PECHI NEY CORPORATI ON § STATE OF ALABAMA
475 St eanboat Road DEPARTMVENT OF REVENUE
G eenwi ch, Connecticut 06830-7144,§ ADM N STRATI VE LAWD M SI ON

Taxpayer, § DOCKET NO. F. 96-106
V. §
STATE OF ALABANA §

DEPARTMENT OF REVENUE

CPI Nl ON AND PRELI M NARY ORDER

The Revenue Departnent assessed franchi se tax agai nst Pechi ney
Corporation ("Taxpayer") for 1992, 1993, and 1994. The Taxpayer
appealed to the Admnistrative Law D vision pursuant to Code of
Al a. 1975, §40-2A-7(b)(5)a. Hearings were conducted on February
27, 1996 and Cctober 28, 1996. Peter Stathopoul os, John Allan, and
Ti mot hy Tranki na represented the Taxpayer. Assistant Counsel Dan
Schmael i ng represented the Departnent.

Thi s case involves two issues:

(1) Should $1.7 billion advanced by the Taxpayer to
repurchase outstanding debt of two subsidiary corporations be
treated as an investnent in the subsidiaries, and thus excluded
from capital pursuant to Code of Ala. 1975, §40-14-41(d)(2), as
anended by Act 95-564, or as loans to the subsidiaries, and thus
not excluded fromcapital; and

(2) Dd the Departnent properly apportion the Taxpayer's
capital to Al abana.

The Taxpayer is a Delaware corporation and is commercially
domciled in Connecticut. The Taxpayer's sol e business activity is

that it manages the investnents of its parent corporation, Pechiney



| nt ernati onal

The Taxpayer purchased two corporations in 1988.

Bot h subsidiaries had | arge outstandi ng debt, or "junk bonds,"
when purchased by the Taxpayer. The Taxpayer decided to retire the
high interest bonds. Accordingly, the Taxpayer advanced $1.7
billion to the subsidiaries in October 1992 to be used to
repurchase the junk bonds. The Taxpayer deposited the funds
directly with Manufacturers Hanover Trust Conpany, which acted as
repurchasi ng agent for the two subsidiaries.

A shar ehol der agreenent indicated that the Taxpayer provided
the funds to the two subsidiaries in return for senior
i ndebt edness. However, no notes or other evidences of indebtedness
were ever executed. No formal terns concerning the rate of
interest, repaynent terns, security, or a maturity date were ever
agreed on. Neither subsidiary has ever paid the Taxpayer interest
or principle on the advances. The Taxpayer's representatives
testified that the advances were intended as an investnent in the
subsi di ari es, not | oans.

The Taxpayer initially classified the advances as i nterconpany
loans on its financial statenents, but reclassified the advances in
the years 1989 through 1992 as investnents in the subsidiaries.
The Taxpayer clains that the advances were initially designated as
i nt erconpany | oans because "if the bond holders were to suddenly

find thenselves in a position of very high yield investors in a



3

corporation nmade increasingly sound and stable by cash
contributions from sharehol ders, then they would be less likely to
tender their bonds." (Taxpayer's brief, at pages 2, 3). The
Taxpayer stopped reclassifying the advances as investnents after
1992 because nost of the junk bonds had been repurchased, and they
were being elimnated through consolidation at year end in any
case. Consequently, the anounts remained as interconpany |oans on
t he Taxpayer's books in 1993 and 1994.

The Taxpayer acquired a 99 percent interest in a partnershinp,

Intsel, in 1992. Intsel is a carbon and steel product conpany that
operates throughout the United States. One of Intsel's
distribution centers is in Bessener, Al abanma. The Taxpayer

conducts no other business in Al abama except through its investnent
iniIntsel. Intsel's business is unrelated to the Taxpayer's ot her
activities and investnents outside of Al abana.

Intsel had total capital everywhere of approximately $35.5
million in 1993 and $39.7 million in 1994. Its average Al abama
apportionnment factors were 10.3413 in 1993 and 9.8043 in 1994.1

The Taxpayer filed Alabama franchise tax returns in 1992

The Taxpayer used the sales, payroll, and property factors in
1992 and 1993, and the income, payroll, and property factors in
1994. Those factors are not contested by the Departnent.
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1993, and 1994 because of its interest in Intsel. The Taxpayer
reported and paid $12,500 in franchise tax in 1992. That year is
not contested.

The Taxpayer included its total capital everywhere in its
apportionabl e Al abanma capital base in 1993 and 1994, but then
excluded fromcapital the anbunts advanced to repurchase the junk
bonds as an investnment in the two subsidiaries pursuant to Code of
Al a. 1975, 8§40-14-41(d)(2), as retroactively anmended by Act 95-564.

That section allows an exclusion fromcapital for "an investnent
by the taxpayer in the capital"™ of any subsidiary corporation that
is nore than 50 percent owned by the taxpayer and which itself does
not pay an Al abama franchise tax. The exclusion resulted in
negative capital in 1993 and 1994. Consequently, the Taxpayer paid
only the m nimum $25 franchise tax in those years.

The Departnent recharacteri zed the advances as "interconpany
| oans,” and thus disallowed the exclusions from capital. The
Departnent treated the advances as |oans solely because the
Taxpayer listed the anmpunts as interconpany receivables on its
books in 1993 and 1994. After returning the excluded anpunts to
apportionable capital, the Departnent applied the average
apportionnment factors and determined the Taxpayer's capital
enpl oyed in A abama was approximately $106 million in 1993 and $136
mllion in 1994. That adjustnment resulted in the final assessnent

in issue, which totals $1,042,052, including penalties and



i nterest.

| ssue 1 - Debt Versus Equity.

The Depart nent must necessarily rely on a foreign
corporation's financial statenents in determning the corporation's
capital base for franchise tax purposes. However, substance over

form nmust govern in tax matters, Dept. of Revenue v. Acker, 636

So.2d 470 (Ala.Cv.App. 1994), and "if the true nature of an
account or other itemon a financial statenent is established as
sonet hing other than capital, as that termis defined at §40-14-
41(b), then the true nature of the account nust govern." Wavexx

Corporation v. State, F. 94-300 (Adm n. Law D v. 1/16/96). The

sane principle applies concerning exclusions or deductions from
capital. The substance of the underlying transaction nust control,
not how it nmay be recorded on a corporation's books. Magnol i a

Met hane v. State, 676 So.2d 341 (Ala. G v. App. 1996).

In Stinnett's Pontiac Service, Inc. v. CR 730 F.2d 634

(1984), the Eleventh Circuit Court of Appeals, citing Estate of

Mxon v. US., 464 F.2d 392 (5th Gr. 1992), cited 13 objective

factors to be considered in deciding if an advance constitutes debt
or an investnent. Those factors include whether there is a fixed
maturity date or rate of interest, whether there is a chance of
repaynent, and whether the parties intended for the amount to be

repai d, anong other factors. None of the factors indicating an
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arms-length loan are present in this case. Consequently, the $1.7
billion advance was an investnent in the subsidiaries, not an
arm s-1ength | oan.

However the debt versus equity issue is not controlling.
Rat her, the case turns on how nuch of the Taxpayer's total capita
is apportionable to Al abana.

| ssue 2 - The Apportionnment |ssue.

The Al abama franchise tax is levied on "the actual anount of
(a foreign corporation's) capital enployed in this state."” Code of
Ala. 1975, §40-14-41(a). The Departnent first determnes a foreign
corporation's apportionable capital base. A portion of the capital
is then apportioned to Al abama wusing any one of several
conbi nations of factors (sales, payroll, etc.) from Schedul e C of
the A abama return. The fornulas used by the Taxpayer in this case
are undi sputed. Rather, the issue is what part of the Taxpayer's
total capital everywhere is apportionable to Al abanma.

The Departnent argues that the Taxpayer's capital everywhere
is apportionable to Alabama. The Taxpayer initially reported its
entire capital on its 1993 and 1994 returns, and then excluded the
advances. |t now argues, however, that only the capital enployed
by Intsel is apportionable to Al abama because its out-of-state
busi ness activities are totally unrelated to Intsel's business in
Al abama. | agree with the Taxpayer.

The United States Suprene Court has repeatedly stated that the
"l'inchpin of apportionability”" for state tax purposes is the

uni tary-business principle. Mbil Gl Corp. v. Commir of Taxes of
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Vernmont, 100 S. . 1223, 1232 (1980); Container Corp. of Anmerica v.

Franchi se Tax Board, 103 S.C. 2933 (1983). For a concise history

of the wunitary-business principle, see Allied-Signal, Inc. v.

Director, Div. of Taxation, 112 S.C. 2251, at 2258-2262 (1992).

The above Suprene Court cases involved the apportionnent of income
for incone tax purposes. However, the sanme underlying
constitutional principles also apply to the apportionnent of
capital for Al abama franchi se tax purposes.

To be included in a state's tax base, the unitary-business
principle requires that the activity to be taxed, either incone
earned or capital enployed, nust be related to or a part of the
taxpayer's wunitary-business activity carried on in the taxing
state. This is rooted in the due process requirenment that there
nmust be sonme "m ni mrum connection” or "nexus" between the interstate
activities sought to be taxed and the taxpayer's activities in the
taxing state. In other words, a state cannot lasso into its
apportionabl e tax base either incone earned or capital enployed by
a foreign corporation in an unrel ated business activity outside of
the state.

The Due Process and Conmerce C auses of the Constitution

do not allow a State to tax income arising out of

interstate activities - even on a proportional basis -

unless there is a ""mniml connection" or 'nexus'
between the interstate activities and the taxing State,

and 'a rational rel ationship between the incone

attributed to the State and the intrastate val ues of the

enterprise.'" Exxon Corp. v. Wsconsin Dept. of Revenue,

supra, 447 U.S., at 219-220, 100 S.Ct., at 2118, quoting
Mobil G Corp. v. Conm ssioner of Taxes, supra, 445
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UsS., at 436, 437, 100 S.C., at 1231. At the very
| east, this set of principles inposes the obvious and
|argely self-executing limtation that a State not tax a
purported "unitary business" unless at |east sone part of
it is conducted in the State. (cites omtted).

In addition, the principles we have quoted require that
the out-of-state activities of the purported "unitary
busi ness" be related in sone concrete way to the in-state
activities. The functional neaning of this requirenent
is that there be sonme sharing or exchange of val ue not
capabl e of precise identification or nmeasurenment - beyond
the nmere flow of funds arising out of a passive
investnment or a distinct business operation - which
renders fornmula apportionnment a reasonable nethod of
taxation. (cites omtted).

Cont ai ner Corp., 103 S.Ct. at 2940.

The Taxpayer clearly had nexus with Al abanma through its
investnent in Intsel in Al abanma. But nexus with the Taxpayer is by
itself insufficient. There nust be sone "mnimum connection”
bet ween the business activity in which capital was enployed by the
Taxpayer outside of Al abama and the Taxpayer's business activity in
Al abama. "In the case of a tax on an activity (capital enployed),
there nust be a connection to the activity itself, rather than a
connection only to the actor the state seeks to tax." Allied-
Signal, 112 S.Ct. at 2258.

To exclude capital fromits apportionable Al abama franchise
tax base, the burden is on the foreign corporation to prove that
the capital is enployed in "an "unrelated business activity'
(outside of Alabana) which constitutes a 'discrete business

enterprise."" ASARCO, Inc. v. ldaho State Tax Conmm ssion, 102

S.C. 3103, 3110 (1982). Factors to be considered in deciding if
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a taxpayer's interstate activities are a part of a unitary business
are (1) functional integration, (2) centralization of managenent,

and (3) economes of scale. Alied Signal, 112 S . Ct. at 2260. The

above factors need not be specifically applied in this case,
however, because the Taxpayer's activities outside of Al abama are
clearly unrelated to Intsel's activities in Al abama and el sewhere.

The Taxpayer's only capital enployed in Al abama during the
years in question was through its investnment in Intsel. Intsel's
business activities are wunrelated to the Taxpayer's other
i nvestnents and business activities outside of Al abama. "There is
no sharing or exchange of values (between the Taxpayer and Intsel)

beyond the nere flow of funds arising out of a passive
i nvestnment or a distinct business enterprise . . . ." Container
Corp., 103 S.Ct. at 2940. Consequently, only the capital enployed
by the Taxpayer through its investnent in Intsel is apportionable
to Al abanma.

Including the Taxpayer's capital everywhere in its
apportionabl e Al abanma tax base would not only violate the statutory
requi renent that only "the actual anmount of its capital enployed”
in Al abanma shoul d be taxed, see §40-14-41(a), but al so the externa
consi stency requirenent of the Due Process and Conmerce C auses.

To be externally consistent, Al abama's apportionnent nethod nust
reasonably reflect the actual anount of capital enployed by a

foreign corporation in Al abama. Exactness is not required, but an
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apportionment nmethod will be struck down if a taxpayer can prove
"by 'clear and cogent evidence' that the (capital enployed in) the
State is in fact 'out of all appropriate proportions to the
busi ness transacted . . . in that State' or has 'led to a grossly

distorted result.'" Container Corp., 103 S.Ct. at 2942.

Intsel had total capital everywhere of approximtely $36.5
mllion in 1993 and $39.7 mllion in 1994. Applying the undi sputed
Al abama apportionnment factors of 10.3413 in 1993 and 9.8043 in
1994, the actual capital enployed by the Taxpayer through Intsel in
Al abama was approxi mately $3,770,000 in 1993 and $3,890,000 in
1994. However, if the Departnent's position is accepted, and the
$1.7 billion advance is not excluded from capital, the Taxpayer
woul d have capital enployed in Al abama of approximtely
$108, 500,000 in 1993 and $136, 000,000 in 1994. Those anmounts
clearly do not reflect the actual capital that could have been
enpl oyed by the Taxpayer through Intsel in A abana. See generally,

Hans Rees' Sons, Inc. v. North Carolina, 51 S.Ct. 385 (1931).

Ironically, if the Departnent's apportionnent mnmethod is
accepted, but the $1.7 billion advance is treated as an invest nent
and thus excluded from capital, the Taxpayer would have negative
capital in Al abama in 1993 and 1994, and thus owe the m ni num $25
franchise tax in those years. But if only the capital enployed by
t he Taxpayer in Al abama through Intsel is apportionable to A abana,
t he Taxpayer will owe sone additional Al abama tax.

The Taxpayer reconputed its Al abama liability for 1993 and
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1994 apportioning only Intsel's capital to Al abana. See, Exhibit

1 to Taxpayer's Novenber 6, 1996 letter brief. The Depart nent
should notify the Admnistrative Law Division if it accepts the
Taxpayer's cal cul ati ons, assum ng that the only capital
apportionable to Al abama is the capital enployed by Intsel. |If the
Department disagrees with the Taxpayer's Exhibit 1, it should
explain why. Oherwise, a Final Oder will be entered reducing the
assessnents accordingly.
This Qpinion and Prelimnary Oder is not an appeal abl e O der.
The Final Order, when entered, may be appealed within 30 days to
circuit court pursuant to Code of Ala. 1975, §40-2A-9(9).

Entered January 16, 1997.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



