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The Alabama Department of Revenue ("the Department")
petitioned this Court for a writ of certiorari to review the
judgment of the Court of Civil Appeals in favor of Kimberly-
Clark Corporation ("KC") and Kimberly-Clark Worldwide, Inc.
("KCW") (collectively referred to as "the companies"). See

Kimberly-Clark Corp. v. Alabama Dep't of Revenue, [Ms.

2061117, March 21, 2008] @ So. 3d  (Ala. Civ. App. 2008).
The Court of Civil Appeals concluded that income derived from
the companies' sale of a "pulp/paper mill"™ ("the Coosa mill"™)
and approximately 375,000 acres of timberland (the Coosa mill
and the Coosa timberland are sometimes referred to
collectively as "the Coosa properties") should be classified
as "business income”™ under Art. IV, 1.(a), of the Multistate
Tax Compact, codified at § 40-27-1 et seqg., Ala. Code 1975,"
for purposes of taxation. We granted the petition, and we now

reverse the judgment of the Court of Civil Appeals.

I. Facts and Procedural History

During the companies' tax years at issue, 1996-1998 ("the
audit years"), KC was primarily engaged in the manufacture and

sale of tissue and paper-related consumer products. It also

'Specifically, § 40-27-1.1 defines "business income."
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was engaged in other Dbusinesses and owned numerous
subsidiaries involved in other businesses. During the audit
years, KC and 1its subsidiaries operated in 42 countries,
employed approximately 60,000 employees, and generated annual
sales of $12 to $13 billion.

In 1962, KC purchased the Coosa properties. KC harvested
the trees from the Coosa timberland to make pulp for use in
the Coosa mill. KC owned and operated the Coosa properties
for 34 years, until 1996; production from the Coosa properties
constituted the majority of KC's pulp production.

In the early 1990s, KC decided to implement a shift in
corporate strategy that would emphasize its consumer products
rather than its own manufacturing and processing of raw
materials. As a 1996 corporate report explained:

"In 1992, [KC] was widely diversified. We were

a consumer products company, to be sure, but we also

owned paper and forest products operations and an

airline. All these businesses were profitable, but

in mapping our strategy for long-term sustainable

growth, we concluded it lay in building on basic

strengths: our core technologies, our well-known
trademarks and our consumer product franchises.

Businesses that did not -- or could not -- build on

those strengths would be candidates for divestiture.

Those that fit into our strategy would merit further

investment and support. Outside businesses that fit
into our strategy became acquisition candidates."
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As part of its long-term strategy, KC acquired Scott
Paper Company, Inc. ("Scott Paper"), in late 1995. Scott
Paper became a wholly owned subsidiary of KC in December 1995
and changed its name to Kimberly-Clark Tissue Company ("KCTC")
in February 1996. Scott Worldwide, Inc. ("SWI"), was a wholly
owned subsidiary of Scott Paper when it merged with KC. SWI
owned and managed approximately 995,000 acres of timberland in
Nova Scotia, Canada.

In November 1996, KC formed KCW as a subsidiary of KCTC.
In its opinion, the Court of Civil Appeals states that the
primary purpose for forming KCW was to acquire, manage, and
sell timberland.” KCW also owned and operated manufacturing
facilities 1in Utah and California. SWI merged into KCW in
November 1996. KC also simultaneously transferred the Coosa
timberland to KCTC, and then to KCW. KCW thus owned both the
Coosa timberland and the 995,000 acres of Nova Scotia
timberland previocusly owned by SWI. KCW employees that
previously worked for SWI continued to oversee and manage the
Nova Scotia timberland. KCW contracted for KC employees to

manage the Coosa timberland.

‘But see infra note 6.
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Part of KC's shift in corporate strategy involved
reducing its dependency on internal pulp production from 80
percent to 30 percent. To that end, in October 1997, KC began
negotiations to sell its Coosa properties to Alliance Forest
Products, Inc. ("Alliance"). 1In March 1998, KC completed the
sale of its Coosa mill and the adjacent Coosa timberland to
Alliance for $600 million. KCW received $350 million for the
Coosa timberland. KC received the balance of $250 million for
the Coosa mill. KC and Alliance also agreed to a five-year
supply contract. The contract called for KC to purchase pulp
produced by Alliance at the Coosa mill for use in KC's paper
products.

Also in furtherance of 1its corporate strategy, KC
acquired and disposed of various other businesses or business
segments. It acquired five "non-pulp/paper" businesses and
sold nine such businesses during the audit years. KC sold two
pulp and paper mills in the early 1990s and sold a second
mill, in addition to the Coosa mill, during the audit years.
KC also retained and operated seven pulp/paper mills during

those years, and it acquired five more pulp/paper mills after
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those years. Consequently, as of 2002, it owned and operated
12 pulp/paper mills in the United States.

KCwW likewise engaged in several timber-related
transactions during and after the audit years. KCW acquired
or disposed of 30 parcels of timberland during the audit
years. These included like-kind exchanges and small cash
sales of timberland. KCW engaged in 7 like-kind exchanges in
1996, 3 in 1997, and 7 in 1998, for a total of 17 like-kind
exchanges during the audit years. It engaged in 2 small cash
sales in 1996, 10 in 1997, and 1 in 1998, for a total of 13
small-cash sales during the audit vyears. In 1998, KCW
acquired 520,000 acres of timberland in Mobile; it sold that
property in 1999. As of 2002, KCW still owned and managed the
995,000 acres of timberland in Nova Scotia.

KC and KCW reported the gross receipts from the sale of
the Coosa mill and the Coosa timberland, respectively, as
apportionable "business income"™ on their 1997 Alabama
corporate-income-tax returns. They did so under the auspices
of the Multistate Tax Compact, codified at § 40-27-1 et seq.,
Ala. Code 1975, which provides for the apportionment or

allocation of the income of corporations subject to tax in



1070825

more than one state. "Business i1ncome," as defined and
discussed in Part III of this opinion, is apportioned among
the wvarious states in which the corporation does business,
using a three-factor formula that considers the wvalue or
amount of the corporation's property, payroll, and sales.
"Nonbusiness income" from the sale of real property and other
capital assets is allocated to the state in which the real
property or capital assets are located.

The companies, however, excluded the gross receipts from
the sale of the Coosa properties from their respective
apportionment sales factors, purportedly under a "special
rule" promulgated by the Department. This "special rule" in
respect to the sales factor of the apportionment formula
states that if "substantial amounts of gross receipts arise
from an incidental or occasional sale of a fixed asset used in
the regular course of the taxpayer's trade or business, those
gross receipts shall be excluded from the sales factor." Ala.
Admin. Code (Dep't of Revenue), regulation
810-27-1-4.18(3) (a) .

The Department 1nitially accepted KC's and KCW's

classification of the gross receipts as apportiocnable business
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income, but it disallowed the exclusion of the gross receipts
from the sales factors pursuant to the special rule. It
similarly made other adjustments that have not been contested.
The Department notified KC that KC was due a reduced tax
refund of $147,649 for the audit years and billed KCW for
additional taxes and interest for those years in the amount of
$3,372,129.

KC and KCW filed petitions for review with the Department
arguing that although the gross receipts for the sale of the
Coosa properties were in the nature of business income, the
receipts should be excluded from their sales factors pursuant
to the special rule. KC and KCW argued, in the alternative,
that the sale receipts constituted nonbusiness 1income and
should be allocated 100 percent to Texas, KC and KCW's state
of commercial domicile. The Department accepted KC and KCW's
alternative argument that the income from the sale of the
Coosa properties was nonbusiness income. Instead of
allocating the income to their state of commercial domicile,
however, the Department allocated it entirely to Alabama

pursuant to Ala. Code 1975, & 40-27-1, Art. IV, 6. (a). The
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Department consequently assessed taxes of §$7,382,559 and
$13,593,834 against KC and KCW, respectively.

The companies sought a hearing before an administrative
law judge ("ALJ"). The ALJ entered an order agreeing with KC
and KCW as to the characterization of the gross receipts in
question as business income, but rejected the application of
a special allocation rule that excluded the sales proceeds
from the apportionment sales factor pursuant to Ala. Admin.
Code (Dep't of Revenue), regulation 810-27-1-4.18(3) (a) .’ The
Department appealed to the Montgomery Circuit Court, arguing
that the gross receipts should be treated as nonbusiness
income allocable solely to Alabama; the companies cross-
appealed, challenging the ALJ's determination that the special
allocation rule did not apply.’

By joint motion, the parties stipulated to the admission

into evidence of the record and the transcript made before the

The proper application of the special allocation rule is
not at issue in the present petition.

‘The Department contends for the first time in its reply
brief that the companies did not, in fact, appeal the ALJ's
determination concerning the special allocation rule. We find

this contention to be without merit. In any event, as we
already have noted, the issue concerning the special
allocation rule is not properly before us. See supra note 3.
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ALJ. After a hearing at which only counsel's arguments were
presented, the circuit court reversed the ruling of the ALJ.
The court classified the gross receipts from the sale of the
Coosa properties as nonbusiness income allocable solely to
Alabama and upheld the Department's final assessments,
including interest, of $7,382,559 against KC and $13,593,834
against KCW. The circuit court did not reach the question of
the special allocation rule because the rule does not apply to
the apportionment of nonbusiness income. The companies
appealed the circuit court's judgment to the Court of Civil
Appeals.

The Court of Civil Appeals reversed the circuit court's
judgment. It held that the gain from the sale of the Coosa
properties was business income, and it remanded the cause for
the circuit court to determine whether the special allocation
rule is applicable. The Department petitioned this Court for
a writ of certiorari, primarily contending that the decision
of the Court of Civil Appeals conflicts with this Court's

opinion in Ex parte Uniroyal Tire Co., 779 So. 2d 227 (Ala.

2000), 1in which we examined 1in detail the definition of

10
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"business income”" provided in Ala. Code 1975, § 40-27-1,
Art. 1V, 1.(a). We granted the petition.

171. Standard of Review

In the present case, the Court of Civil Appeals afforded
the circuit court's ruling no presumption of correctness. The
Department frames the issue in this case as whether the gain
from the companies' divestiture of the Coosa properties arose
from a transaction that was in the companies' regular course
of business. Because the "controlling factor"™ 1in such a
determination is "the nature of the particular transaction
giving rise to the income," Unirovyal, 779 So. 2d at 230
(quoting other cases), the Department contends that this is a
question of fact disputed by the parties and that, therefore,
the de novo standard of review is inapplicable in this case.

This argument fails because the facts in this case are
not actually disputed. The c¢ircuit court received no
testimonial evidence but decided the case on briefs and
arguments of counsel and the record of the hearing before the
ALJ. There is no dispute between the parties concerning how
the divestiture occurred or what other transactions the

companies engaged 1in during the period in question. The

11
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Department does not identify any dispute as to the facts but
discusses only disputes as to the application of the law to
the facts and, accordingly, the conclusions to be drawn from
the facts. In the present case, "the nature of the
transaction at dissue" 1is not a guestion of fact, but a
gquestion of the application of the law to the undisputed
facts. Thus, the correct standard of review is, as the Court
of Civil Appeals concluded, the de novo standard.

"When reviewing a case in which the trial court sat
without a jury and heard evidence in the form of
stipulations, Dbriefs, and the writings of the
parties, this Court sits in Jjudgment of the
evidence; there is no presumption of correctness.
0ld Southern Life Ins. Co. v. Williams, 544 So. 2d
941, %942 (Ala. 1989); Craig Constr. Co. v. Hendrix,
568 So. 2d 752, 756 (Ala.1990). When this Court
must determine i1if the trial court misapplied the law
to the undisputed facts, the standard of review is
de novo, and no presumption of correctness is given
the decision of the trial court. State Dep't of
Revenue v. Garner, 812 So. 2d 380, 382 (Ala. Civ.
App. 2001); see also Ex parte Graham, 702 So. 2d
1215 (Ala. 1997)."

Bean Dredging, L.L.C. v. Alabama Dep't of Revenue, 855 So. 2d

513, 516-17 (Ala. 2003).
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III. Analysis

During the audit years, "business income" was defined in
Ala. Code 1975, § 40-27-1, Art. IV, 1. (a), as follows:

"[I]lncome arising from transactions and activity in
the regular course of the taxpayer's trade or
business and includes income from tangible and
intangible property if the acqguisition, management,
and disposition of the property constitute integral
parts of the taxpayer's regular trade or business
operations.™’

As the Court of Civil Appeals observed:

"The uniformity sought by the [Multistate Tax
Compact] has been compromised by the Jjudicial
disagreement of different states over the definition
of 'business income.' Two tests, the '"transactional
test' and the 'functional test,' have developed as
a result. The Alabama Supreme Court addressed this
issue thoroughly in Ex parte Uniroval [Tire Co., 779
So. 2d 227 (Ala. 2000)]."

Kimberly Clark Corp., So. 3d at

In Uniroval, this Court defined the "transactional test"
and the "functional test" and explained the differences
between the two. Concerning the transactional test, the Court
explained:

"Proponents of the transactional test find it
'rooted in the statutory phrase, "earnings arising

The Alabama Legislature adopted a new definition of
"business income" in 2001, effective for tax years beginning
after December 31, 2001. See § 40-27-1.1, Ala. Code 1975,

13
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from transactions andactivity intheregular course
of thetaxpayer's trade or business."' 'Thus, under
the transactional test, the "controlling factor by
which business income [1s defined] i1 sthenature of
the particular transaction giving rise to the
income." ... The frequency andregularity of similar
transactions and the former practices of the

business arepertinent considerations.'"

Uniroyal, 779 So. 2d at 230 (quoting General Care Corp. V.

Olsen, 705 S.w.2d 642, o044 (Tenn. 1986), quoting in turn

Western Natural Gas Co. v. McDonald, 202 Kan. 98, 101, 44606

P.2d 781, 783 (1968) (citations and emphasis omitted)) .

Concerning the functional test, theCourt explained:

"Other courts construing the same language have

concluded that their statute also contains an
alternative test, which 1 spopularly known as the
"functional' test. Proponents of the
functional test find 1t rooted inthat second clause
of the statute, which reads: 'and includes 1income
from tangible and intangible property i f the
acquisition, management, and disposition of the
property constitute integral parts of the taxpayer's
regular trade or business operations.' 'More
broadly [than under the transactional test], under
the functional test, allgain from the disposition

of a capital asset 1 sconsidered business dincomei f
the asset disposed of was "used by the taxpayer in

its regular trade or business operations."'"

779 So. 2d at 230-31 (quoting Texaco-Cities Serv. Pipeline Co.

v. McGaw, 182 Ill. 2d 262, 269, 695 N.E.2d 481, 484, 230 111,

Dec. 991, 994 (1998) (citations and emphasis omitted)).
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