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The Revenue Departnent assessed incone tax against Alco
Standard Corporation, Inc. ("Taxpayer") for the fiscal years ending
Septenber 30, 1990, Septenber 30, 1991, and Septenber 30, 1992.
The Taxpayer appealed to the Admnistrative Law Division, and a
hearing was conducted on February 15, 1995. Joanne Fusco
represented the Taxpayer. Assistant Counsel Mark Giffin
represented the Departnent.

This case involves the nethod by which the Taxpayer, a foreign
corporation, should be required to conpute the interest expense
deduction all owed foreign corporations at Code of Ala. 1975, 840-
18-35(a)(2). Specifically, did the Departnent properly prorate the
Taxpayer's interest expense deduction to Al abama using Depart nent
Reg. 810-3-31-.02(1)(a)5.(i).

The Taxpayer is a foreign corporation that operated in Al abanma
and nunerous other states during the years in issue. The Taxpayer
filed Al abama incone tax returns for the subject years and reported
negati ve taxabl e income and thus no tax due in each of the years.

As di scussed |l ater, the negative income anmounts resulted because

t he Taxpayer clained a large interest deduction in each year.
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The begi nning figure on the Al abama foreign corporation incone
tax return is the federal net inconme figure reported on the
corporation's federal tax return. In arriving at federal net
income, a corporation is allowed to deduct its total interest
expense incurred during the subject year. The Taxpayer in this
case deducted interest expense in arriving at federal net income of
approxi mately $117, 000, 000. 00 in 1990, approxi mately $82, 000, 000. 00
in 1991, and approximately $113, 000, 000.00 in 1992.

A foreign corporation is allowed to deduct only a portion of
its total interest expense for Al abama purposes because only a
portion of its total income is reported to and taxed in Al abama
t hrough all ocation and apportionnent. Consequently, in conputing
its Alabama interest deduction, a corporation is required to
determ ne what portion of total interest clainmed on the federa
return cannot be allowed in Al abama. The non-allowable interest is
then added back to apportionable inconme as a reconciliation
adjustnment on the Alabama return. The nethod by which non-
all onabl e interest nust be prorated to Alabama is the issue in this
case.

The Taxpayer in this case failed to prorate and add back any
interest as an adjustnent on its Alabama returns for the subject
years.

The Departnent audited the Taxpayer and prorated interest

pursuant to the ratio set out in Reg. 810-3-31-.02(1)(a)5.(i).
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That regul ation provides that "interest expense shall be prorated
t o non-busi ness assets by nultiplying total interest expense by the
ratio of average cost of the non-business assets to the average
cost of the total assets".

The Departnent then added back to apportionable inconme in each
year that portion of the interest expense not allowable in Al abama
as determ ned under the regulation. The Departnent also renoved
non- busi ness dividends and non-business capital gains from
apportionabl e incone. Those adjustnments are, of course, not
di sputed by the Taxpayer. The final assessnents in issue are based
on the above adj ustnents.

Al t hough the Taxpayer failed to prorate and add back any
interest to its Alabama returns for the subject vyears, the
Taxpayer's representative concedes that sone adjustnment or add-back
of interest is appropriate. However, the Taxpayer argues that the
met hod set out in Reg. 810-3-31-.02(1)(a)5.(i) is not authorized by
statute and nust be rejected. Rather, the Taxpayer contends that
the statutory formula for prorating interest set out in 840-18-
35(a)(2) nust be foll owed.

The Departnent argues that Reg. 810-3-31-.02(1)(a)5.(i) is a
reasonable nethod for determning what portion of a foreign
corporation's total interest expense should be allowed in A abana.

Both parties nake various technical argunents as to why the

regul ation either does or does not properly prorate interest to



-4-
Al abana. However, there is no need to address those argunments
because the Taxpayer is correct that the statutory fornula set out
in 840-18-35(a)(2) nust be followed, not the regul ation.

Section 40-18-35(a)(2) allows a deduction for all interest
paid by a corporation, and reads in pertinent part as foll ows:

. in the case of a foreign corporation, the
proportion of such interest which shall be deductible
shall be a portion of such interest determ ned by the
ratio the amount of its gross incone fromsources wthin

the State of Al abama bears to the anobunt of its gross

incone fromall sources both within and without the State

of Al abama;"

The above statute provides a clear statutory nethod for
prorating a foreign corporation's interest expense to Al abama. |f
a regulation is contrary to the plain | anguage of a statute, the
regul ation nust be rejected and the statute foll owed. Ex parte

Cty of Florence, 417 So.2d 191 (Ala. 1982). The Al abama Suprene

Court in Ex parte Jones Manufacturing Conpany, Inc., 589 So.2d 208

(Ala. 1991), at page 210, stated as foll ows:

"The provisions of a statute will prevail in any case of
a conflict between a statute and an agency regul ation.
Ex parte State Dep't of Human Resources, 548 So.2d 176
(Ala. 1988). An adm nistrative regulation nust be
consistent with the statutes under which its promul gation
is authorized. Ex parte Gty of Florence, 417 So.2d 191
(Ala. 1982). An adm nistrative agency cannot usurp
| egi sl ative powers or contravene a statute. Al abama
State Ml k Control Bd. v. Graham 250 Ala. 49, 33 so.2d
11 (1947). A regulation cannot subvert or enlarge upon
statutory policy. Jefferson County Bd. of Ed. v. Al abanma
Bd. of Cosnetol ogy, 380 So.2d 913 (Ala.C v.App. 1980)."

In the Departnent's defense, 840-18-35(a) does provide that

"the proper apportionnment and allocation of deductions of such
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foreign corporations with respect to the inconme arising from
sources within and without the State of A abama shall be determ ned
under the rules and regulations prescribed by the departnent of
revenue;". However, a specific statute relating to a specific
subject is regarded as an exception to and nust prevail over a

general statute relating to a broad subject. Ex parte Jones

Manufacturing Co., Inc., supra, at page 211. Consequently, 840-18-

35(a)(2), which gives a specific fornmula that nust be followed in
prorating interest to Al abama, nust control over the general
provision that allows the Departnent to issue regulations relating
to the apportionnent and all ocation of a deduction. Section 40-18-
35(a)(2) must govern as to its specific field of operation, i.e.
the proration of interest.

An argunent can al so be nade (by either the Taxpayer or the
Departnent) that the gross inconme fornmula set out in 840-18-
35(a)(2) does not "fairly reflect the net incone of the corporation
attributable to its operations in Al abama", as nandated by 840- 18-
35(a). But again, the plain |anguage of 840-18-35(a)(2) nust
control

Departnent Reg. 810-3-31-.02(1)(a)5.(i) clearly conflicts with
the formula set out in 840-18-35(a)(2), and is accordingly

rejected.’ The Departnent is directed to reconpute the Taxpayer's

'A Department regulation or policy was also rejected in the
follow ng Adm ni strative Law Divi sion cases where the regul ation or
policy conflicted with a statute. In State v. Arch of Al abanm,
Inc., Docket No. F. 90-173 (decided July 22, 1994), the
Departnent's policy of allowi ng corporations to net i nterconpany
recei vabl es against payables for franchise tax purposes was




-6-

i nterest expense deduction for the years in issue in accordance
with the fornula set out in 840-18-35(a)(2).

The Taxpayer's representative submtted her conputations based

on the 840-18-35(a)(2) formula as Exhibits A and A-1 to her brief.

The Departnment should review Exhibits A and A-1 (and contact the

Taxpayer's representative for clarification if necessary), and

rejected as not allowed by statute; In State v. Anerican Fructose
Decatur, Inc., Docket No. F. 94-125 (deci ded Decenber 14, 1994),
Departnent Reg. 810-2-3-03, which allowed a franchi se tax deduction
fromcapital for investnents in foreign corporations, was rejected
because it was not allowed or supported by statute (see al so, State
v. TRM Holdings, Inc., Docket No. F. 94-177 (decided January 11

1995), involving the sanme issue.); In Union Bank and Trust Co. V.
State, Docket No. Inc. 94-401 (deci ded June 16, 1995), Depart nent
Reg. 810-9-1-.04(3)a. was rejected because it allowed financial
institutions a credit for sales tax paid that was not authorized by
statute.
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thereafter notify the Admnistrative Law Division of (1) the
adj usted i nterest expense deduction that should be allowed in each
year, and (2) the Taxpayer's adjusted liability in each year. A
Final Order setting out the Taxpayer's liability will then be
entered. The Final Oder, when entered, may be appeal ed by either
party to circuit court within 30 days pursuant to Code of Al a.
1975, 8§40-2A-9(Q).

Entered June 23, 1995.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



