr. Sheers testified that Appellant is “always interested in finding new customers and
adding value stream. (R. p. 582, lines 7-9).
15 Petitioner’s Exhibit 19.(hereinafter “Dish 10-K”); R. p. 1283.
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Advertising

We use print, radio, television and Internet media, on a local and national
basis to motivate potential subscribers to call Dish Network, Visit our
website or contact independent third party retailers.'®

The costs estimates prov1ded by Mr. Sheers were derived ﬁom the advertlsmg department
and were allocated 100% to South Carolina. (R. p. 627 line 9—p. 628, line 5).

DOR wjtgasses Dr. Harrison (Appellant’s Brief at p. 27, and Orville Sharpe (/d. at
28)) agreeg(;[hat advértising was income producing.‘

&) Subscriber quipmént

Dish produced extensive testimony at trial regarding the ilhpoﬁance of their
subscriber equipment. It is undisputed that the revenue earned from South Carolina
customers from the rental bfthc;‘ subscriber équipment —that is, the receiver box. However,
Appellaﬁt also argued the expenses associated with the maintenance and operation of the
receiver box should be included as an “income producing activity.” Mr. Sheers 7
summarized the “income producing” qualities of the receiver box as follows:

[ think that while the customer does lease the equipment, and we do have a

-separate revenue stream related to that, there's a lot more that that box does.

It helps you pick which programing you're going to buy. It helps upsell the

programming. You can pay your bill actually through your box. And it

monitors what's going on. We push =-'I think as Rex had mentioned

previously -- we push off software uploads every night to that box. And so

it monitors everything that takes place within the customer relationship.

(R. p. 582, lines 12-23). Later, Mr. Sheers added:

[B]ut I think we used the box to do a lot more than just what we leased the
box for. It gives us the ability to get the customer to pay the bill; it gives
the customer the ability to upgrade to a pay-per-view movie at the last
minute. And so there is some functionality to the box that it does seem like
it affects our ability to sell the programming and the content. So we -
included it in for purposes of the calculation.

16 741, R. p. 1283.
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(R p. 637, line 19-p. 638, line 3).
| DOR witnesses Sharpe (Appellant’s Brief at pp. 29, 31-2) and John Swearingen
| (Id. at 39-40) agreed that subscriber equipment was income prdducing.
6) ‘Installation |
Ipstallation plays a critical role in acquiring new subscfibers as well as installidg |
éc‘;ipmént. Dish witnesses testified that independént third party installers were actually a -
significant source of producing new customers, and were ﬁnan01ally incentivized to do so.
Dr. Haruson conceded that the numbel of third party installers a1-1d supphers a;ffected the
Appellant s ability to generate income. According to Mr. Sheers, Appellant “offer[s] the
instaliation basically for free.” (R. p. 583, -Ii-ne.s‘6%7). - . o
Mr. Sheers testified Appellant did not keep exact records regarding costs of
installation, but instead esti1ﬁated $140_per.truck roll, and then estimated the number of
truck rolls using the South Carolina poptilait‘ion pgrcentage. (R. p. 631, llineds 5-12). For
purposes of Appellant’s income producing activities analysis; 100% of thev installation
‘activities occurred in S,outh Carolina.- (R. p. 631, lines 13-17). - |
DOR witness Sharpe (Appellant’s Brief at p. 29) land Dr. Harrison agreed that
installation was income producing.
(7 In-ﬁHome Rei)ajr‘ ‘ _'
" The Dish 10-K states:
Installation and Other In-Home Service Operations.
High-quality .installations, upgrades, and in-home repairs are
critical to providing good customer service. .
(Dish ld-K;‘R. p. 1283). In-home repair is vital to ensuring customers can actually use the

set-top boxes and satellite dishes provided. Because all activities occurred in South

Carolina, 10_0% of these expenses were allocated to South Carolina.

19



V. The ALC erred in Upholdmg the Imposntlon of Substantlal Understatement
Penalties

S.C. Code Ann. § 12-54-155(A)(1) stateé_ that “[i]f there is an underpayment
attributable to. . . a substantial understatement of tax for a taxable period .. . there must be

added to the tax an amount equal to twenty-five pei‘cent of the amount of the

underpayment.” However, under § 12-54-155(B)(2)(b):

(B) The amount of the understatement under subparagraph (A) must be
‘reduced by that portion of the understatement which is attributable to (i) the T
tax treatment of any item by the taxpayer if there is or was substantial
“authority for such treatment or (i) any item 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. .

Moreover, under subsection (D)(1), “[a] penalty must not’ibe' imposed pursuant to this

section with respect to a portion of an underpayment if it is shown that there was a

reasonable cause for the portion and that the taxpayer acted in good faith with respect to

the portion.”!’

A. Appellant Had Substantial Authority for the Positions Taken on its
"~ Returns.

Other commentators (including Respondent’s own expert witness, Prof. Swain),
agree with Appellant that South Ca1ohna is a pro rata cost of performance state.

Hellerstein,; in FN 1227 of 9 9.18, states

- Although South Carolina is not a state that generally follows UDITPA or
the MTC regulations . . . its single-factor sales formula, as applied to
receipts for services, generally resembles UDITPA’s income-producing
activity rule for attributing receipts from services.

Hellerstein also notes in FN 1187 of 4 9.18:

According to two knowledgeable observers, as of late 2010 “[f]our states
use a proportionate costs-of-performance method: Arkansas, Mississippi,

17 In addition to the waiver mandate in § 12-54-155(D)(1), the Department is granted 0enelal authority to
“waive, dismiss, or reduce’penalties provided for” under Chapter 54. § 12-34-160.
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7N0rth Carolina (services only) and South Carolinq (sefyices only).”
Furth¢11n0re, tﬁe Administrative Law Court’s de_cisi/on in Rent-A-Center Te);as,
L.P. vs. South Calfolina Depdrtment of Revenue reaffirmed the f‘COP” test as the propér
means of sourcing sales from services. Appellant"s‘exp.ert witnesé, Ray Stevens, testified
that South Carolina was a i)pq-rata- cost of performance state,. ‘ba.sed upon the above
authorities. (R. p. 774, line 21-p. 775, line 1).
B. Appellant Had Reasonable Cause and Acted in Good Falth
Department fails to cite to a s1ngle Regulatlon Pohcy Document Pubhcat1on 61
Iﬁétlﬁétlon in its tax fonﬁ which states it 1s the Department’s posmon that “income
producmg act1v1tles should be 1nterp1 eted as market sharé |
To find ambiguity and lack of clauty in the law and the ba51s on which Appellant
should have filed its returns, one needs to look no furthér than the Respondent’s Brief.
Tlﬁoughout its Brief, Respondent acknowledges thaf neither e{}‘)i.)oﬁiomnént statﬁtes nor the
guidance has ever mandated or even suggested the panicﬁlar apportioﬁment method for
service providers.

.i - F i;st, Responde/nt provides thaf “Sou_th Carolina’s appor’;iéhment statutes related to-
service providers have never dictated the_use of either a cost of ‘pe'rformance or a pure
market-based sourcing‘method.” (Respondent’s Brief at pp. 7). Nor héve the statutes told
service“taxp‘ayers hbw to appolrtion income!

Next, Respondent notes: “It is vitally important-to note that South Carolina’s statute
related to service prox}idérs, like Dish DBS, is unlike‘ the statutes of many other states that
mandate a specific method.” ([d.»at 7). South Carolina statutes do not mandate or tell a

taxpayer what “specific” method to use! Nor does the corporate income tax form.

Finally, Respondent cites to an excerpt from the South Carolina Corporate Income
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Tax Manual (which, by the way, is no longer accessible on Respondent’s website and thus
only available to the lucky few who printed a copy before it was removed):

Comment: South Carolina is not a “cost of performance state;” i.e., a state
where receipts are always sourced to the state where the costs to produce
the receipts are incurred. It is also not a “market state;” i.e., a state where
receipts are always sourced to the state where the item or service is
consumed or the location of the payer. (/d.)”

.
The Corporate Income Tax Manual tells you what methods not to use — but don’t

- tell taxpayers what method to use!

Next, Respondent argues: “In fact, courts and administrative tribunals discuss these

two concepts [income-producing activities and-cost of performance] as if they were the

same, Hellerstein, causing taxpayers, including Dish DBS,_tb use cost of performance to

determine their income-producing activities, which is not compliant with South Carolina™

law.” (Id. at 15). Why should Appellant be subject to penalties When it follows the
discussion of courts and administrative tribunals?

Next, Respénd_ent acknowledges that each industry Has special sourciﬁg rules based
on the facts and circumstances of the particular indl.lstry,' none of which are published in

any guidance or regulation. “The Guidelines [of the Former Tax Commission in Lockwood

‘Greene] did not impost one manner of sourcing: revenues to South Carolina on all

industries. On the contrary, the Department looked at the specifics of each industry and

each revenue source to determine the manner in which it should be sourced.” (/d. at 18)

“As a result, it is clear from a plain reading of § 12-7-1190 and. the Lockwood Greene

opinion that the Department sourced gross receipts to South Carolina on an industry-by-
industry basis based on the activities of the companies in each industry.” (Zd. at 19). If the
Department sources revenues on an industry-by-industry basis, shouldn’t it be required to

publish Regulations, or at least include instructions in the Corporate income tax form, on
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how various industries should source their income before imposing penalties?
“The decisions in Rent—a—Center Texas and Lockwood Greene sourced receipts to
South Carolina based on the “place of acti}vity” only for personal professional services, not
for subscri.p—tion-based servif:es provided by é taxpayer like Dish DBS.” (Id. at 22). Of
- course, subscription-based services were not the taxpayers in either decision, so obviously
this was not an issue. Television subscription services‘ad not exist at the time of Lockwood-
Greene. Incidentally, the taxpayer in Reﬁt—A-Center Texas providea management services
' tou_the South Carolina stbre_sﬂexactlry like Dish Coréorate headquarters. They were ilqt
“personal professionai services” (e.g. doctofs,. lawyers, CPAs) any more than Dish’s
. B . -
corporate headquarters.

“Dish DBS cites to the South Carolina Corporate Income Tax Manual, co-authored
by senior members of the Policy section of the Department; for a discussion regarding the
Loékwood G.rreen.e' case: ‘[c]onsidering Lockwood. Greene and Geoffrey, together, it
appears gfoss réceipts are‘sour‘céd to the state which is most s;igﬁiﬁcantly aséociated'witll
the productibn’ of the income where those intangibles are used in a business for the

29

production of income.”” (Id). Dish censidered the étate which held the. great majority of
its 22,000 employees and $5.9 billion in capital investment as “the state which is most
significantly associated with the pllodu‘ct_ion of the incqm.e.”

_“The ALC found that “South Carolina’s apportiénment statute providés a flexible
- standard based upon the income-producing activity for a given industry.” (Id at 25). Faif.
enough, but the Department has nevér published this “flexible standard” for any industry,
much less satellite service providers.

“Pursuant to the Department’s longstanding policy, the Department examines the’

specific activities of each applicable industry to determine sourcing.” (Id. at 5). There was



no testimony regarding any such policy. As stated below, the DOR witnesses testified to
the contrary. The Department S Buef is silent 1ega1d1ng any pubhshed Regulations or

Policy Statements disclosing such “longstandrng pohcy

B N

“The Department’s long-standing policy with respect to sourcing of gross receipts
of service providers requires_a taxpayer like Dish DBS to 'seurce receipts from South
Cal'olrna subscribers to South _Cardlge.f’ (/d. at 48). The Department’s “Long _standing -

' policy” is published nowhere. The DOR auditor, t)rville Sharpe, testified:

Q. But y0u1 definition [of income- producmg act1V1ty] is not
"7 found in any regulation, correct? - :
No

Not found in any DOR Policy document?

No )

It’s not found in any DOR Policy document?

No ' R

It’s not found in any DOR Publication?

No

Not found i in any MTC Reg?

No. 18

POPOPOPOR

DOR audit Supervisor Tim Donovan testiﬁed:"

Q. The Department obviously doesn’t have any written -
guidelines or rules or policy documents on what’s income-
" producing for satelhte TV7
A. I’'m not aware of any."?

DOR Audit-Supervisor John Swearingen testified:

Q. Okay. And income-producing activity is not defined in

statute or regulation in South Carolina?
A. I am not aware that it’s defined, no, sir.?°

Swearingen also testified:

Q.  What audit guidelines related to the apportionment of net
income of a service provider does the Department use?

BR.p. 847, lines 14-22.
R. p. 876, lines 23—p. 877, line 2.
20 R. p. 899, lines 22-25.
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A. We really don’t have any published ones.'
Lastly,.the Department argués that Dish should have known it was not correctly
apportioning its income based upon three cases: Walter E. Heller Western, Inc. v. Arizona
Dep’t of Revenue, 161 Ariz. 49, 775 P2d 1113 (1989), an Arizona Supreme Court

decision; Ameritech Publishing, Inc. v. Wisconsin Dep’t of Revenue, 327 Wis. 2d 798, 788

N.W.2d 383 (CL ;App. 2010), an unpublished decision; and 4non.” Taxpayer v. Texas
Compiroller, 2013 W.L. 3490605 (2013), a decision by the Texas Comptroller. For a
taxpayer like Dish which files taxes in 50 states, these are not likely sources”fpr a faxpayer
filing returns in South Carolina.
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